
the

Freeman
VOL. 33 NO.7 • JULY 1983

Your Freedom-What About It? Robert Bearce 387
A serious look at the economic and political conditions that make
freedom possible.

Prescription for Economic Health Elgin Groseclose 395
Suggested correctives for the mania of going into debt.

The Constitution and Paper Money Clarence B. Carson 399
Current inflation calls for review of what the Founders thought of the
idea.

Why Anticapitalism Grows Henry Hazlitt 409
Brief answers to common questions about capitalism.

The Moral Case for Competitive
Capitalism Donald B. Billings 413

The strength of capitalism lies not only in its efficiency but in its
ethical foundations.

Farm Policy-Now What? William H. Peterson 420
The prospects for less intervention on the farm.

Benefit Mandates Cause Unemployment Hans F: Sennholz 423
Some unseen ways in which workers eventually pay for alleged
benefits.

The Siren of Partnership Ernest G. Ross 440
Beware the call for partnership between government and business.

Book Reviews: 445
"Herbert Hoover: The Engineer, 1874-1914" by George Nash
"Death and Taxes" by Hans F Sennholz

Anyone wishing to communicate with the authors may send
first-class mail in care of THE FREEMAN for forwarding.



FOUNDATION FOR ECONOMIC EDUCATION
Irvington-on-Hudson, N.Y. 10533 Tel: (914) 591-7230

Leonard E. Read, 1898-1983

Managing Editor:
Production Editor:

Contributing Editors:

Paul L. Poirot
Beth A. Hoffman
Robert G. Anderson
Bettina Bien Greaves
Edmund A. Opitz (Book Reviews)
Brian Summers

THE FREEMAN is published monthly by the
Foundation for Economic Education, Inc" a nonpo
litical, nonprofit, educational champion of private
property, the free market, the profit and loss sys
tem, and limited government.

The costs of Foundation projects and services are
met through donations. Total expenses average
$18.00 a year per person on the mailing list. Do
nations are invited in any amount. THE FREE
MAN is available to any interested person in the
United States for the asking. For foreign delivery,
a donation is required sufficient to cover direct
mailing cost of $10.00 a year.

Copyright, 1983. The Foundation for Economic Education, Inc. Printed in U.S.A. Additional
copies, postpaid: 3 for $1.00; 10 or more, 25 cents each.

THE FREEMAN is available on microfilm from University Microfilms International, 300
North Zeeb Road, Ann Arbor, Mich. 48106.

Some articles available as reprints at cost; state quantity desired. Permission granted to
reprint any article from this issue, with appropriate credit, except "The Moral Case for
Competitive Capifalism."



Robert Bearce

YOUR
FREEDOM
WHAT ABOUT IT?

MORE than one thoughtful observer
has advised us that "history repeats
itself because no one listens the first
time." This truth should challenge
all those who truly value freedom.
History is the tragic story of nations
that have lost their liberty through
indifference and complacency.

The reasons for the destruction and
loss of freedom are clear. Weare ca
pable of understanding how freedom
is threatened. Yet, despite the
warnings of past experience, Amer
ica and other relatively free nations
of the world are committing the same
mistakes which ultimately lead to
economic collapse and political des
potism.

Will we continue to ignore the les
sons that should be learned from
history regarding the conflict be
tween liberty and tyranny?

Writing over a century ago, Fred
eric Bastiat asked the French people

Mr. Bearce is a·free-Iance writer in Houston, Texas.

a similar question. With soundjudg
ment and courage of conviction, he
spoke out vigorously for freedom.
Serving as. a member of the French
Legislative Assembly, he placed lib
erty in perspective-a timeless per
spective we need if we are to remain
free.

"Actually," wrote Bastiat, "what
is the political struggle that we wit
ness? It is the instinctive struggle of
all people toward liberty. And what
is this liberty, whose very name
makes the heart beat faster and
shakes the world? Is it not the union
of all liberties-liberty of con
science, of education, of association,
of the press, of travel, of labor, of
trade? In short, is not liberty the
freedom ofevery person to make full
use of his faculties, so_long as he does
not harm other persons while doing
so?"

Consider Bastiat's words. Con
sider them carefully. He understood
freedom and defended it at a time
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when France was plunging toward
complete socialism-"legal" despo
tism. In 1848, French politicians were
propo~ing a multitude of idealistic
plans for directing France's politi
cal, social, and economic life. These
blueprints for perfecting society were
made in the name of "freedom,"
"helping the poor," ''justice,'' and so
on. The socialists talked boldly about
liberty and compassion, but their
political/economic philosophy was
nothing new. It was founded upon
the same beliefs which had caused
so much suffering in the past, so
much oppression, misery, despo
tism.

Just as freedom was widely mis
understood during Bastiat's day,
there is widespread lack of under
standing about freedom in the United
States today. Many politicians,
members of the mass media, those
in the academic community, and just
average citizens fail to comprehend
the true meaning of freedom.

Freedom is the right of each indi
vidual to work toward the highest
level of achievement consistent with
his own effort and God-given abili
ties. True freedom is both the capac
ity and responsibility to exercise
personal judgment. We have free
choice, but we also have to abide by
the consequences of our actions. This
acceptance of personal accountabil
ity brings a justified sense of dig
nity, self-worth, and integrity to in
dividuals. We learn by our mistakes

and grow in our efforts to lead moral,
productive lives. As we accept indi
vidual accountability, we develop
according to how we use our physi
cal and mental abilities.

Four Basic Principles

We have enjoyed the blessings of
this freedom because we were at one
time firmly committed to four basic
principles of liberty. Individuals are
free only when:

(1) They accept responsibility for
their own daily lives,

(2) They are safe from criminal
elements and internal strife,

(3) They are secure against for
eign domination,

(4) They are safe from the abuse
of domestic power and authority in
the hands of their own government.

A deep, honest faith in individual
freedom inspired the Declaration of
Independence and the Constitution.
The Founding Fathers understood
the four essentials of freedom, and
they knew what was required to
protect freedom. A free society must
be founded upon just law and order.
Government laws should be the just
means of guarding each citizen's
rights~"life, liberty, and the pur
suit of happiness."

Free people need the collective
force of government authority, but
that legal power must be clearly de
fined and restricted. We accept a
certain amount of governmental au
thority in place of acting individu-
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ally. Instead of everyone being his
own policeman and F.B.! agent, we
give these roles to the government.
History, however, shows that gov
ernments have an eventual ten
dency to go beyond their legal au
thority, violating instead of
protecting the rights of law-abiding
individuals.

Such corruption and abuse of gov
ernment power threatens freedom
today. Our critical problem in
America is a wayward political phi
losophy-a philosophy of govern
ment which rejects the principles of
the Declaration of Independence and
the Constitution. Whereas the
Founding Fathers believed in lim
ited government, we have allowed
our federal government to grow,
grow, grow. Most legislators con
tinue to inform us solemnly· that
government can solve our problems,
"correct" the economy, provide jobs,
and otherwise map out America's
future.

Deadly as gangrene, the federal
government gradually spreads and
eats at the life of freedom-regard
less of the truly courageous efforts
of· some in government to restrict
government power and authority.

To the extent that the collective
force of the federal government de
stroys personal accountability and
self-responsibility, we will lose our
liberties. It is a matter of govern
ment trying to do for us what we can
and should do for ourselves. To the

extent we trust lawmakers to be the
mighty problem-solvers of our real
or imagined social/economic ills, we
will see the deterioration of free
dom.

The Power to Tax May
Be a Means to Plunder

With the power of taxation, the
lawmaker can tackle what he be
lieves to be the problems facing so
ciety. By way of our tax dollars,
Congress finances some of the proj
ects which it thinks will be just, good,
and right for society. Frederic Bas
tiat would call their attention to one
aspect of such government financ
ing:
. "Nothing can enter the public
treasury for the benefit of one citi
zen or one class unless other citizens
and other classes have been forced
to send it in. If every person draws
from the treasury the amount that
he has put in it, it is true that the
law then plunders nobody. But this
procedure does nothing for the per
sons who have no money. It does not
promote equality of income. The law
can be an instrument of equaliza
tion only as it takes from some per
sons and gives to other persons.
When the law does this, it is an in
strument of plunder."

Bastiat's use of the word "plun
der" may sound somewhat exagger
ated or old-fashioned, but we ought
to think about how our tax money is
spent.
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How much of it goes to the gov
ernment's legitimate responsibility
ofmaintaining justice and providing
for the national defense? On the other
hand, what amount is used to fi
nance domestic programs which
benefit special·interest groups? How
much is spent to obtain the votes of
people demanding some "right" from
the government-a right to guar
anteed income, right to welfare, right
to a subsidy, right to guaranteed jobs,
right to a college grant, right to a
guaranteed profit, and the like?

Those are false, non-existent
rights, and they can be fulfilled by
100 Senators and 435 Congressmen
only through pIunder.

"But how is this legal plunder to
be identified?" Bastiat asked. "Quite
simply. See if the law takes from
some persons what belongs to them,
and gives it to other persons to whom
it does not belong. See if the law
benefits one citizen at the expense of
another by doing what the citizen
himself cannot do without commit
ting a crime."

A crime would be committed if
Congressman Joe stole Senator Sam's
car. Both Joe and Sam, along with
others in Congress, imitate such an
offense when they use coercive leg
islation to take from some people in
order to give to others. Legal plun·
der operates easily under the cloak
of the "democratic process." Being a
freely elected official, a Senator or
Congressman assumes that he has

the right to enact laws favoring par·
ticular groups in society-even when
this action deprives other citizens of
their rightful earnings.

Although individuals who truly
understand the proper functions of
government see how and why elected
officials act the way they do, the truth
about government must be made
available to those who do not com
prehend the meaning of freedom. We
should be able to clearly explain the
nature of government force and au·
thority-legitimate government
power.

The Bounds of Lawful Defense

"What, then, is law?" Bastiat
asked, speaking ofgovernment force
and authority. "It is the collective
organization of the individual right
to lawful defense. Each of us has a
natural right-from God-to defend
his person, his liberty, and his prop
erty. These are the three basic re
quirements of life, and the preser
vation of anyone of them is
completely dependent upon the pre
servation of the other two. For what
are our faculties but the extension
of our individuality? And what is
property but an extension of our fac
ulties?"

Our faculties include our intel
lects, talents, physical and mental
abilities. Some of these are natural
while others are acquired. They en
able us to handle the responsibility
of living. When millions of free. in-
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dividuals voluntarily use their fa
culties to work and produce, we have
economic freedom-a capitalistic,
free enterprise, free market system.

Actually, free enterprise or capi
talism is not a stale, dull "system."
No self-appointed group of legisla
tors or economic theorists designed
it. Rather, free enterprise is the nat
ural, vibrant collaboration of free
individuals laboring together coop
eratively, competitively, volunta
rily. Economic freedom allows indi
viduals to use their skills, wisdom,
and energies to manage their own
lives.

Free enterprise depends upon per
sonal freedom and accountability,
private property, and a free market.
Economic freedom places the matter
of living ·upon the shoulders of the
individual. This is where it ought to
be-not in the hands of government.
Unless an individual can control and
use his own possessions (private
property and income) he cannot fully
decide for himself how he will work,
direct his own life, house and feed
his family.

Choice in the Market Place

Working and associating with
other free people, the individual finds
himself in a free market. Here he
has free choice. He can choose his
own employment, rejecting the pay
offered at other jobs if he so wishes.
Between him and his employer there
should be freedom to exchange a solid

day's work for a fair wage. At the
supermarket or appliance store, the
individual again expresses freedom
ofchoice. Free enterprise enables him
not only to go to different stores but
to buy from a wide assortment of
products and services. He is not
forced to purchase goods he does not
like or use the services of businesses
he distrusts.

The "he" and the "individual" in
all of this voluntary action are not
abstract human beings, but WE
whoever we are and wherever we
live, as long as we are willing to ac
cept the responsibilities of freedom.

If we are to have economic free
dom, the free market must operate
within a framework of just laws.
Thus, government has the function
of prohibiting violence, force, theft,
and fraud. Laws should be adminis
tered which protect private property
and require individuals to live up to
their freely made agreements.

"Under such an administration,"
wrote Bastiat, "everyone would un
derstand that he possessed all the
privileges as well as all the respon
sibilities of his existence. Noone
would have any argument with gov
ernment, provided that his person
was respected, his labor was free, and
the fruits of his labor were protected
against all unjust attack."

Free, private enterprise is the only
way we can freely use our creative
energies for, not only our own good,
but the remainder of society. We (free
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individuals)-not economic legisla
tion from Congress-are the basis for
America's strength and stability.
This general prosperity can develop
when there is efficient, industrious
production of goods and services.
Such performance is generated when
individuals and businesses are ea
ger to w:ork hard and honestly. There
must be the incentive to do so.

That incentive is found in compet
ition and the profit motive. Compet
ition encourages us to make the best
use of our faculties. The just reward
of profit goes to industries, busi
nesses, employers, and employees as
we freely combine our energies, cre
ativity, and labor. Profits are made
without having coerced the con
sumer. They are made because
enough of us freely decided to pur
chase a particular good or pay for a
particular service-not because the
federal government "stimulated" the
economy or tried to "protect" some
industries from so-called "unfair
competition."

Freedom Is Threatened

Working upon the moral grounds
of competition, individual freedom,
and profits, free enterprise has
brought past prosperity to the United
States. Our progress can be traced
back to a respect for the worth and
dignity of the individual. Economic
freedom, however, is under attack.

Invariably, we find ourselves and
the preservation of freedom again

facing the issue of government in
tervention and plunder. Politicians
and others simply will not allow our
economic activities to be free and
voluntary. They would deny us the
right to go about our daily lives in a
free market atmosphere-making an
honest living for ourselves and our
families. Realizing that there are
some not-so-productive elements of
society (individuals, businesses or
whoever) who are willing to partici
pate in plunder, politicians proceed
to abuse government power and au
thority.

"Man," Bastiat said, "can live and
satisfy his wants only by ceaseless
labor; by the ceaseless application of
his faculties to natural resources.
This process is the origin of prop
erty. But it is also true that a man
may live and satisfy his wants by
seizing and consuming the products
of the labor of others. This process is
the origin of plunder. Now since man
is naturally inclined to avoid pain
and since labor is pain in itself-it
follows that men will resort to plun
der whenever plunder is easier than
work. History shows this quite
clearly."

Indeed it does, and through taxa
tion, government regulations,
spending power, grants, and the like,
we still see plunder at work. Al
though America still experiences
many of the blessings of free enter
prise, we are being subjected to
greater doses of destructive plunder.
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As legislators and other groups
continue to call upon the federal
government to create more pro
grams and to pass more "laws," we
need to hear forcefully and clearly
from more individuals like Bastiat:
"It is not true that the function of
law is to regulate our consciences,
our ideas, our wills, our education,
our opinions, our work, our trade,
our talents, or our pleasures. The
function of law is to protect the free
exercise of these rights, and to pre
vent any person from interfering
with the free exercise of these same
rights by any other person."

That is the one basic fact free peo
ple must understand and explain to
others-other people who daily work
for more government controls, laws,
aid, intervention, and so on.

How Government Grows

Existing government bureaucra
cies plod forward-regulating our
lives, taxing our hard-earned in
comes, and infringing upon personal
freedom. Those who will never give
up calling for more and more gov
ernment will speak in honorable,
compassionate terms. Their objec
tives. will supposedly be achieved in
a "free, responsive, caring, respon
sible, democratic" manner. They are
against "oppression, discrimination,
and prejudice." They uphold the
"rights and needs" of the "poor," the
elderly, the "disadvantaged," the
handicapped, the "needy," and so on.

"Social consciousness" and "the pub
lic interest" weigh heavily upon their
minds.

To each problem they believe ex
ists in every area of the United
States, their automatic question is:
"How can the federal government
solve it?"

Daily, we hear Senators and Con
gressmen soberly, eagerly, and
forcefully asking: "How can the fed
eral government solve this prob
lem?"

Their concern appears honorable
enough, but beneath it lies distrust.
They distrust the individual. They
distrust freedom. They have faith
only in their own good intentions and
the power of government. Other in
dividuals, so they vainly think, are
not capable of managing their own
lives. Voluntary charity will not
work. Individuals, they claim, ei
ther cannot or will not freely help
others who are truly in need of aid.
Along with this distrust for the av
erage citizen in Salt Lake City, Peo
ria, Dayton, and Muskogee, there is
a hint of self-righteousness. Fred
eric Bastiat describes it aptly:

"The organizers maintain that so
ciety, when left undirected, rushes
headlong to inevitable destruction
because the instincts of the people
are so perverse. The legislators claim
to stop this suicidal course and to
give it a saner direction. Appar
ently, then the legislators and the
organizers have received from
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Heaven an intelligence and virtue
that place them beyond and above
mankind; if so, let them show their
titles to this superiority.

"They would be the shepherds over
us, their sheep. Certainly such an
arrangement presupposes that they
are naturally superior to the rest of
us. And certainly we are fully justi
fied in demanding from the legisla
tors and organizers proof of this nat
ural superiority."

This presumed superiority Bas
tiat was talking about over a cen
tury ago is seen today by the confi
dence in which elected government
officials promote their legislation for
social and economic planning. Simi
lar programs have failed throughout
history, and the same manipulation
fails in socialized nations today. Ig
noring past and present, spokesmen
for more government power some
how feel their own efforts at orga
nizing society will be much superior.

Organize, regulate, and coerce,
they will-unless those who under
stand freedom are willing to bear the
responsibilities ofthat freedom. First,
of course, we have the primary re
sponsibility to comprehend the basic
principles of liberty, free market
economics, limited government, and
so on. Having that understanding of
and appreciation for freedom is the
critical foundation we must have be
fore we can actively labor for a sta
ble' free, prosperous nation.

If we have the basic gras.p of free-

dom (always learning more and
growing in the faith) we also make
that faith in freedom a living reality
in our daily lives-not drifting away
to join the large numbers of those
who unknowingly become a part of
the "More, More, More Govern
ment" crowd.

Our labor for liberty remains the
same. We must make our lives, our
attitudes, and our actions consistent
with "what we preach." Those who
would destroy true freedom and jus
tice-as well-intentioned as they may
be in their beliefs-will never stop
promoting more government spend
ing, power, and authority. While they
undermine freedom, we should be as
tireless in our own efforts-efforts
to preserve the freedom they are at
tempting to take from us, efforts to
restore the freedom we have already
lost, and efforts to expand the bless
ings of freedom.

It's your freedom. What about it?

All quotations by Bastiat are from
The Law, written in 1850, trans
lation by Dean Russell in 1950.
76 pages, paperback.

Single copy $2.00
10 copies, each 1.00

100 copies, each .60
Available from:

The Foundation for
Economic Education, Inc.

Irvington-on-Hudson,NY10533



Elgin Groseclose

Prescription for
Economic Health

THAT radical reform is needed for an
economic system that periodically
produces booms and busts, inflation
and deflation, is recognized by a
growing number of students. The
prescriptions for reform are numer
ous and varied. Among the defects
of the system, however, are several
that continue to be ignored-in
deed, are regarded not as defects but
with reverence as healthful agents
of progress.

At the risk of being read out of the
profession as eccentric or iconoclas
tic, I list a few that have produced
more confusion than progress, more
chaos than order, and that need ex
amination as to their utility.

Dr. Elgin Groseclose (deceased April 4,1983) was a
financial consultant in Washington, D.C. He was the
author of Money and Man (1934, 4th edition 1976) and
America's Money Machine (1966,1980). He served also
as executive director of the Institute for Monetary Re
search.

The Statistics Syndrome

Statistics have been characterized
by the English industrialist Arnold
Wilson as something economists col
lect as others gather antiques. So
treasured are they that a vast com
puter industry today is devoted to
compiling, analyzing and storing
statistical data. No self-respecting
administrator would think of mak
ing a decision without the aid of his
computer. Chief among the statisti
cal totems are various kinds of in
dexes, and high on the column is one
which business and government de
cision makers watch with the avid
ity of a gambler watching a roulette
wheel. This is the Gross National
Product, or GNP. Purportedly, the
GNP records the changing volume
of goods and services produced by the
economy. A rising GNP suggests that
the country is producing more, and

395
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the figure suffuses the observer with
a pleasant euphoria.

Actually the GNP is not a mea
sure of production, but of consump
tion. A rising GNP may indicate that
the country is producing more while
actually it is producing less.

Thus, a restaurant meal for two
may add as much as $100 to the GNP,
if taken at the Lion d'Or, but only
$5 if eaten at Burger King, and even
less if prepared at home. In an infla
tionary period, when vast sums are
spent in restaurants, theatres, travel
and Las Vegas casinos, the GNP in
dex may indicate a state of economic
well-being when actually physical
production is declining and general
poverty rising.

Better political and business de
cisions and improved economic
health would follow if the GNP in
dex were abolished or radically
modified.

The Dilemma of the CPI

Another index that has gotten the
government into trouble is that of
the consumer price index-since
pensions, Social Security and wel
fare payments are adjusted periodi
cally with the indicated change in
this index. How accurately the in
dex measures the real burden of ris
ing prices is a question few examine,
and how unwillingly the public would
accept a correction has been re
cently demonstrated by the hulla
baloo over the substitution of rental

costs for housing costs in the series
upon which the index is based. In
any case, the process has now bank
rupted the Social Security system,
and those who can-like state and
municipal and non-profit employ
ees-are leaving it with the good
sense of rats abandoning a sinking
ship.

The latest indexing, which has be
come a political dilemma since it may
bankrupt the federal treasury, is to
be applied in 1985 to income tax
rates. The purpose is to relieve tax
payers of what is called bracket
creep-the higher tax burden that
applies as income increases as a re
sult of inflation. The effect will be to
reduce federal revenues at a time
when the indexing of the entitle
ment payments is increasing ex
penses. If the price level were stabi
lized, there would be no need for the
indexes and indexation. They serve,
instead, to push prices steadily
higher, like a ratchet on a tire lift.
Ifhonest money were restored to the
country, there would be little need
of these indexes.

The Money Mill

The whole mess created by in
dexes and indexing would not have
arisen except for the money mill on
the Potomac which keeps issuing
paper currency like the legendary
mill at the bottom of the sea that
grinds out salt with nobody to stop
it. Money in circulation-and we
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mean the legal tender currency is
sued by the Fed, not the M1, M2,
and the like, of the economists-has
doubled in the past decade alone,
from $54.6 billion in 1972 to $126.6
billion today. And this goes on de
spite the impression given out of a
"tight money policy."

It is too well known to require
theoretical demonstration that prices
are influenced by the amount of pur
chasing power in the market, and
that inflation is the result oftoo much
money in circulation.

Instead of curtailing the power of
the Fed to issue currency, Congress
has steadily broadened its powers
until today the Fed can turn into le
gal tender currency practically any
debt obligation it sees fit, including
Polish, Turkish, Brazilian or Argen
tinian bonds. This brings us to our
next proposal.

Wean the Banks

The Federal Reserve System came
into being as a system of super
banks-actually pawn shops-to as
sist commercial banks in distress by
taking up their short term loans and
giving them cash in the form of legal
tender currency, or a deposit at the
reserve bank that was equivalent to
cash (since it could at any time be
turned in for cash).

The so-called panics, depressions,
or crises which the country goes
through periodically are not the re
sult of a shortage of money in the

economy, but a shortage of cash or
credit on the part of debtors. The
principal debtors, of course, are the
banks, since their balance sheets
represent mostly liabilities sup
ported by a thin margin of propri
etors' capital (less than 10 per cent
generally).

After the passage of the Federal
Reserve Act, banks gradually let
their capital drop from a mean of 25
per cent or more of total liabilities
to the present low ratios (for the 15
biggest banks the ratio is less than
5 per cent).

The banking system is like a brood
of pigs, grown to sizable porkers, but
still clinging to mother sow. It is time
they were weaned and made to for
age for themselves. In short, too long
have money and banking been linked
in economic literature. The manage
ment of the banking system should
be separated from the administra
tion of the money system.

Subsidized Debt

The world today would not be in
the depression it is in but for the
burden of debt. Farmers complain
they can't meet their mortgage pay
ments; home owners, likewise; cor
porate bankruptcies-now at flood
occur because companies cannot meet
their debt payments. Third WorId
countries are half a trillion dollars
in debt, a third of it owing to U.S.
banks.

How did the world get in this mess?
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Largely from encouragement by
government. Through the Interna
tional Monetary Fund and the World
Bank, indigent governments around
the world have been led to borrow
beyond their means for all sorts of
doubtfully viable projects until now
they are bogged down in a mire of
debt. Home ownership has been fos
tered-no doubt, for the public good
by low cost loans, or government
guaranteed loans and deductibility
of interest payments. Farmers have
been encouraged to expand their food
production; many increased their
acreage by buying land at high
prices, financed by mortgages.

Banks have been permitted to in
crease their debt (deposit liabilities)

Corruption of the Coin

in relation to equity capital until
most banks are in difficulty, many
of them technically insolvent.

One measure to reduce the mania
for going into debt is to restrict the
deductibility of interest payment
from taxable income. While no doubt
justified as a social measure to en
courage home ownership, the de
ductibility of corporate interest pay
ments is contrary to shareholders'
best interests since it encourages
corporate managers to leverage as
sets, engage in mergers that are jus
tified only by tax advantages, and
shift the enterprise from producing
goods to that of producing financial
gain. ,

IDEAS ON

LIBERTY

AT the beginning of the sixteenth century the astronomer Copernicus
addressed to the king of Poland his treatise, "Monete Cudende Ratio,"
which opens with this broad declaration: "Numberless as are the evils
by which kingdoms, principalities and republics are wont to decline,
these four are, in my judgment, most baleful: civil strife, pestilence,
sterility of the soil, and corruption of the coin. The first three are so
manifest that no one can fail to apprehend them; but the fourth, which
concerns money, is considered by few, and those the most reflective,
since it is not by a blow, but little by little and through a secret ap
proach, that it destroys the state."

FRANCIS A. WALKER, from the book Money, published by

Henry Holt and Company, Boston, 1891



Clarence B. Carson

THE CONSTITUTION
AND

PAPER MONEY

THE UNITED STATES CONSTITUTION

does not mention paper money by
that name. Nor does it refer to paper
currency or fiat money in those
words. 1 There is only one direct ref
erence to the origins of what we, and
they, usually call paper money. It is
in the limitations on the power of
the states in Article I, Section 10. It
reads, "No State shall ... emit Bills
of Credit. . .." Paper that was in
tended to circulate as money but was
not redeemable in gold and silver was
technically described as bills of credit
at that time. The description was
(and is) apt. Such paper is a device
for expanding the credit of the is
suer. There is also an indirect refer-
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ence to the practice in the same sec
tion of the Constitution. It reads, "No
State shall ... make any Thing but
gold and silver Coin a Tender in
Payment of Debts...." Legal tender
laws, in practice, are an essential
expedient for making unredeemable
paper circulate as money. Except for
the one direct and one indirect ref
erence to the origin and means for
circulating paper money, the Con
stitution is silent on the question.

With such scant references, then,
it might be supposed that the mak
ers of the Constitution were only in
cidentally concerned with the dan
gers ofpaper money. That was hardly
the case. It loomed large in the
thinking of at least some of the men
who were gathered at Philadelphia
in 1787 at the Constitutional Con
vention. There were two great· ob
jects in the making of a new consti
tution: one was to provide for a more
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energetic general government; the
other was to restrain the state gov
ernments. Moreover, the two objects
had a common motive at many
points, i.e., to provide a stronger
general government which could re
strain the states.

Measures to Prevent a Flood
of Unbacked Paper Money

One of the prime reasons for re
straining the state governments was
to prevent their flooding the country
with unbacked paper money. James
Madison, one of the leaders at the
convention, declared, in an intro
duction to his notes on the delibera
tions there, that one of the defects
they were assembled to remedy was
that "In the internal administration
of the States, a violation of contracts
had become familiar, in the form of
depreciated paper made a legal
tender...."2 Edmund Randolph, in
the introductory remarks preceding
the presentation of the Virginia Plan
to the convention, declared that when
the Articles of ~onfederation had
been drawn "the havoc of paper
money had not been foreseen."3

Indeed, as the convention held its
sessions, or in the months preceding
it, state legislatures were under
pressure to issue paper money. Sev
eral had already yielded, or taken
the initiative, in iss~ing the un
backed paper. The situation was out
of control in Rhode Island, and had
been for some time. Rhode Island

refused to send delegates to the con
vention, and the state's reputation
was so bad that the delegates there
were apparently satisfied to be spared
the counsels of her citizens. Well af
ter the convention had got under
way, a motion was made to send a
letter to New Hampshire, whose
delegates were late, urging their at
tendance. John Rutledge of South
Carolina rose to oppose the motion,
arguing that he "could see neither
the necessity nor propriety of such a
measure. They are not unapprized of
the meeting, and can attend if they
choose." And, to clinch his argu
ment, he proposed that "Rhode Is
land might as well be urged to ap
point & send deputies."4 No one rose
in defense of an undertaking of that
character.

The ill repute of Rhode Island de
rived mainly from that state's unre
strained experiments with paper
money. Rhode Island not only issued
paper money freely but also used
harsh methods to try to make it cir
culate. The "legislature passed an act
declaring that anyone refusing to
take the money at face value would
be fined £100 for a first offense and
would have to pay a similar fine and
lose his rights as a citizen for a sec
ond."5 When the act was challenged,
a court declared that it was uncon
stitutional. Whereupon, the legisla
ture called the judges before it, in
terrogated them, and dismissed
several from office. The legislature
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was determined to have its paper
circulate.

The combination of abundant pa
per money and Draconian measures
to enforce its acceptance brought
trade virtually to a halt in Rhode
Island. A major American constitu
tional historian described the situa
tion this way:

The condition of the state during these
days was deplorable indeed. The mer
chants shut their shops and joined the
crowd in the bar-rooms; men lounged in
the streets or wandered aimlessly about.
. .. A French traveller who passed
through Newport about this time gives a
dismal picture of the place: idle men
standing with folded arms at the corners
of the streets; houses falling to ruins;
miserable shops offering for sale nothing
but a few coarse stuffs ... ; grass grow
ing in the streets; ·windows stuffed with
rags; everything announcing misery, the
triumph of paper money, and the influ
ence of bad government. The merchants
had closed their stores rather than take
payment in paper; farmers from neigh
boring states did not care to bring their
produce. . . . Some . . . sought to starve
the tradesmen into a proper appreciation
of the simple laws of finance by refusing
to bring their produce to market.6

But there was more behind the
Founders' fears ofpaper money than
contemporary doings in Rhode Is
land or general pressures for mone
tary inflation. The country as a whole
had only recently suffered the sear
ing aftermath of such an inflation.
Much of the War for Independence

had been financed with paper money
or, more precisely, bills of credit.

A Surge of Continentals

Even before independence had
been declared the Continental Con
gress began to emit bills of credit.
These bills carried nothing more than
a vague promise that they would at
some unspecified time in the future
be redeemed, possibly by the states.
In effect, they were fiat money, and
were never redeemed. As more and
more of this Continental currency
was issued, 1776-1779, it depre
ciated in value. This paper was joined
by that of the states which were, if
anything, freer with their issues than
the Congress. In 1777, Congress re
quested. that the states cease to print
paper money, but the advice was ig
nored. They did as Congress did, not
what it said.

At first, this surge of paper money
brought on what appeared to be a
glow of prosperity. As one historian
described it, "the country was pros
perous. . .. Paper money seemed to
be the 'poor man's friend'; to it were
ascribed the full employment and the
high price of farm products that pre
vailed during the first years of the
war. By 1778, for example, the
farmers of New Jersey were gener
ally well off and rapidly getting out
of debt, and farms were selling for
twice the price they had brought
during the period 1765-1775. Trade
and commerce were likewise stimu-
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lated; despite the curtailment of for
eign trade, businessmen had never
been so prosperous."7

The pleasant glow did not last long,
however. It was tarnished first, of
course, by the fact that the price of
goods people bought began to rise.
(People generally enjoy the experi
ence of prices for their goods rising,
but they take a contrary view of
paying more for what they buy.)
Then, as now, some blamed the rise
in prices on merchant profiteering.

As the money in circulation in
creased and expectations of its being
redeemed faded, a given amount of
money bought less and less. This set
the stage for speculative buying,
holding on to the goods for a while,
and making a large paper profit on
them. There were sporadic efforts to
control prices as well as widespread
efforts to enforce acceptance of the
paper money in payment for debts.
These efforts, so far as they suc
ceeded, succeeded in causing short
ages of goods, creditors to run from
debtors trying to pay them in the
depreciated currency, and in the on
set of suffering.

Runaway Inflation

By 1779, the inflation was near
ing the runaway stage. "In August
1778, a Continental paper dollar was
valued (in terms of gold and silver)
at about twenty-five cents; by the end
of 1779, it was worth a penny." "Our
dollars pass for less this' afternoon

than they did this morning," people
began to say.8 George Washington
wrote in 1779 that "a wagon load of
money will scarcely purchase a
wagon load of provisions."9 It was
widely recognized that the cause was
the continuing and ever larger
emissions of paper money. Congress
resolved to issue no more in 1779,
but it was all to no avaiL Runaway
inflation was at hand. In 1781, Con
gress no longer accepted its own pa
per money in payment for debts, and
the Continentals ceased to have any
value at all.

A good portion of the dangers of
paper money had been revealed, and
reflective people were aware of what
had happened. Josiah Quincy wrote
George Washington "that there never
was a paper pound, a paper dollar,
or a paper promise of any kind, that
ever yet obtained a general currency
but by force or fraud, generally by
both."lo A contemporary historian
concluded that the "evils which re
sulted from the legal tender of the
depreciated bills of credit" extended
much beyond the immediate assault
upon property. "The iniquity of the
laws," he said, "estranged the minds
of many of the citizens from the hab
its and love of justice.... Truth,
honor, and justice were swept away
by the overflowing deluge of legal
iniquity...."11

But the economic consequences of
the inflation did not end with the
demise of the Continental currency.
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Instead, it was followed by a defla
tion, which was the inevitable result
of the decrease in the money supply.
The deflation was not immediately
so drastic as might be supposed. Gold
and silver coins generally replaced
paper money in 1781. Many of these
had been out of circulation, in hid
ing, so long as they were threatened
by tender law requirements to ex
change them on a par with the paper
money. Once the threat was re
moved, they circulated. The supply
of those in hiding had been aug
mented over the ye~rs by payments
for goods by British troops. Large
foreign loans, particularly from the,
French, increased the supply ofhard
money in the United States in 1781
and 1782. A revived trade with the
Spanish, French, and Dutch brought
in coins from many lands as well. In
addition, Robert Morris's Bank of
North America provided paper
money redeemable in precious met
als in the early years of the decade.

The Impact of Depression

By the middle of the 1780s, how
ever, the deflation was having its
impact as a depression. Trade had
reopened with Britain, and Ameri
cans still showed a distinct prefer
ence for British imports. That, plus
the fact that the market for Ameri
can exports in the British West In
dies was still closed, resulted in a
large imbalance in trade. Ameri
cans made up the difference either

by borrowing or shipping hard money
to Britain. Prices fell to reflect the
declining money supply. Those who
had gone into debt to buy land at the
inflated wartime prices were espe
cially hard hit by the decline in the
prices of their produce. Foreclosures
were widespread in 1785-1786. This
provided the setting for the de
mands for paper money and other
measures to relieve the pressure of
the debts. Some people were clam
oring for the hair of the dog that had
bit them in the first place-mone
tary inflation-and several state
legislatures had accommodated them.

Though there is evidence that the
worst of the depression was over by
1787, if not in the course of 1786,12
paper money issues and agitations
for more were still ongoing when the
Constitutional Convention met in
Philadelphia. In any case, those who
had absorbed the lessons of recent
history were very much concerned
to do something to restrain govern
ments from issuing paper money and
forcing it into circulation. There were
those who met at Philadelphia, too,
who took the long view of their task.
They hoped to erect a system that
would endure, and to do that they
wished to guard against the kind of
fiscal adventures that produced both
unpleasant economic consequences
and political turmoil. Paper money
was reckoned to be one of these.

The question of granting power to
emit bills of credit came up for dis-
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cussion twice in the convention: The
first time was on August 16, 1787.
(The convention had begun its delib
erations on May 25, 1787, so it was
moving fairly rapidly toward the
conclusion when the question arose.)
The question was whether or not the
United States government should
have power to emit bills of credit.
Congress had such a power under the
Articles of Confederation, and most
of the powers held by Congress·un
der the Articles were introduced in
the convention to be extended to the
new government.

Constitutional Convention Debates

Gouverneur Morris of Pennsyl
vania "moved to strike out 'and emit
bills on the credit of the United
States'." That is, he proposed to re
move the authority for the United
States to issue such paper money. "If
the United States had credit," Mor
ris said, "such bills would be unnec
essary: if they had not, unjust &
useless." His motion was seconded
by Pierce Butler of South Carolina.

James Madison wondered if it
would "not be sufficient to prohibit
making them a tender? This will re
move the temptation to emit .them
with unjust views. And promissory
notes in that shape may in some
emergencies be best." (Madison's
distinction between bills of credit
that may be .freely circulated and
those whose acceptance is forced by
tender .laws should remind us that

paper instruments serving in some
fashion as money are not at the heart
of the problem. After all, private bills
of exchange had for several centu
ries been used by tradesmen, and
these sometimes changed hands
much as money does. They are what
we call negotiable instruments, and
the variety of these is large. What
Madison was getting at more di
rectly, however, was that govern
ments, if they are to borrow money
from time to time, may issue notes,
and these may be negotiable instru
ments which may take on some· of
the character of money in ex
changes. But Madison's objection was
overcome, as we shall see.)

Gouverneur Morris then observed
that "striking out the words will
leave room still for notes ofa respon
sible minister which will do all the
good without the mischief. The
Monied interest will oppose the plan
of Government, if paper emissions
be not prohibited."

However, Morris had moved be
yond his motion, which was for re
moving the power, not specifying a
prohibition, and· NathanielGorham
of Massachusetts brought him back
to the point. Gorham said he "was
for striking out, without inserting
any· prohibition. If the words stand
they may suggest and lead to the
measure."

Not everyone who spoke, how
ever, favored removing the power.
George ·Mason of Virginia "had
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doubts on the subject. Congress he
thought would not have the power
unless it were expressed. Though he
had a mortal hatred to paper money,
yet as he could not foresee all emer
gences [sic], he was unwilling to tie
the hands of the Legislature. He ob
served that the late war could not
have been carried on, had such a
prohibition existed."

Nathaniel Gorham tried to reas
sure Mason and others who might
have similar doubts by declaring that
"The power so far as it will be nec
essary or safe, is involved in that of
borrowing."

Both Positions Argued

On the other hand, John Francis
Mercer of Maryland announced that
he "was a friend to paper money,
though.in the present state & tem
per in America, he should neither
propose nor approve of such a mea
sure. He was consequently opposed
to a prohibition of it altogether. It
-will stamp suspicion on the Govern
ment to deny it a discretion on this
point. It was impolitic also to excite
the opposition of all those who were
friends to paper money. The people
of property would be sure to be on
the side of the plan [the Constitu
tion], and it was impolitic to pur
chase their further attachment with
the loss of the opposite class of Citi
zens."

Oliver Elsworth of Connecticut
pronounced himself of the opposite

view. He "thought this a favorable
moment to shut and bar the door
against paper money. The mischiefs
ofthe various experiments which had
been made, were now fresh in the
public mind and had excited the dis
gust of all the respectable part of
America. By withholding the power
from the new Government more
friends of influence would be gained
to it than by almost any thing else.
Paper money can in no case be nec
essary. Give the Government credit,
and other resources will offer. The
power [to emit bills ofcredit] may do
harm, never good."

Edmund Randolph of Virginia still
had doubts, for he said that "not
withstanding his antipathy to paper
money, [he] could not agree to strike
out the words, as he could not fore
see all the occasions which might
arise."

James Wilson of Pennsylvania fa
vored removing the power: "It will
have a most salutary influence on
the credit of the United States to re
move the possibility ofpaper money.
This expedient can never succeed
whilst its mischiefs are remem
bered, and as long as it can be re
sorted to, it will be a bar to other
resources."

Pierce Butler "remarked that pa
per was a legal tender in no country
in Europe. He was urgent for dis
arming the Government of such a
power."

George Mason, however, "was still
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The Integrity of the Coinage

... the whole aim and intent of State intervention in the monetary sphere
is simply to release individuals from the necessity of testing the weight
and fineness of the gold they receive, a task which can only be under
taken by experts and which involves very elaborate precautionary mea
sures. The narrowness of the limits within which the weight and fineness
of the coins is legally allowed to vary at the time of minting, and the
establishment of a further limit to the permissible loss by wear of those in
circulation, is a much better means of securing the integrity of the coinage
than the use of scales and nitric acid on the part of all who have commer
cial dealings. Again, the right of free coinage, one of the basic principles
of modern monetary law, is a protection in the opposite direction against
the emergence of a difference in value between the coined and uncoined
metal. In large-scale international trade, where differences that are negli
gible as far as single coins are concerned have a cumulative importance,
coins are valued, not according to their number, but according to their
weight; that is, they are treated not as coins but as pieces of metal.

LUDWIG VON MISES, The Theory of Money and Credit

averse to tying the hands of the Leg
islature altogether. If there was no
example in Europe as just re
marked, it might be observed on the
other side, that there was none in
which the Government was re
strained on this head." His fellow
delegates forebore to remind Mason
that except for Britain there was
hardly a government in Europe that
was restrained on that or any other
head by a written constitution.

In any case, the last remarks were
made by men vehemently opposed to
the power. George Read of Delaware
"thought the words, if not struck out,
would be as alarming as the mark of

the Beast in Revelations." John
Langdon of New Hampshire "had
rather reject the whole plan [the
Constitution] than retain the three
words," by which he meant "and emit
bills."

Denying the Power
to Emit Bills of Credit

The vote was overwhelmingly in
favor of removing the authority of
the United States to emit bills of
credit. The delegates voted by states,
and 9 states voted in favor of the
motion while only 2 opposed it. (New
York delegates were not in atten
dance, and Rhode Island, of course,
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sent none.) It is a reasonable infer-
ence from the discussion that the
delegates believed that by voting to
strike out the words they had re
moved the power from the govern
ment to emit bills of credit. George
Mason, who opposed the motion, ad
mitted as much. Moreover, James
Madison explained in a footnote that
he voted for it when he "became sat
isfied that striking out the words
would not disable the Government
from the use of public notes as far as
they could be safe & proper; & would
only cut off the pretext for a paper
currency, and particularly for mak
ing the bills a tender for public or
private debts."13

The other discussion of paper
money took place in connection with
the powers to be denied to the states
in the Constitution. The committee
report had called for the states to be
prohibited to emit bills of credit
without the consent of the United
States Congress. James Wilson and
Roger Sherman, who was from Con
necticut, "moved to insert after the
words 'coin money' the words 'nor
emit bills. of credit, nor make any
thing but gold & silver coin. a tender
in payment of debts'," thus, as they
said, "making these prohibitions ab
solute, instead of making the mea
sures allowable (as in the XIII arti
cle) with the consent ofthe Legislature
of the U.S."

Nathaniel Gorham "thought the
purpose would be as well secured by

the provision of article XIII which
makes the consent of the General
Legislature necessary, and that in
that mode, no opposition would be
excited; whereas an absolute prohi
bition of paper money would rouse
the most desperate opposition from
its partizans."

To the contrary, Roger Sherman
"thought this a favorable crisis for
crushing paper money. If the con
sent of the Legislature could author
ise emissions of it, the friends of pa
per money, would make every
exertion to get into the Legislature
in order to licence it."14

Eight states voted for the absolu
tion prohibition against states issu
ing bills of credit. One voted against
it, and the other state whose dele
gation was present was divided. The
prohibition, as voted, became a part
of the Constitution.

Paper Money Rejected

Three other points may be appro
priate. The first has to do with any
argument that there might be an
implied power for the United States
government to issue paper money
since it is not specifically prohibited
in the Constitution. Alexander
Hamilton, the man credited with
advancing the broad construction
doctrine, maintained the opposite
view in The Federalist. While he was
making a case against the adding of
a bill of rights, his argument was
meant to have general validity. He



408 THE FREEMAN

declared that such prohibitions "are
not only unnecessary in the pro
posed Constitution but would even
be dangerous. They would contain
various exceptions to powers which
are not granted; and, on this very
account, would afford a colorable
pretext to claim more than were
granted. For why declare that things
shall not be done which there is no
power to dO."15 In short, the govern
ment does not have all powers not
prohibited but only those granted.

Second, this point was driven home
by the 10th Amendment when a Bill
of Rights was added to the Consti
tution. It reads, "The powers not
delegated to the United States by the
Constitution, nor prohibited by it to
the States, are reserved to the States
respectively, or to the people." The
power to emit bills of credit or issue
paper money was not delegated to
the United States. More, it was spe
cifically not delegated after deliber
ating upon whether to or not. The
power was prohibited to the states.
The logical conclusion is that such
power as there may be to emit bills
of credit was reserved to the people
in their private capacities.

And third, not one word has been
added to or subtracted from the Con
stitution since that time affecting the
power of government to emit bills of
credit or issue paper money.

Since the United States is once
again in the toils ofan ongoing mon
etary inflation, it is my hope that

this summary review of the experi
ence' words, and deeds of the
Founders might shed light on some
of the vexing questions surrounding
il. I
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Henry Hazlitt A CORRESPONDENT who describes
himself as "a 26-year old college
graduate who strongly supports
a system of free enterprise," re
cently wrote me to say that he is
"continuously confronted with
questions that are most difficult
to answer." He appended a list of
10 of them, and asked for my
comments.

I offer my answer here. To save
space, I have not repeated his
questions, assuming they can be
clearly guessed from my replies.

* * *

Dear Mr. _
The number of faults that have

been alleged against capitalism
are without limit. Few of the al
legations have any merit, and
when they do the reason will
usually be found to lie deep in
the weaknesses ofhuman nature
itself. Practically all the criti
cisms tacitly assume that the
imputed faults could be easily
cured by some form of socialism
or communism, or some ad hoc
government intervention that
would, in fact, usually make the
complained-about condition much
worse.

409
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With these preliminary re
marks, let me try to give brief
answers to your ten questions.

1. Capitalism does depend upon
the consumption of natural re
sources, and some of these could
eventually be depleted. But this
must happen under any conceiv
able system of production when
the population becomes large
enough in comparison with the
resources. But capitalism has
proved resourceful in finding
substitutes or for providing for
renewal of resources (as in sci
entific forestry, for example).

2. There will probably always
be some efforts toward collusion
and private price-fixing. Encour
aging private competition is
probably the best cure for this,
plus appropriate laws against
clearly harmful collusion.

3. Not only do utilities often
give lower rates to those who use
more power; nearly all sellers
give lower rates to bigger con
sumers because they can be sup
plied with the commodity at a
lower cost. If big automobile
companies consume more steel
than a small hardware manufac
turer, this does not necessarily

mean that big companies are us
ing steel more wastefully.

4. Private capitalism means
free competition. Capitalism has
far less tendency toward concen
tration than does socialism, and
well-drafted laws can prevent
coercive methods of concentra
tion. True, big companies can
sometimes lower prices exces
sively to try to drive out small
competitors, but they can do this
only at a serious cost to them
selves. It is more often alleged
than proved that such practices
happen with any real frequency.

5. True, adequate capital is
sometimes difficult for small
producers to obtain. But it can
be obtained by savings, by pre
vious profits from small-scale
operations, or by borrowing. The
borrowing can be done if a would
be enterpriser can convince a
friend or a bank that he is likely
to be successful. For a govern
ment agency to supply capital to
individuals to become producers
would only breed favoritism,
corruption, and scandalous waste.

6. True, officers or directors of
big corporations can sometimes
try to use the capital and man-
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agement of their company pri
marily to enrich themselves.
Such practices can be minimized
by watchful stockholders and
appropriate corporate laws and
law enforcement. But companies
in which the practices occur ex
tensively will soon go broke and
be eliminated in favor of hon
estly-run companies.

7. There is no scientific way of
measuring "productivity" in a
service-oriented economy. Most
of the current attempts to mea
sure it rest on fallacious as
sumptions. The total value of
output is essentially subjective,
and not objectively measurable.
The official GNP calculations are
largely fraudulent. A short crop
of wheat or corn, for example,
usually sells for a greater money
total than an above-normal crop.
If we could produce everything
anybody wanted, the national
income would be zero. As noth
ing would be scarce, nothing
could command a price.

8. It is sometimes difficult to
know what injuries on the job are
the fault of the individual worker
and what of bad working condi
tions supplied by the employer.
In any case, almost everywhere

today the employer is legally
obliged to pay "workmen's com
pensation" for most such inju
ries.

9. True, capitalism does not
supply "equal" housing or "equal"
pay. If we tried to do the latter,
regardless of the difference be
tween the skills and industry of
different workers or even
whether a man did not work at
all, we would soon destroy all in
centives to production and have
little creation of housing or any
thing else.

10. There is nothing "inhu
man" about capitalism itself. It
does not legally compel compas
sion or charity on the part ofpri
vate individuals, but neither does
it stand in the way. Socialism
assumes that nobody will help the
poor unless the politicians com
pel him to. Capitalism is, in fact,
the most "human" of all systems.
It provides the greatest amount
of material goods and services,
both necessities and luxuries, for
humanity. It supports the great
est number of human beings, and
provides the more successful with
a surplus above their needs ca
pable· of being turned over to the
less successful, voluntarily or
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through taxation. Without capi
talism' in short, most of its
present detractors wouldn't be
around today to denounce it.

A Flawed System

One final word. Your ques
tions tacitly assume that capi
talism is the system we are now
in fact living under. We are not.
We are living under what the late
Ludwig von Mises called "sabo
taged" capitalism. We are living
under a network of government
interventions that discourage or
prevent capitalism from doing its
work. With the "progressive" in
come tax, the government expro
priates a crucial part ofprecisely
the funds that would otherwise
be invested in increased produc
tion and employment. By impos
ing minimum wage laws, en
couraging coercive unionism, and
subsidizing unemployment, gov
ernment has brought about ex
cessive American wage rates in
many lines-making our auto
mobile and steel industries at the
moment unable to compete
against foreign imports, and
bringing about chronic unem
ployment. Having done this, the
politicians denounce our domes
tic manufacturers for no longer

being "competitive," "aggres
sive," or "innovative," and pro
pose still more interventions to
force them to be so. Thus anti
capitalism begets still more an
ticapitalism.

I enclose a copy of my short
pamphlet "Understanding 'Aus
trian' Economics" (published by
the Foundation for Economic
Education) which adds a list of
books that I hope will increase
your understanding of the work
ings of capitalism and its pro
posed alternatives. If)

Henry Hazlitt, a frequent con
tributor to The Freeman, has a
long and distinguished career as
an economist, journalist, editor,
and literary critic.

His well-known Economics in
One Lesson further answers
many of the more common
questions about capitalism. That
book is available from The
Foundation for Economic Edu
cation, Irvington-on-Hudson, NY
10533 @ $4.95 in paperback.

Also available upon request,
copies of "Understanding Aus
trian Economics":

Single copy no charge
3 copies $1.00
10 or more 20 cents each



Donald B. Billings

The Moral Case
for
Competitive
Capitalism

What is under attack is the capitalist
system; and it is attacked mainly on
ethical grounds, as being material
istic, selfish, unjust, immoral, sav
agely competitive, callous, cruel, de
structive. If the capitalistic system is
really worth preserving, it is futile
today to defend it merely on technical
grounds (as being more productive,
for example) unless we can show also
that the socialist attacks on ethical
grounds are false and baseless.!

-Henry Hazlitt

As KARL MARX noted in the Com
munist Manifesto, capitalism is a
great "engine of growth," a proposi
tion with which today few informed
observers of the economic scene
would disagree. Yet, the free-mar
ket system continues to be viewedas

Professor Billings is in the Department of Econom
ics, School of Business, at Boise State University in
Idaho.

materialistic, unjust, callous, cruel
and therefore immoral by great
numbers of people all over the world.
This is especially true among many,
if not most, intellectuals. Alexander
Solzhenitsyn, in a National Review
article in 1978, acknowledged that
"... it is almost universally recog
nized that the West shows all the
world a way to successful economic
development." However, and unfor
tunately, he goes on "... many peo
ple living in the West are dissatis
fied with their own society. They
despise it or accuse it ofnot being up
to the level of maturity attained by
mankind." (italics added)2 Follow
ing this line of thought, the world
continues to witness attempts by
supposedly beneficent dictators to
remake mankind in terms of some
utopian, and more often than not
very vaguely specified, image. Un
fortunately, societies designed from
above to promote morality are rarely

413



414 THE FREEMAN July

successful. The Ayatollah's Iran is
an excellent example of a "spiritual
intolerance which does violence to
mind and body."

Indeed, totalitarian regimes fre
quently appeal to morality as a con
venient device to assist in the sub
jugation of their peoples. Henry
Hazlitt cites an incident, recorded in
Marx's correspondence with Engels,
at the communist First Interna
tional in which Marx admits that "I
was obliged to insert in the pream
ble two phrases about 'duty and
right,' ditto 'truth, morality, and
justice.' But these lamentable
phrases are placed in such a way that
they can do no harm."3 In fact, as
Max Eastman records, "The notion
of an earthly paradise in which men
shall dwell together in millennial
brotherhood is used to justify crimes
and depravities surpassing any
thing the modern world has seen."4

Consider the Alternatives

The morality or justice of the sys
tem of competitive capitalism,
therefore, cannot be fully appreci
ated until the alternatives observed
in the real world are evaluated. For
as Arthur Shenfield reminds us, "It
is a plain historical fact that the
treatment of man by man became
conspicuously more humane side by
side with the rise of capitalism."5

Attitudes and policies toward the
punishment of crime, treatment of
women, lunatics, the feeble-minded,

the lame, and in attitudes toward
slavery and serfdom, the treatment
of workers, changed significantly for
the better during the rise of indus
trial capitalism. There was even an
"explosion of charitable endeavor in
the countries which bore the most
marked impress of capitalist princi
ple and practice." The economic sys
tem of private property, voluntary
exchange and free markets brought
with it, according to Shenfield, an
improvement on what had gone be
fore and very definitely an improve
ment over the socialist dictatorships
of the twentieth century.

For centuries in pre-capitalist Chris
tendom men were insistently urged to lay
up their treasure not in this world but in
Heaven, to eschew greed and selfishness,
to care for the poor, the sick, the widow
and the orphan, to treat all Christians, if
not others, as brothers. Yet the normal
and universal treatment of man by man
in every respect was so inhuman by our
present standards that we would be un
able to picture it to ourselves were it not
that we know it to be matched in the
post-capitalist socialist countries of our
time. And these socialist countries are
conspicuous not merely for their perva
sive cruelty and oppression but also for
their loud claims to be in process of
building a comradely society free from
greed and selfishness!6

Following the lead of the econo
mist Benjamin Rogge, it is in fact
the case that ". . . the most impor
tant part of the case for economic
freedom is not its dramatic success
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in promoting economic growth, but
rather its consistency with certain
fundamental moral principles of life
itself."? For personal freedom, and
therefore economic and political
freedom, is not "ethically indiffer
ent" but a necessary condition of'
morality. Friedrich Hayek reminds
us of certain fundamental condi
tions of the moral life.

It is ... an old discovery that morals
and moral values will grow only in an
environment of freedom, and that, in
general, moral standards of people and
classes are high only where they have
long enjoyed freedom-and proportional
to the amount of freedom they have pos
sessed ... That freedom is the matrix re
quired for the growth of moral values
indeed not merely one value among many
but the source of all values-is almost
self-evident. It is only where the individ
ual has choice, and its inherent respon
sibility, that he has occasion to affirm
existing values, to contribute to their
further growth, and to earn. moral merit.8

Morality and the Market

It appears that the free market
system, in which only voluntary and
mutually beneficial exchange are
permitted, is a necessary condition
for a moral order in which the integ
rity of the individual conscience is
respected. Hayek points out in The
Road to Serfdom that only:

where we ourselves are responsible for
our own interests ... has our decision
moral value. Freedom to order our own
conduct in the sphere where material

circumstances force a choice upon us, and
responsibility for the arrangement ofour
own life according to our own conscience,
is the air in which alone moral sense
grows and in which moral values are daily
recreated in the free decision of the indi
vidual. Responsibility, not to a superior,
but to one's conscience, the awareness of
a duty not exacted by compulsion ... and
to bear the consequences of one's own de
cision, are the very essence of any morals
which deserve the name. 9

"Surely," adds Hayek on another oc
casion, "it is unjust to blame a sys
tem as more materialistic because it
leaves it to the individual to decide
whether he prefers material gain to
other kinds of excellence."l0 What
ever the goals ofindividuals, whether
virtuous or not, the "vulgar calculus
of the marketplace" still seems to be
the most humane way mankind has
found for dealing with the economic
problems of scarcity and the difficult
allocation of resources.

Murray Rothbard forcefully .re
minds us that "... in a world of vol
untary social cooperation through
mutually beneficial exchanges ... it
is obvious that great scope is pro
vided for the development of social
sympathy and human friendships."
Indeed, "it is far more likely that
feelings of friendship and commu
nion are the effects of a regime of
contractual social cooperation rather
than the cause."ll

Capitalism tends to favor those
who respect the sanctity of their
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contracts because of the respect for
and enforcement of private property
rights. The work ethic, encouraged
by the institution of private prop
erty, represents an important source
of moral responsibility as well as a
continuous reminder that our ac
tions always entail costs-a perva
sive characteristic of human exis
tence. These essential ingredients of
a free market order, Arthur Shen
field tells us, define a set of social
institutions which encourages mu
tual respect for each and every in
dividual.

What we want above all for ourselves,
and which therefore we must accord to
our neighbor, is freedom to pursue our
own purposes . . . As a corollary to this
freedom we want others to respect our
individuality, independence, and status
as responsible human beings ... This is
the fundamental morality which capital
ism requires and which it nurtures. It
alone among economic systems operates
on the basis of respect for free, indepen
dent responsible persons. All other sys
tems in varying degrees treat men as less
than this. 12

Peaceful Trade

The processes by which we satisfy
human wants through social coop
eration, do not, of course, exhaust
the purposes to which individuals
aspire. The search for personal hap
piness and inner peace must be found
within the individual alone. Never
theless, mankind's social relation
ships are generally far more peace-

ful under a system ofprivate property
and free trade. The period between
the Napoleonic Wars and the first
World War, the heyday of competi
tive capitalism, represented a cen
tury relatively free of the brutality
of war.

Furthermore, Shenfield, Hayek
and others remind us that competi
tive capitalism was the first social
system in human history to direct
man's desire to become rich to the
peaceful supply of greater quan
tities of goods and services for his
fellow human beings, especially
greater abundance for the working
class and the poor. And remember,
Shenfield warns us, "The alterna
tive to serving other men's wants"
through voluntary exchange "is
seizing power over them." Where so
cialism has prevailed it has invari
ably meant not only lower living
standards for most people "but also
their reductions to serfdom by the
new privileged class of socialist rul
ers."13

The case for the morality and jus
tice of the system of capitalism rests
on the intimate and complementary
connection which exists between
private property and voluntary ar
rangements and the sovereignty of
the individual over his own life. In
fact, "one might say that capitalism,
far from dehumanising man, al
lowed him at last to assume the full
individuality which Christianity had
always accorded him as the pos-
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sessor of a distinctive moral con
science." Paul Johnson reminds us,
however, that "... we tend to take
the concept of individuality for
granted. Yet it is a comparatively
modern idea-no older than capital
ism; scarcely older than the Indus
trial Revolution."14

Free and Responsible

The "dawn of conscience," that
point in history in which individuals
were first argued to be morally free
and therefore responsible for their
actions, appeared in Egypt and was
borrowed and developed by the Jews.
Jesus and his interpreter, St. Paul,
in the New Testament outlined a
view which recognized the unique
personality of each human being. It
is essentially an individualistic view
of mankind in which, for the first
time, the individual's soul is the most
important thing about him. Christi
anity provided an environment in
which individuals, to gain salvation,
made choices from a position of free
will.

Not only did the Church find that
individual souls were worth saving,
but Christianity also "implanted the
concept of the rule of law," and con
tributed importantly to the estab
lishment of the idea of freehold
property and the land deed in the
western world. Admittedly, these
contributions were largely to protect
the Church and its institutions and
property from the power of the State.

But over time the principle of the
rule of law and the private owner
ship of property were progressively
expanded to the relationships be
tween individuals. "The connection
between Christian morality and
capitalism thus centers· essentially
around the role and importance of
the individual," according to Paul
Johnson:

More than to any other force, then we
owe the acknowledgement ofour individ
uality to capitalism, ... And individual
ism is rooted in the J udaeo-Christian
doctrine of conscience and free will. Free
will implies choice: the moral function of
society, the way in which it best serves
the moral needs of the individuals who
compose it, is when it facilitates the pro
cess of choice, permits consciences to in
form themselves, and so offers the indi
vidual the greatest possible opportunity
to fulfill his part ... That, essentially, is
the moral basis of capitalism.15

We conclude, therefore, that the
system of free and open markets is
most conducive to the perfection, or
at least improvement, of man's free
will and tends to generate and make
possible moral behavior. While it is
admitted that society itself cannot
be moral or immoral, only individu
als are moral agents, it would ap
pear, following the arguments de
veloped by Arthur Shenfield, that an
economic system, "if its essential
characteristics on balance positively
nurture or reinforce moral or im
moral individual behavior, it is a
moral or immoral system in its ef-
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fects." (italics added)16 Where justi
fiably acquired property rights are
defended, and where contracts are
enforced, and where the rule of law
applies, then "the voluntary nature
of capitalist transactions propels us
into respect for others."

For John Stuart Mill, justice is
likewise a moral issue:

Whether the injustice consists in de
priving a person of a possession, or in
breaking faith with him, or in treating
him worse than he deserves, or worse than
other people who have no greater claims,
in each case the supposition implies two
things-a wrong done, and some assign
able person who is wronged ... Justice
implies something which it is not only
right to do, and wrong not to do, but which
some individual person can claim from
us as his moral right.17

"Justice, in brief," Henry Hazlitt
maintains in The Foundations of
Morality, "consists of the social ar
rangements and rules that are most
conducive to social cooperation."
Therefore we conclude that a system
of institutional arrangements called
"capitalism" (a disparaging refer
ence for many people, the reader is
reminded) is unquestionably more
consistent with justice in this sense
than any alternative set of social ar
rangements even conceivably avail
able to us. The obviously immoral
character of the socialist dictator
ships in Poland, Cuba, East Ger
many, the Peoples Republic of China,
the Soviet Union, or for that matter

the right-wing fascist dictatorships
which abound, where the most ele
mentary human freedoms are su
pressed and where millions of hu
man beings have been murdered in
the name of a new social order, doc
uments the case for the private
property, decentralized market sys
tem.

The great French economist and
social critic Frederic Bastiat, writ
ing in the nineteenth century, cap
tured what would be the desirable
characteristics of a truly just and
moral order. He asked the question:

Which countries contain the most
peaceful, the most moral, and the happi
est people? Those people are found in the
countries where the law least interferes
with private affairs; where the govern
ment is least felt; where the individual
has the greatest scope, and free opinion
the greatest influence; where the admin
istrative powers are fewest and simplest;
where taxes are lightest and most nearly
equal; ... where individuals and groups
most actively assume their responsibili
ties, and, consequently, where the mor
als of ... human beings are constantly
improving; where trade, assemblies, and
associations are the least restricted; ...
where mankind most nearly follows its
own natural inclinations; ... in short, the
happiest, more moral, and the most
peaceful people are those who most nearly
follow this principle: although mankind
is not perfect, still, all hope rests upon
the free and voluntary actions of persons
within the limits of right; law or force is
to be used for nothing except the admin
istration of universal justice.18
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In light of these arguments by
Hazlitt, Shenfield, Bastiat and the
others, a very interesting and im
portant question remains to be asked.
Why is it that a system of social or
ganization which has produced his
torically unprecedented increases in
living standards in those countries
where the principles were practiced
and which simultaneously did so
much to reduce man's inhumanity
to man during its ascendancy has
come to have such a low standing in
the minds of so many millions of
people? Hayek is right when he in
sists that we must once again make
the study of freedom an exciting in
tellectual issue. Ii
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IDEAS ON

LIBERTY

The Case for Economic Freedom

THE DOCTRINE of man held in general in nineteenth century America
argued that each man was ultimately responsible for what happened to
him, for his own salvation, both in the here and now and in the here
after. Thus, whether a man prospered or failed in economic life was each
man's individual responsibility: each man had a right to the rewards for
success and, in the same sense, deserved the punishment that came with
failure. It followed as well that it is explicitly immoral to use the power
of government to take from one man to give to another, to legalize Robin
Hood. This doctrine of man found its economic counterpart in the system
of free enterprise and, hence, the system of free enterprise was accepted
and respected by many who had no real understanding of its subtleties
as a technique for organizing resource use.

BENJAMIN A. ROGGE



William H. Peterson

Farm Policy
NOWWHA1?

PRESIDENT REAGAN proclaims his
new payments-in-kind (PIK) pro
gram to give farmers surplus grain
plus cash if they cut production sub
stantially in the next two years as
"highly innovative." Is it really? FDR
had a similar program for cotton
farmers, and President Kennedy had
much the same scheme for feed-grain
producers. Neither the Roosevelt nor
Kennedy plan proved effective.

Indeed, more than a half-century
of aggressive farm intervention
costing hundreds of billions of dol
lars in subsidies spells out a record
of unremitting failure and frustra
tion' with the farmers themselves the
ultimate losers.

In 1929, for example, President
Hoover set up the Federal Farm
Board to stabilize crop prices. By the
end of his administration the Board
had gone through more than $300

Dr. Peterson is the director of the Center for Eco
nomic Education and the Scott L. Probasco Jr. Pro
fessor of Free Enterprise at The University of Tennes
see at Chattanooga.
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million of its $500 million in oper
ating capital, with nothing to show
for it but record farm foreclosures.
Every· time the Board had a modi
cum of success, production would
shoot up, foreign markets would fade
away, and heavy inventories would
overhang the market like the sword
of Damocles. Soon President Hoover
recommended the next logical step
of price intervention: production re
strictions-withdrawing land from
cultivation, slaughtering young an
imals, plowing under crops. Presi
dent Roosevelt and his successors put
these and other restrictions into
practice.

Thus the pattern for some five
decades of farm intervention was set:
production incentives such as price
supports and crop insurance, on the
one hand, and production curbs such
as acreage allotments and market
ing quotas, on the other. Generally
the production incentives have won,
burdening the government and tax
payer with huge stockpiles of food
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But as the number of farms and
farm employment has dropped in this
period the size of farms has nearly
tripled in entrepreneurial response
to the economies of scale over the
years:

Farm Percent
employment civilian

(millions) labor force

1930 12.5 25.8
1940 11.0 19.8
1950 9.9 15.9
1960 7.1 10.2
1970 4.5 5.4
1980 3.7 3.5

subsidies, offers fewer and fewer job
opportunities as farmer-entrepre
neurs have automated their produc
tion. Note how the number of full
time farm jobs, including those of
farm operators, their family mem
bers doing farm work, and hired
hands has plummeted over a 50-year
span:

and fiber over the years. The stock
piles, in turn, have forced the gov
ernment into such welfare ventures
as food stamps, school lunches, se
nior citizen "nutritional programs,"
"Food for Peace" foreign giveaways,
and so on.

The rub with modern farm policy,
then, is its useless and quite irratio
nal attempt to repeal the law of sup
ply and demand-to reinvent the
wheel. The unhampered price mech
anism, in other words, ever pulls
supply and demand toward equilib
rium, leading to optimum efficiency
and economic growth and assuring
that whenever shortages or sur
pluses do emerge they are fleeting
and short-lived.

The further rub is that the farmer
to be saved wasn't. Ultimately he was
burned and he, like his forebears,
quit the farm for other pursuits,
causing a massive change in the
composition of the American popu
lation. The 1981 Statistical Abstract
of the U.S. tells the story:

Farm Per cent
population of total
(millions) population

Farms
(millions)

Average
farm size

(acres)

1930 30.5 24.9 1930
1940 30.5 23.2 1940
1950 23.0 15.3 1950
1960 15.6 8.7 1960
1970 9.7 4.8 1970
1980 7.2 3.3 1980

6.5 151
6.3 167
5.6.......... 213
4.0.......... 297
2.9 374
2.4 429

In a like way, American agricul
ture, notwithstanding the lure of

Moreover, despite all manner of
government controls, farm produc-
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tivity has generally raced ahead of
nonfarm productivity in recent
decades. From the 1950-1954 period
to the 1975-1979 period, for exam
ple, the annual average yield of corn
leaped from 39.4 to 95.2 bushels per
acre, wheat from 17.3 to 31.4 bush
els per acre, potatoes from 15,100 to
26,200 pounds per acre, milk from
5,400 to 11,000 pounds per cow, and
eggs from 181 to 236 per laying
chicken.

In the same periods, annual aver
age manhours necessary to produce
each 100 pounds of chicken broilers
dropped from 2.4 to .1, reflecting
enormous acceleration in automated
broiler production and a reduction
in manhour requirements by 96 per
cent in a 25-year stretch. During this
same period, turkey production au
tomation was not quite so rapid.
Here, 6.8 manhours were required
to produce each 100 pounds of tur
keys, on an annual average basis, in
the 1950-1954 period, against only
.5 manhours in the 1975-1979 pe
riod, thereby reflecting a 93 per cent
manhour reduction in turkey pro
duction.

About the only winners I can find
in America's farm picture are the
farm politician and the farm bu
reaucrat. The bureaucrat really
farms the farmer. While the number
of farms and the farm population
have plummeted, the number of em
ployees at the Agriculture Depart-

ment has grown like weeds. In 1930
there were 26,050 employees, 98,694
in 1960, and 129,139 in 1980.

Clearly depopulation of the farm
sector has weakened the farm bloc
but only relatively. Last November
all 21 Democratic members of the
House Agriculture Committee seek
ing re-election held on to their seats
while the GOP saw 5 of their 19
members defeated, including rank
ing member William D. Wampler of
Virginia and second-ranking Paul
Findley of Illinois, a key Adminis
tration supporter on farm bills. So
regardless of the irrationality and
colossal waste of modern farm pol
icy, the immediate outlook is for more
of the same.

But the longer-run outlook seems
saner. As farms more and more come
into stronger hands and grow in size,
farmers will tend to demand more of
a no-nonsense farm policy. Then in
creasingly unhampered farm entre
preneurship can playa more con
structive role for the farmer, the
consumer and the economy. For to
day's farmer, after all, is still a pri
vate property-holding, technologi
cally astute, business entrepreneur.
And when he becomes numerically
smaller still and hence no longer fair
game for politicians and bureau
crats, when, in other words, he be
comes just another unsubsidized
businessman (if in dungarees), he
will thrive. ,



Hans ~ Sennholz

Benefit Mandates
cause

Unemployment

MOST PEOPLE expect more from their
work than wages. They seek addi
tional benefits, such as a sense of
purpose, accomplishment, apprecia
tion, companionship, etc. They de
sire all sorts of things in exchange
for their labor. In the broadest sense
all these things are "fringe bene
fits."

Psychic benefits have great eco
nomic significance as they may af
fect a person's spirit, disposition, and
attitude. They influence his will and
power of work, his contribution to
the production effort. A wise em
ployer is keenly aware of the impor
tance of psychic benefits which he
grants with great generosity. They
never impoverish the giver, but al
ways enrich the lives of those who
receive them as well as those who
confer them. They cannot be calcu
lated in dollars and cents although

Dr. Sennholz heads the Department of Economics at
Grove City College in Pennsylvania. He is a noted
writer and lecturer on economic, political and mone
tary affairs.

they affect personal productivity and
income.

Fringe benefits appear on the pro
duction ledgers when they cost
money. They provide additional re
muneration to employees in the form
ofvacation and holiday pay, sick pay,
the cost of pensions, and employer
contributions to various benefit sys
tems. These extra costs of labor are
frequently overlooked in popular
discussion, which is preoccupied with
hourly, weekly, or monthly wages
and salaries.

To obtain a true measure of pro
duction costs, businessmen must take
all costs into account. To consider
some costs and overlook others is to
invite losses and failure. Employers
cannot disregard the costs of fringe
benefits, which amount to sizable
proportions of total labor costs. They
must be ever mindful of the fact that
every penny of labor cost must come
from the productive efforts and con
tributions of the workers them
selves. There are no gratuities or

423
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transfer payments in the production
and distribution process. Every par
ticipating factor receives an income
that corresponds to the value of its
productive contribution.

Many workers, unfortunately, look
upon fringe benefits as "employer
gratuities" that are taken out of
business profits. There is no hourly,
weekly, or monthly accounting and
reporting of fringe benefit costs,
which tends to obscure the fact that
they are labor costs just like wages
and overtime pay. Actually, it does
not matter how the costs are allo
cated among the various benefit ac
counts, as long as the total costs of
labor do not exceed the value of la
bor production. If total labor costs,
for any reason, are made to exceed
the value of a worker's contribution,
he is inflicting losses on his em
ployer. He becomes "destructive"
rather than productive, a "liability"
rather than a productive partner, he
becomes a candidate for "disemploy
ment."

Labor Legislation

The common failure to view fringe
benefit costs as labor costs probably
stems from the sphere of politics
where transfer payments are popu
lar devices. Government is made to
serve as a giant transfer agency that
seizes income and wealth from some
people and allocates them to others
as "entitlements" and "benefits." If
legislators can bestow gratuities

through government, why should
they not grant favors through man
dates to business? No new taxes need
to be levied, no costly bureaucratic
apparatus of transfer needs to be es
tablished, the legislators merely is
sue a mandate and government
agents enforce it.

The mandate of costly fringe ben
efits draws ideological strength and
support from the precedent of past
labor legislation that aimed at im
proving working conditions. Begin
ning in the 1830s and 1840s, some
state laws regulated the number of
hours worked by children. During the
1920s it became popular for state
governments to regulate the work
ing conditions for women. In 1938,
finally, the federal government as
sumed the lead with the Fair Labor
Standards Act, which not only im
posed minimum wage rates but also
provided for a 40-hour week, allow
ing for overtime work ifpaid at time
and-one-half.

Public opinion is fully convinced
that all labor improvements are an
achievement of the combined efforts
of labor legislation and union activ
ity. It credits humanitarian legisla
tors and courageous union leaders
not only with the phenomenal rise
in wage rates, but also with the re
duction of daily hours of work, the
disappearance of child labor, the
limitation of woman labor, and many
other results. If legislation and
unionism did have such powers in
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the past, they must have similar
powers in the present. With courage
and dedication they must be able to
exact ever greater benefits from re
luctant employers.

Persistent Political Errors

Unfortunately, there are political
errors which, once they sway public
opinion, become public virtue and
policy. They may lend an age its sin
gularity and hallmark that persist
for many generations despite their
ominous consequences. When future
historians research our age they can
not help but be confounded by our
undaunted faith in labor legislation
and unionism that give our age a
conspicuous characteristic: mass
unemployment. They will be mysti
fied by our steadfast refusal to see
that neither government nor unions
do have the coercive powers to im
prove working and living condi
tions. They did not have them dur
ing the 19th century, and do not have
them in the 20th. The remarkable
improvements were brought about by
the formation of productive capital
that provided labor with ever more
efficient tools and equipment. Labor
legislation and labor unions tend to
shackle productivity, hamper out
put and, therefore, keep society
poorer than it otherwise would be.

Child labor laws and regulations
of women's working hours usually
followed the improvements brought
about by capital investment and

productive technology. The legisla
tors merely sanctioned what already
had taken place. But in true politi
cal fashion they were always quick
to elaim full credit for the· achieve
ments of others, especially countless
investors and entrepreneurs. Their
vainglorious pretensions unfortu
nately persuaded many gullible fol
lowers.

In some cases the laws- and regu
lations actually pushed further than
conditions allowed, which caused
disruption and stagnation. It harmed
everyone, but especially those indi
viduals it meant to benefit. It drove
many into idleness and poverty, or
led them to ignore the law that de
nied their freedom to work. The un
derground economy was born on the
very day the first restrictive labor
law went into effect.

To raise the costs oflabor by ben
efit mandate is to set into motion an
array of adjustments and readjust
ments that redistribute the burden
among all market participants. The
reaction manifests an important
distinction between two main cate
gories of labor costs:

1. Contractual employer pay
ments to employees or on their be
half. They inelude not only all items
of cash payment and supplementary
remuneration payable directly to
employees, but also contractual ex
penditures on their behalf, includ
ing contributions to pension and
other funds.
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2. Mandated benefits that are ex
acted by political force on behalf of
employees, including contributions
to Social Security, unemployment
and workmen's compensation, dis
ability benefits, and several others.
They are meant to be "transfer pay
ments" taken out of employer prof
its.

In the world of economic reality,
both categories of benefits-the con
tractual remuneration and the man
dated benefits-are derived from one
and the same source: employee ef
fort and production. Backed by the
state apparatus of force the man
dated benefits take precedence over
the contractual benefits, which must
adjust continually to the former,
acting as a residual that can be paid
after the mandates have been satis
fied. The adjustment is a market
process that shifts the costs of pro
duction to the factors that incur
them. In particular, it shifts the costs
of mandated benefits to the very
beneficiaries by forcing them to suf
fer reductions in contractual remu
neration. The shifting is painful in
the short run, but beneficial in the
end. It corrects the disarrangement
prompted by the government inter
vention.

A Crucial Difference Between
Old and New Benefits

The shifting process is the source
of much economic confusion. Some
observers look only at the adjust-

ment process, others only at its con
sequences; some reflect only on old
government intervention, others only
on new laws and mandates. The dis
tinction between the two rests on
strict theoretical analysis and can be
defined precisely. Old intervention
is that government restriction or in
terposition to which the economy has
fully adjusted. And we speak of new
intervention when the economy has
not yet adjusted to the new data, or
is in the process of adjustment. The
difference is crucial in any appraisal
of the effects of government-man
dated benefits.

Legislation or regulation that aims
to benefit some people at the ex
pense ofothers, may be successful in
the short run, but rarely is so in the
long run. It causes an immediate re
action and readjustment of price,
wages, and other costs that shift and
redistribute the burden to all mar
ket participants. The costs of man
dated labor benefits imposed on em
ployers are shifted in time to the
workers themselves. The shifting is
a short-run process, the final burden
to workers a long-run effect.

A boost in Social Security levies,
unemployment taxes, Workmen's
Compensation Insurance levies, Oc
cupational Safety and Health Act
costs, or Employee Retirement In
come Security Act premiums, con
stitutes a boost in labor costs, which
reduces the profitability of busi
ness-a short-run effect.



1983 BENEFIT MANDATES CAUSE UNEMPLOYMENT 427

Employers may react by seeking
to offset the mandated increase in
costs with reductions in contractual
labor costs, such as take-home pay
and fringe benefits. But such an off
set may be resisted and rejected by
the other contract party, the work
ers. After all, politicians and gov
ernment officials have told them time
and again-and the benefit law ex
pressly stipulates-that employers
must grant the benefits gratui
tously. The law may even affix fines
and imprisonment for employers who
neglect or refuse to· provide the ben
efits. Therefore, it is rather unlikely
that employers would openly seek to
reduce contractual labor benefits in
reaction to increases in mandated
benefits.

How Inflation Shifts the
Burden of Employment Costs

In periods of inflation when
periodic wage adjustments are made,
employers may be rather successful
in hiding the needed offset by offer
ing lower raises than they otherwise
would. In a year when inflation re
duces the purchasing power of the
dollar and, therefore, the real costs
of labot by 15 percent, an employer
may, without much resentment on
the part ofhis employees, grant a 10
percent wage adjustment and allo
cate more funds to Social Security,
unemployment levies, and other
mandated costs. His real costs of la
bor may not rise at all. But his em-

ployees now must forgo a part oftheir
real incomes in favor of their "gra
tuitous" benefits.

Other employers yet may succeed
in offsetting mandated boosts in la
bor benefits by leading and exhort
ing their workers to greater effort
and productivity. But such offsets are
rather difficult. Workers may resist
the exhortations openly aiming at
shifting the burden of their benefit
"entitlements" from employers to
themselves. Most such offset at
tempts, therefore, may prove to be
futile, which forces employers to
brace for higher production costs.

Rising labor costs, like any other
rise in production costs, may have
different effects on three distinct
groups of enterprises found in nearly
every industry: a few are profitable,
many are marginal, and a few sub
marginal.

When government mandates
higher labor costs, the few employ
ers who were earning genuine prof
its are forced to curtail their expan
sion or modernization projects. They
may not need to discharge any
workers, but may be reluctant to add
more. The marginal employers who
were just breaking even, earning the
going rate of interest on the capital
invested, will be made "submar
ginal" by the boost in· labor cost.
Their yields now fall below the min
imum rates needed to attract and
preserve the necessary capital. They
are .forced .to curtail .their opera-
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tions, close loss-inflicting plants,
stores, or departments, and layoff
some workers. The submarginal em
ployers, who were earning meager
returns or even suffering losses be
fore the mandated cost increases, are
further encumbered by the boost,
which may push them over the edge
into liquidation or bankruptcy. Out
put declines and the supply of goods
and services is diminished. There is
business stagnation-a short-term
effect of the newly mandated labor
benefits.

The Market Adjusts

The stagnation is keenly felt in
many labor markets that lack the
flexibility and mobility for the needed
adjustment. It gives rise to mass un
employment that exerts a powerful
pressure toward lower labor costs
until they have fallen to the rates
allowed by the market. If the labor
market is permitted to adjust and
government abstains from any new
mandates that raise labor costs, un
employment will gradually dimin
ish until everyone willing to work
can find his job.

But the long-term effects of the la
bor mandate will be felt as long as it
remains in effect. They are less con
spicuous than the short-term effects
and difficult to demonstrate. After
all, who can perceive that the man
dated costs have been offset by a·re
duction in contractual .compensa
tion, and that the worker himselfnow

is laboring for every penny ofbenefit
exacted from his employer? Who can
perceive that he alone is paying for
his Social Security benefits, his un
employment compensation, Work
man's Compensation, OSHA and
ERISA benefits?

This inability to perceive the
painful shifting process that allo
cates the costs of benefit mandates
to the workers themselves may ex
plain why there are so many advo
cates of ever more government in
tervention. They point at old benefits
imposed ten or twenty years ago and
fail to see any ill effects in the
present. They have forgotten the
months and years of painful adjust
ment, and never learned that, in the
end, the workers themselves are
bearing all costs.

Whether government interven
tion is old or new, it constitutes a
substitution of political coercion for
economic freedom of choice, and the
rule of politicians over consumers,
employers and workers. It is a sub
stitution that rests solely on gross
deception and economic ignorance.
Surely, most American workers and
their union agents are convinced
that their benefit entitlements from
unemployment compensation to
ERISA bounty are exacted from em
ployer profits. Therefore, they are
applauding politicians who promise
and legislate ever more expensive
gratuities. If they actually knew that
there are, and can be, no gratuities
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in production, that every penny of
benefit is taken out of their own
pockets, they would probably rise in
anger and call an immediate halt to
the mandates.

Social Security

The benefit mandates of the 1960s
and 1970s did not differ in substance
from the labor mandates ofthe 1930s.
Both forcibly raised labor costs, cre
ated· disruptions in the production
process, and in the short run, caused
mass unemployment. In the long run,
when all price and cost adjustments
had run their course, they lowered
the contractual remuneration of the
intended beneficiaries. In the case of
Social Security, which provides old
age, survivor, and disability bene
fits, as well as hospital insurance,
government injected an additional
transfer feature. It conferred gener
ous benefits on the retirees and ex
acted the needed funds from the
working people, many ofwhom were
forced to suffer both the short-run
and long-run pains of adjustment,
that is, unemployment in the short
run and lower take-home pay in the
longrun.

Old-age, survivors, and disability
insurance covers almost all jobs in
which people work for wages or sal
aries, as well as most work for self
employed individuals. The system is
financed by payroll taxes levied on
an employer's taxable payroll; half
the tax is deducted from the employ-

ees' wage, and one-half is taken from
employer income. While the first half
merely reduces the employee's take
home pay, the second half actually
raises labor costs and thereby re
duces the demand for labor. It causes
unemployment.

Small increases in payroll taxes
imposed on employers affect all
workers, but "disemploy" only a
small number. Employers may be
able, through managerial effort and
leadership, to make labor more pro
ductive and thus cover the addi
tional expense. If profits permit, they
may introduce more productive tools
and equipment that raise the pro
ductivity of labor. Or, inflation may
reduce the real cost of labor, which
may permit employers to pay higher
payroll .taxes-provided that con
tractuallabor costs are not indexed,
which would prevent the decline in
real cost. Where cost adjustments are
not feasible, the boost in payroll
taxes, no matter how small, must
have disemployment effects. A mere
rise of one-tenth of one percent of
labor cost may cause the demand for
.labor to decline by·one-tenth of one
percent or more, which in the Amer
ican labor market would mean un
employment for 100,000 workers or
more.

Boosts in Taxes
The frequent boosts in Social Se

curity taxes have not always been
small. In some years Congress raised
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the rate, in others the maximum
wage base. At times both were
boosted substantially. In 1950, the
employer levy rose by 50 percent, in
1954 by 33 percent, 1959 by 27 per
cent, 1966 by 59 percent, 1973 by 35
percent, 1979 by 31 percent, 1981 by
24 percent. l But no matter whether
the boosts were large or small, they
all constitute additions to labor costs.
The magnitude of the boost merely
determines the severity of the ad
justment process and the measure of
reduction of contractual benefits.

Social Security tax boosts ob
viously are not the only cause of ris
ing unemployment; there are many
other cost factors that may cause la
bor to become uneconomical and un
employable. In the depth of a reces
sion, both federal and state
governments may boost the unem
ployment insurance tax on employ
ers, which raises labor costs and
thereby further reduces the demand
for labor. It inevitably aggravates
and prolongs the recession. But it is
also conceivable that the cost man
dates. of government are partially or
completely offset by inflationary
policies that tend to lower the real
cost of labor. When one branch of
government raises labor cost and
another lowers it, it is difficult to
foresee which branch will prevail in
the end. The offsetting process itself
is very disruptive as it affects differ
ent employers unevenly and dispro
portionately.

It is illogical and irrational to de
fend the boosts in payroll taxes with
explanations and descriptions of the
urgent needs of elderly people.
Surely, their needs and wants play
an important role in politics, which
has made the Social Security Sys
tem the largest transfer system ever
devised. But regardless of want and
need, payroll taxes levied on behalf
of the elderly or for any other reason
do raise the cost of labor, which in
turn lowers the demand for labor. In
the short run, they may cause un
employment; in the long run, they
tend to lower contractual wages and
benefits by the amount of the tax
boost.

Unemployment Compensation

Before the Great Depression pub
lic opinion had lumped the unem
ployed and the unemployable to
gether and made them the objects of
charity. During the 1930s, under the
intiuence of changing economic
thought, public opinion began to
adopt the concept that unemploy
ment is a fault of the competitive
private-property system, and there
fore, a serious concern of govern
ment.

Unemployment insurance is based
on the popular notion that the sys
tem makes a certain amount of un
employment inevitable. If it cannot
be prevented, at least the workers
and their families must be protected
from the loss of income. And since it
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is not the fault of either employers
or workers, but the natural conse
quence ofthe free enterprise system,
the costs should be shared by all. In
most countries, unemployment in
surance is financed by contributions
from workers, employers, and gov
ernment.

In the United States, the Roose
velt New Deal went much further.
It adopted the theory that employ
ers, as the principal beneficiaries and
advocates of the enterprise system,
can control the rate of unemploy
ment inflicted on workers. There
fore, they alone must pay the un
employment tax levies. The rates
were made to vary in accordance with
the amount ofunemployment that is
attributed to the individual firm.
Some employers may achieve com
paratively low rates of taxation,
others must pay higher rates, each
based on his "experience rating." The
variation in tax rates is supposed to
exert a restraining influence on em
ployers and induce them to stabilize
employment.

A Counterproductive Burden
Upon the Workers Themselves

This New Deal theory of unem
ployment and the unemployment
compensation system built thereon,
have inflicted, and continue to in
flict, incalculable harm on millions
of American workers. When, for any
reason, business turns down and un
employment rises, the payroll taxes

imposed on employers increase the
cost of labor, which further reduces
the demand for labor and worsens
the unemployment. The tax burden
is highest on employers who suffer
most severely from the business
downturn, which keeps their labor
costs up and their demand for labor
down. In a lengthy recession, the tax
levies are boosted substantially,
which tend to aggravate and pro
long the recession. In fact, it would
be difficult to devise a more counter
productive social program than the
unemployment insurance tax levied
on employers.

Unlike Social Security, which is
entirely a federal program, the un
employment compensation system is
a joint federal-state effort. The sys
tem was created by the Social Secu
rity Act in 1935, which imposed a
payroll tax on all employers with
eight or more employees in "cov
ered" employment. The Act permit
ted an offset of 90 percent of the tax
if the employer paid unemployment
insurance taxes under a state law.
This offset provision soon induced
every state to enact its own unem
ployment insurance laws.

The system now covers about 97
percent of wage and salaried em
ployment. Its outlays amounted to
$25.2 billion in 1982 and are esti
mated to exceed $36 billion in 1983.
Regular benefits (usually 26 weeks)
are financed by state taxes on em
ployers. State and federal adminis-
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trative costs are financed by a fed
eral tax on employers. In any state
where the unemployment rate ex
ceeds 5 percent for 13 consecutive
weeks, the benefits are extended for
another 13 weeks. The extended
benefits are financed one-half from
state taxes on employers and one
halffrom the federal tax on employ
ers.2 A temporary program, Federal
supplemental compensation (FSC),
pays additional weeks of benefits to
workers who exhaust their regular
and extended benefits. As originally
enacted, it provided for 10 addi
tional weeks of benefits which were
promptly extended to 16 weeks. Al
together, unemployed workers are
entitled to 55 weeks of full benefits. 3

The Growing Burden of
Unemployment Tax Rates

Under the Federal Unemploy
ment Tax Act, as amended by the
Tax Equity and Fiscal Responsibil
ity Act of 1982, the federal tax rate
is 3.5 percent on the first $7,000 paid
to each employee of employers with
one or more employees. The rate is
scheduled to rise to 6.2 percent in
1985. The law allows a credit of up
to 2.7 percent for taxes paid under
state unemployment insurance laws,
which leaves the federal share at 0.8
percent of taxable wages. The states
are required to meet their own un
employment insurance costs. But
they are permitted to borrow funds,
interest-free, from the federal gov-

ernment. During lengthy reces
sions, when the federal government
can be expected to extend the dura
tion of benefits, a large number of
states is forced to borrow the needed
benefit funds. The heavy payouts of
benefits and the rising debt then force
the states to raise both the tax base
and tax rates on employers. 4 Some
states levy an additional "subsid
iary" or balancing tax on all em
ployers when the state's unemploy
ment compensation fund is low.

Unemployment insurance taxes
represent a relatively small burden,
less than one-third of the other So
cial Security levies. Until 1980they
averaged only 1.2 percent of total
wages, but have been rising steadily
ever since. As a proportion of net
profits they may amount to large
sums that lower profits substan
tially. During years of recession,
when many businesses are operat
ing without a net profit or even suf
fering losses, the unemployment in
surance taxes are keenly felt. And
as a proportion of labor cost for new
employees who may prove to be only
temporary, they may be utterly pro
hibitive. A worker who earns $5,000
in wages and then draws $2,500 in
unemployment benefits, may cost his
employer $7,500, which on a per-hour
basis amounts to time and a half.

It is significant that the industrial
states in the North and Northeast
are the high-tax states, which also
suffer from high rates of unemploy-
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ment. Deep in debt to the federal
government, they must levy such a
high average tax on employers that
little room is left for experience rat
ing. Michigan exacts as much as 10.5
percent on $8,000 of taxable wage
base; Minnesota and West Virginia
charge 7.5 percent. Several states
have lifted their tax bases consider
ably above the federal level: Puerto
Rico taxes all wages, Idaho and Utah
levy their rates on $14,400 of tax
able income. Such exactions no
longer constitute a small burden on
the workers who ultimately must
bear the costs through lower take
home pay and lower contractual
benefits. And, worst of all, while the
levies are rising they face the in
tense danger or.disemployment.

SUbsidizing Unionized Industries

Taxation according to experience
rating, which is so popular with full
employment planners, actually may
intensify the disemployment pres
sures. If the American automobile
industry, steel industry, construc
tion industry, the garment industry
of New York, or any other unionized
industry, were taxed to pay their full
unemployment insurance costs, la
bor costs would be significantly
higher, which would force many em
ployers to go out of business. There
fore, state governments never dare
to subject these industries to expe
rience ratings. Instead, they are
placing heavier tax burdens on all

other industries, forcing them to
"subsidize" the depressed indus
tries. In the end, workers through
out the state must suffer lower net
wages so that the army of unem
ployed from the unionized indus
tries can be supported appropri
ately.

The significance ofunemployment
compensation must be sought not
only in the rising burden of taxation
that is limiting the demand for la
bor, but also in the benefits that are
discouraging many workers from
seeking employment. A Detroit au
tomobile worker or Pittsburgh steel
worker who loses his $40,000 job ($20
per hour) surely faces serious prob
lems of readjustment to $10,000 in
regular unemployment compensa
tion, extended benefits, and supple
mental compensation. But it is un
likely that he will seek other
employment. His job opportunities at
these union rates are non-existent
outside the fold of his union shop.
His labor productivity in the open
market as a semiskilled worker
probably does not exceed his rate of
unemployment compensation, which
makes it unlikely that he will look
for employment as long as the ben
efits continue.5

Workman's Compensation, OSHA,
ERISA, and EEOC

The Workman's Compensation
laws in effect in all states hold em
ployers liable for injuries suffered by
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workmen regardless of cause. They
eliminate the element of legal neg
ligence that is basic to Common Law,
and establish the principle of "em
ployer liability without fault." They
require employers to insure against
potential financial liabilities to in
jured workers. In many states, the
insurance may be provided by pri
vate insurance companies, in some
states only by state-operated insur
ance funds. In a few states employ
ers may bring proof of their finan
cial ability to carry their own risk
and provide "self-insurance," for
which ordinarily only very large
firms can qualify.

The compensation system devel
oped after 1917 when the U.S. Su
preme Court agreed to the constitu
tionality of "employer liability
without fault." Until the 1970s its
costs rarely exceeded one percent of
payroll despite increases in dollar
payments and extended coverage.
But they began to rise significantly
after 1970, when the Occupational
Safety and Health Act (OSHA)
largely ignored the workers' role in
accident and disease prevention and
placed new demands on employers.
Under the influence of OSHA
thought and recommendation, the
states substantially changed their
workers' compensation laws. Tradi
tional exemptions for farm workers
and domestics were eliminated, small
firms were included, more work-re
lated diseases were covered, and,

above all, the benefits paid to work
ers were increased substantially.

A National Commission estab
lished by OSHA to examine the state
compensation systems recom
mended a wide variety of reforms
that would multiply the expenses and
make the federal government the
compliance guarantor. They would
deny employers the right to appeal
workman's compensation agency
decisions in court-except on ques
tions of law. They would authorize
the workman's compensation ad
ministrator to regulate attorneys'
fees. They would establish a "retro
active benefit fund" that would ad
just benefits for past inflation and
bring them up to "current levels." In
84 reform proposals6 the National
Commission is pointing at the com
pensation system of the future. The
message is clear: employers and
workers beware!

Safety and Health Standards
and Their Enforcement

The Occupational Safety and
Health Act of 1970 requires of all
employers that every job must be
"free from recognized hazards that
are causing or likely to cause death
or serious physical harm." To that
effect it directed the Secretary of La
bor to establish an administration
and adopt safety and health stan
dards for all enterprises engaged in
interstate commerce, except federal,
state, and local governments. Em-
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ployers are penalized if an unsafe
condition has been discovered and
cited by an OSHA inspector and the
employer neglected to correct it in a
specified time.

The standards established and en
forced now cover 800 pages in the
Code of Federal Regulations and
number some 4,400. They range from
140-odd regulations pertaining to the
use and construction ofportable wood
ladders to dozens of regulations on
workers' sanitary facilities. Do OSHA
standards have a marked effect on
the injury rate? According to many
serious studies, they do not. Most in
juries result from some behavioral
problem or transitory hazard over
which employers have little or no
control. Only relatively few injuries
involve a permanent physical haz
ard under employer control.

Notwithstanding OSHA and its
army of inspectors, employers do not
determine the levels ofphysical haz
ard in factories or workshops, nor do
they ultimately bear the costs and
reap the benefits of added safety. In
the competitive enterprise system
each factor of production must bear
all costs incurred by its employ
ment. Labor must bear all costs in
curred on its behalf, whether they
are contractual or mandatory, wages
or fringe benefits, employee lavato
ries or cafeterias, earplugs or safety
belts. Employers merely act as mid
dlemen between workers willing to
render a service at a wage and con-

sumers willing to pay for the prod
uct or service.

Allocating Costs and Benefits

Through buying or abstaining from
buying, consumers determine the
sum total of costs which a business
man may incur in the production
process. For its participation and
contribution, labor receives its full
share of the sum total. But workers
determine how their share of costs,
which constitutes their wages and
benefits, is to be distributed among
the several methods of compensa
tion. They make this determination,
without talking or bargaining,
through their offers on the labor
market. Businessmen competing for
labor must give heed to the worker
preferences or face higher labor costs.

Ifmore workers prefer to offer their
services to employers with greatest
possible job safety, their wage rates
tend to decline, granting profits to
the safety-minded employers. Other
businessmen competing for labor
would rush to imitate the former in
order to remain competitive in the
labor market. If more workers choose
higher wages, but are willing to as
sume greater on-the-job risk, they
flock to employers offering higher pay
but lower safety expenditures. Alert
employers immediately perceive the
worker preference that is visible in
the employment cost of the last
worker needed, the "marginal
worker." To ignore him is to face
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higher labor costs and invite busi
ness losses. In short, as businessmen
receive their production orders from
their customers, who set narrow
limits to labor expenditures, so they
receive their instructions on the dis
tribution of labor benefits from their
workers. 7

High Costs of Compliance

It is difficult to estimate the labor
costs of compliance with OSHA reg
ulations. A 1974 survey by the Na
tional Association of Manufacturers
(NAM), which is probably exagger
ating the case, estimated the costs
for small firms (up to 100 employ
ees) at $35,000, for firms with 101
500 employees at $73,500, and for
firms with 501-1000 employees at
$350,000. 8 Small businesses apply
ing for loans from the Small Busi
ness Administration requested an
average of $200,000 in order to com
ply with OSHA regulations. But no
matter what the actual costs of com
pliance proved to be, and continue
to be, they probably amount to tens
of billions of dollars. OSHA contrib
uted significantly not only to the ris
ing unemployment and decline in
real wages, but also to the extraor
dinary rise in goods prices through
out the 1970s.

Since the birth of the transfer state
older Americans forcefully asserted
their political rights to transfer ben
efits from younger Americans. They
made the support for the elderly a

primary objective of government
policies-from subsidized health and
housing, to special tax allowances,
improved old-age benefits, and the
Employee Retirement Income Secu
rity Act of 1974 (ERISA). The act
meant to make it easier for them to
qualify for pensions. But as is mostly
the case with government interven
tion in economic affairs, it actually
brought about the opposite of what
it set out to achieve. It caused the
termination of nearly 30 percent of
all private pension plans,9 and im
posed conditions that, in the end, may
destroy the rest.

Before ERISA, the federal govern
ment had actively promoted private
industrial pension plans. The 1942
Internal Revenue Act had made
pension contributions by employers
tax-deductible, made employee con
tributions tax-exempt, and offered
deferred taxation ofpension fund in
come until it was paid out as retire
ment benefits. With steeply progres
sive income taxation these
deductions, exemptions, and defer
rals provided powerful incentives for
employer pension plans.

Private pension systems also mul
tiplied as a result of radical govern
ment intervention in economic pro
duction. During periods of price and
wage controls, as in World War II,
the Korean War, and the Nixon era,
many employers sought to circum
vent the government controls by
giving hidden wage increases in the
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form of pension benefits. Eager to
remain competitive in the labor
market, but prevented from raising
wages, they introduced generous
pension plans. Some. funds actually
meant to provide benefits for retire
ment, others were to be liquidated
through distribution of assets after
the controls were lifted.

After the passage of the Labor
Management Relations Act of 1947,
which made pension benefits a legit
imate issue for collective bargain
ing, labor unions joined government
in actively promoting pension sys
tems. Facing frequent layoffs and
chronic unemployment of their
members, they directed their great
strength toward gaining pension
concessions for older workers in or
der to make room for younger un
employed members.

ERISA radically altered the basic
nature of the pension system by
placing government and its appa
ratus of coercion in the center of
pension relations that heretofore had
been completely contractual and
noncoercive. Pension arrangements
between a firm and its employees had
been fringe benefits that reflected the
choices and preferences of the con
tract parties. ERISA substituted
mandates for contracts, and as
signed additional benefits to em
ployees at the expense of the firm's
owners.

Through a comprehensive set of
rules governing certain features of

private pension plans, ERISA made
it easier for workers to acquire legal
rights to pension benefits. It pre
scribed certain rules of eligibility and
"vesting" of nonforfeitable pension
rights. It made the employer, in
stead of the pension fund, solely lia
ble for pension obligations and im
posed minimum funding standards.
To satisfy pension claims, the pen
sion fund may claim up to 30 per
cent of the firm's net worth. The
claim has the same status as a tax
lien, that is, it is senior to all other
private corporate debt. Pension funds
must be insured either with private
insurance companies or the Pension
Benefit Guaranty Corporation, an
ERISA quasi-governmental agency.
In case of pension default PBGC may
force the firm into bankruptcy. 10

Private Pension Systems
Jeopardized by ERISA

The general attitude of business
men toward the private pension sys
tem is one of deep concern and
uneasiness. ERISA has severely
curtailed their freedom to contract
and administer pension plans and
substantially raised their costs. What
used to be a widely used tool in per
sonnel management has become a
serious liability that may threaten
the future of private enterprises. But
looking' beyond the burdens and
dangers of the present, employers
and employees alike may derive
comfort from the certain fact that
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politicians, in Congress assembled,
may command, but individuals may
evade, go around, outwit, and thwart
the command.

Many pension plans have been
terminated, many more will never
be launched. The funds allocated to
pension plans may be given directly
to employees who may invest them
in individual retirement accounts or
just spend them. Where the ERISA
mandates do raise labor costs, con
tractual fringe benefits and take
home pay will, in time, be reduced
by the amount of ERISA cost so that,
once again, the workers themselves
will bear the total costs of their em
ployment. Where such price and cost
adjustments are impractical for any
reason, they must expect lengthy
periods of disemployment. For many
elderly, who were supposed to be the
main beneficiaries, ERISA may have
erected the final barrier to employ
ment and shattered the last hope for
a pension.

Antidiscrimination Measures

The Equal Employment Opportu
nity Commission (EEOC) of the U.S.
Treasury Department contributes its
share of difficulties not only for the
elderly, but also all other minori
ties. The Civil Rights Act of 1964
granted protected status according
to race and sex; the Age Discrimi
nation in Employment Act of 1967
extended the protection to the el
derly. Later amendments to the acts

further broadened government au
thority in all matters of discrimina
tion. ll

EEOC guidelines aim to ensure
that employee selection does not dis
criminate against any group on the
basis of race, color, religion, sex or
national origin. 12 To that effect ev
ery employer is expected to engage
the percentages of minority people
that comprise the labor force in his
locality. In a community where the
population is preponderantly black,
a plant must employ a correspond
ing percentage of blacks; in a Span
ish-speaking community it must en
gage the proper percentage of
Hispanic workers.

As any student of human action
could anticipate, the EEOC strategy
backfired immediately. It forced
many employers to hire unqualified
applicants just because they are
members of a minority group and live
in the community. Qualification,
productivity and cost were relegated
to secondary consideration, though
these are the very factors that cre
ate jobs and assure economic sur
vival in a competitive world.

To force companies to hire un
qualified workers for any reason is
to force them out of business. It can
not be surprising that EEOC con
tributed significantly to the exodus
of business from the inner cities
where millions of uneducated and
untrained minority workers subsist
on public assistance. To avoid the
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entire problem many companies have
located new plants in largely white
communities where minority work
ers face yet greater difficulty obtain
ingjobs.

Large corporations usually fear
adverse publicity and, therefore,
readily accede to the COVlmission's
demands. They may commit them
selves to an affirmative action pro
gram with specific hiring quotas, but
are quick to close the plant as soon
as it begins to suffer losses. While
their spokesmen may lay the blame
on antiquated equipment or foreign
competition, every observer knows
full well that the plant was destined
to close by orders of the EEOC.

False labor doctrines, held by a
great number of people and enacted
by the U.S. Congress, have wrought
much evil. Many millions ofworkers
whom the laws were supposed to
benefit now are walking the streets
in idleness and despair. Their suf
fering manifests anew that political
power is no substitute for equity and
justice, and no surrogate for the in
exorable laws of the market. @
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Ernest G. Ross

THE SIREN
OF

PARTNERSHIP

AN ANCIENT SOUND echoes across the
troubled waters of American poli
tics-a haunting, alluring chant.
Free economy advocates must rec
ognize that this is not a call which
would lead America forward to a safe
harbor of economic rejuvenation, but
one which beckons ominously back
onto the reefs of economic stagna
tion and decay.

This deceptive sound is none other
than the plea for formation of a
partnership between government and
business. Several outspoken politi
cians have been pounding podiums
about business and government
"pulling together" to spark the econ
omy. The essentials always come out
the same: We must have a con
scious, national decision to unify the
major purposes of government and
business.

The idea can be superficially at-

Mr. Ross is an Oregon commentator and writer es
pecially concerned with new developments in human
freedom.
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tractive. After all, if both partners
decided to move in the same direc
tion, wouldn't much otherwise
wasted energy be saved? In busi
ness, cooperative partners tend to do
better than feuding ones. So why not
seek the same kind of cooperation
between government and business?

There is a fundamental reason why
not. In a government partnership
with business, it is always the gov
ernment which becomes the more
powerful, or "senior" partner. It is
ultimately government which ends
up setting the direction. And when
that happens, the efficiency and mo
rality of the free market are sacri
ficed.

The entire idea of free markets is
that they be able to function without
government intervention. Bringing
government into the markets
"merely" as a partner guarantees
intervention. To see why this is so,
let us review some of the major ways
in which government might act as a



THE SIREN OF PARTNERSHIP 441

partner with business: (1) by setting
economic development goals, (2) by
protecting preferred industries, (3)

by subsidizing research and devel
opment, (4) by establishing favor
able tax policies.

Setting Economic Development
Goals

The argument for having the gov
ernment set priorities in develop
ment is usually a variant of arguing
for economic stability. If we had a
national policy for development, goes
the rhetoric, everyone would be able
to plan better, to make business de
cisions without having to worry
about conflicting viewpoints and an
tagonism between government and
business. We'd all be setting our sails
in a way that would best catch the
wind and speed our jointly-run ves
sel ahead.

It sounds so easy-yet it is an im
possible idea, one that has never
worked. It is merely the old con
trolled-economy tenet put into
slightly new language. And the cen
tral refutation of this tenet is still
that no government, no national
consensus, is capable of predeter
mining the market. The market is
too vast, too complex, outside the
scope of even the greatest minds to
direct. Setting aside the fact that our
economic planning bureaus are not
suffused with the greatest of minds
to begin with (as fifty years of gov
ernment-managed economic boon-

doggIes demonstrate), it is patently
absurd to believe that deciding on
economic development goals will
make economic rejuvenation possi
ble.

Will is not enough; that which is
willed must also be consonant with
reality; reality in this case is that
the market cannot be accurately
predetermined-only a god could do
that, and men are not gods, nor can
they become so by passing laws which
assign themselves godlike duties.
And since it is the senior partner of
the government-business partner
ship which retains the power to make
and enforce laws through coercion,
it is to the senior partner, proven
the less efficient of the two, that these
godlike duties would accrue. Not only
would we assign our partnership an
impossible task; we would choose the
less competent partner to make and
enforce our economic decisions!

Even if economic development
goals of this type could work, there
still would be a serious moral bar
rier in the way: mandating certain
goals automatically requires gov
ernment to thwart other goals, the
goals of individual producers (and
consumers) who may not agree with
the government. Their individual
rights would be violated, they would
be left with the dregs, with what
ever tidbits of freedom of enterprise
the government allowed them after
its own major priorities and cus
tomers were served.
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This situation cannot be avoided
under a government-business part
nership. For when government
swings its massive legislative and
taxing powers behind certain favor
ite areas of economic development,
other areas must suffer. This should
become clear as we consider our next
three major ways in which govern
ment might act as a partner with
business.

Protecting Preferred Industries

The main form of industrial pro
tection in our modern age is not the
tariff, the tax break, or the subsidy.
It is favoritism through government
contracts. Establishing national de
velopment goals presumes that spe
cific types of industries are neces
sary for the goals' achievement. A
national goal of putting a base on
the moon is unlikely to require much
help from the lumber industry; a na
tional goal of increasing employ
ment by building thousands of new
timber mills is unlikely to require
the skills of those capable of build
ing a moon base.

We've had a real example very
similar to this. When Congress
agreed with President Kennedy in
the early 1960s that America should
land a man on the moon,. the redis
tributed tax dollars went to favored
electronics, aerospace, chemical, and
other related high-tech firms-eco
nomically, at the expense of other
industries. And while the actual

achievement of the moon landing was
wonderful, a tribute to man's inge
nuity, very few people thought to ask:
What other companies might have
grown up, what other firms might
have survived-but did not-had all
that tax money spent on the moon
project been left to circulate freely
in the economy? Would the same in
dustries have thrived? Possibly-but
good arguments can be made other
wise. The same questions can be
asked about hundreds of govern
ment projects ranging from freeway
construction, to public housing, to
dam building, to economic consult
ing, to banking, to defense pro
grams.

Further, because political pull is
always a powerful factor in deter
mining which firms receive bids for
government contracts (despite as
surances by the government of its
own objectivity!), the case can be
made that favored companies are not
necessarily the best, not necessarily
the ones most "deserving" to sur
vive-not if we measure survival by
the standards of the free market.
Broadly applied, government pro
tection of preferred industries tends
to populate the market with the less
able, the less efficient, the weaker.
This in turn encourages malinvest
ment, lowers productivity, and de
pletes the overall health of the econ
omy which the partnership was
originally intended to strengthen!

As has been well documented
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elsewhere, other forms of protec
tionism have similar effects. But
considering the enormous amount of
government spending today, protec
tionism through government con
tract favoritism is by far and away
the biggest form of it, if not the worst
form.

Subsidizing Research and
Development

Weare often told that one of the
ways the United States can regain
its technological lead is by acceler
ating government subsidies of re
search and development. This is a
central premise of the new "Atari"
liberals, that group which wants a
new government-business partner
ship to favor the high-tech indus
tries.

But again, it is the main partner,
government, which would be deal
ing the cards, deciding which areas
of research and development are
"most" worthy. We've all heard of
the Golden Fleece Award type R&D
projects receiving often quite sub
stantial government funding-proj
ects which, if R&D funding were left
to the free market, would very likely
stand a much tougher time getting
the needed dollars.· Perhaps to most
of us, such projects seem the epitome
of waste. Yet, they are precisely the
result of our existing, implicit part
nership between government and the
scientific community. Worse than the
questionable nature of such obscure

projects is the economics involved:
When government redistributes
wealth to fund these pursuits, there
is that much less money available in
the market for perhaps much more
productive endeavors.

What would those endeavors be?
Neither you nor I can say, and that
is precisely the point. It is the free
market in scientific research which
is distorted when the government is
a priority-setting partner. How many
new consumer products would we
have seen, how many as yet unmade
scientific discoveries might have oc
curred, how many new technologies
would have been born had the mar
ket determined where R&D should
go?

All we can say is that undoubt
edly free markets make many dif
ferent decisions about what is im
portant to human beings-different
from the decisions of governments.
While we cannot predict the differ
ences, we can confidently assert that
the decisions would have more closely
matched the preferences of the
American public because that is what
free markets are most adept at doing.

(As a counter to the contention that
government R&D funding necessar
ily spawns government interference
in research and development, it is
often argued that much of the money
goes to universities or other institu
tions which are free to determine for
themselves how to spend the money.
However, this misses the central
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point that a free market may not
have given any funding to those uni
versities and institutions-or, per
haps, many times more! Govern
ments are no more proficient at
determining "worthy" institutions or
schools than they are at determin
ing "worthy" individual scientific
projects.)

Establishing Tax Policies

Setting the tax structure has al
ways been a major function-and
weapon-of government. Tax breaks
or deductions would be a key tool of
any new government-business part
nership.

The power to selectively lower
taxes is an effective way for the state
to encourage the growth and devel
opment of industries which its goals
require. When one industry is al
lowed to keep more of its wealth than
another, it will stand a much better
chance of survival. In a sense, it is a
bizarre sort of favoritism.

One cannot morally begrudge a
policy which allows an industry to
keep more of what it has rightfully
earned. But one can begrudge the
fact that other industries are al
lowed to keep less. This is the way
the situation should be viewed. Both
morally and economically, the em
phasis should not be on the "unfair"
tax breaks some companies get; it
should be on the higher tax rates
which remain imposed on other in
dustries. The tax money is not the

government's first; it is the produc
ers'. The chief inequity is not in the
selectively lowered taxes, but in the
majority of selectively higher ones.

Higher taxation discrimination
against some industries is a method
for keeping those industries from
becoming dominant in a way the
government might consider inap
propriate (or less appropriate) to na
tional goals. This is the other side of
the goal-setting coin: The "senior
partner" must not only actively aid
the industries it favors; it must keep
penalties on those it disfavors. If it
did not, the latter would rise in the
marketplace, impudently reflecting
the priorities of those whose choices
the government has ultimately
usurped: the buying public.

It should be clear that the call for
a "new" partnership between gov
ernment and business is not only a
bad idea, but an old one. It is merely
another cry from the haggard Siren
of central planning.

In order to attain economic reju
venation of the American economy,
it is not a partnership we need.
Rather, it is a dissolution ofa de facto
partnership. Government has al
ready muscled in too heavily as a
participant in business planning. The
more we can push government back
out of the market place, the faster
we'll free Adam Smith's invisible
hand to help bring a lasting recov
ery to America. @
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HERBERT HOOVER:
The Engineer

GEORGE NASH, the author of The
Conservative' Intellectual Movement
in America Since 1945, was an in
spired choice to write a definitive bi
ography of Herbert Hoover, who had
the bad luck to be President at the
onset of a depression that turned
many an intellectual to an ill-con
sidered radicalism that still dogs our
political life. As the historian of the
contemporary conservative revival,
Nash is just the man to touch hands
with an earlier America, when an
orphaned Bertie Hoover, the son of
an Iowa blacksmith, could scratch his
way through geology courses at
Stanford University to make his for
tune in mining ventures all over the
world and "retire," at age 40, to start
a second career in public service that
led to the White House at a most
inopportune time.

Mr. Nash has been at work on his
Hoover biography since 1975, when
the Herbert Hoover Presidential Li
brary· Association of West Branch,
Iowa, .picked him to carry through
with a job of research that is still
several years from. completion. The
first installment of Nash's under
taking, The Life of Herbert Hoover:

The Engineer, 1874-1914 (New York:
W. W. Norton and Co., 768 pp.,
$25.00), is at hand, a work of tre
mendous detail that recreates a
vanished world in a way that stresses
many an irony.

The world that Herbert Hoover
was so busy building as a young en
gineer and financier was brutally
murdered, when, in 1914, the "guns
of August" signalled the end of a
hundred years of peace. World War
I gave Herbert Hoover the opportu
nity to make a reputation as a pub
lic servant, but it utterly cancelled
the meaning of many of the projects
that had engaged his attention in the
years when he was building his for
tune by wresting mineral wealth
from gold and zinc mines in Austra
lia, coal mines in northeastern China,
copper mines in Russia, and lead and
silver slag piles in Burma.

Hoover's first mining labors, as a
young American engineer sent to the
"outback" of West Australia by the
English firm of Bewick, Moreing,
were to bring some order and conti
nuity to gold mining in places where
the yield demanded the most careful
kind of cost-cutting. The trick, even

445
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along the so-called Golden Mile at
Kalgoorlie in the "Westralian" bush,
was to make low grade ore deposits
pay a margin of profit over a long
enough period to justify the .expense
of good stamping equipment.

The irony ofHoover's career in gold
mining is that it presupposed a world
in which gold would continue to be
the "unit of account" in currency
systems. But the pre-1914 world of
the gold standard barely outlasted
Hoover's mining engineer career.
And it was England's attempt to re
vive the standard at an unrealistic
level after the war that helped bring
on the depression that ruined the
Hoover presidency.

Hoover's cost-cutting success in the
Australian "outback" was repeated
in China, where he took on the job
of getting rid of "squeeze" in the op
eration of the rich Kaiping coal mine.
But political troubles doomed the ef
forts of Hoover's boss, C. Algernon
Moreing, to make a good thing out
of any Chinese concession. It was the
time of the Boxer uprising. Hoover
and his young wife, Lou Henry, sur
vived the Boxer troubles, but his
company couldn't solve the problem
of dealing with Chinese officials who
had to reckon with laws that gave to
the Imperial Court the ownership of
all minerals in the ground. Hoover
had a low opinion of the Chinese as
workers-they "lacked mechanical
instincts." He argued that China
would never manage to accumulate

The Life of Herbert Hoover: The
Engineer may be received post
paid, by sending a check or money
order in amount of $25.00 to Her
bert Hoover Presidential Library As
sociation, Inc., P.O. Box 696, West
Branch, Iowa 52358.

a "social surplus" for modernizing its
economy until it had found a way to
control its population growth.

If the "squalor of Asia" depressed
Hoover, he had greater hopes for
Russia. In his last days in London as
an engineer-financier, he played a
big part, mostly behind the scenes,
in putting the Kyshtim copper mines
in the southern Urals on a paying
basis. He helped run pools in Kysh
tim stock, he raised debenture money
for the enterprise, and he profited by
taking stock options. He made two
trips to Russia, where he approved
the "humane and. progressive" atti
tude of the Baron Vladimir Meller
Zakomelsky in trying to improve the
conditions of the peasants and work
ers at the bottom of the Kyshtim
"pyramid." But at a rail station in
Russia Hoover caught sight ofa chain
gang ofprisoners headed for Siberia.
The horror of the scene gave him
nightmares. He felt that "some day
the country would blow up." This was
in 1912.

Despite the chain gangs, Hoover
believed that western money and
engineering expertise could do much
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for Russia. In 1913 and 1914 he
backed his friend, the ebullient and
optimistic Leslie Urquhart, in Rus
sian ventures. Urquhart launched
the Russo-Asiatic Corporation, with
Hoover on his board. The corpora
tion acquired three extraordinary
mining concessions in Siberia, in
cluding 3,000 square miles in the
southern Altai mountains not far
from the Mongolian border. By the
summer of 1914 Hoover's Russian
mining enterprises were in sight of
spectacular success. Hoover also had
oil interests in the foothills of the
Caucasus Mountains in southern
Russia.

Nash quotes Hoover as saying he
stood to obtain "more than is good
for anybody" out of his Russian en
terprises. But "it was not to be." The
enterprises that Hoover and his as
sociates helped to guide in the Urals
and Siberia all evolved toward even
tual prosperity. But the Bolsheviks
got all the benefits.

Hoover's long absences from
America only served to make him
feel more and· more American. He
took· special pains to take time off
from money-making in London to
become a big benefactor of Stanford
University, which made him a
trustee. It was Hoover who insisted
on .raising the salary levels of the
Stanford faculty at a time when the
university was having trouble lur
ing good teachers to its Palo Alto
campus. If World War I had not in-

tervened Hoover would have re
turned to California, where he hoped
to settle himself and his family on
the Stanford campus.

Nash is remarkably even-handed
when it comes to dealing with Hoo
ver's quarrels with his London part
ner C. Algernon Moreing, who made
Hoover promise to refrain from
practicing his profession of mining
engineer on British Empire soil as a
condition of leaving Bewick, More
ing to become a financier. Hoover and
Moreing had always kept their dis
tances from each other. Their quar
rels were not always seemly on ei
ther side. Nash remarks on Hoover's
"marked sensitivity to criticism."
Hoover, he says, would go to "ex
traordinary lengths . . . throughout
his life to rebut alleged misrepre
sentation."

What Nash implies is that Hoover
was too thin-skinned to be a politi
cian. But that is something for an
other volume. ®

DEATH AND TAXES
by Hans F. Sennholz
(Center for Futures Education, P.O. Box
489, Cedar Falls, Iowa 50613),1982
105 pages. $5.95 paperback

Reviewed by Brian Summers

HERBERT HOOVER put it right on the
line: "The American people have
from the earliest moments been alive
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to the evils of inherited economic
power. Several million dollars is
economic power and too often it falls
into the hands of persons of little in
tention to use that power for public
benefit either in expansion of enter
prise and employment or for public
services. It is the breeding ground of
playboys and playgirls of morally
obnoxious and degenerating char
acter."

For once, President Hoover was in
touch with the majority of the
American people. Most Americans
dislike playboys and snobs, and es
tate taxes, are a good way to give
them their comeuppance. Estate
taxes make good political sense.

But estate taxes make no eco
nomic sense. As Hans Sennholz
clearly shows, estate taxes produce
very little revenue (less than 1 per
cent of projected 1983 federal re
ceipts), consume scarce capital, dis
tort the structure ofproduction, lead
to costly avoidance schemes, and
promote more conspicuous con
sumption than perhaps any other tax.

Of course, estate taxes do not level
factories like a B-29. But when the
tax comes due, stocks, bonds, farms,
and family businesses must be sold
to pay the bill. This consumes pro
ductive capital which is needed in
other sectors of the economy. The old
factory remains standing; the new
factory is never built.

Confiscatory taxation leads to
avoidance and evasion. The simplest

way to avoid estate taxes is to avoid
leaving an estate. Sell the business,
retire early, and spend it all while
you can. Thus, even in the grips of
recession, luxury items sell at a brisk
pace, while essential industries lan
guish for lack of investment capital.

Jewelry, furs, precious metals,
gems, works of art, and bearer bonds
are easily transferred, difficult to
trace, and thus particularly amena
ble to tax evasion. When all else fails,
there is always the Swiss bank ac
count or Liechtenstein family foun
dation.

Having taken such a dim view of
estate taxation, it is not surprising
that Professor Sennholz offers a few
avoidance techniques of his own. An
expert on inflation, he shows how the
inflation that can destroy a family
fortune can be used to facilitate the
tax-free transfer of wealth between
generations. These sections on fam
ily annuities, limited partnerships,
revocable living trusts, family mort
gages, corporations, holding compa
nies and other techniques are re
quired reading for those who want
to protect family wealth in an age of
inflation and estate taxation. i

Death and Taxes also is avail
able and may be ordered at
$5.95 from The Foundation for
Economic Education, Inc., Ir
vington-on-Hudson, NY 10533.
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