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PERSPECTIVE

Food from Thought
A recent ad for a seafood restaurant

noted that more than 70 per cent of the
earth's surface is water which, in their
words, "teems with millions and mil
lions of lunches and dinners. " But, the
ad went on, "it takes genius to get them
out."

What the ad didn't say is that the "ge
niuses' , who supply consumers with
seafood as well as other goods and ser
vices are entrepreneurs who hope to
earn a profit. Fish and shellfish have
lived in the oceans for millennia. It took
profit-seeking entrepreneurs to bring
them to dinner tables across the nation.

Now, as growing demand endangers
some species-shrimp and Pacific
salmon, for example-other entrepre
neurs see the potential shortages as op
portunities. One entrepreneur is raising
shrimp as a commercial venture in Ha
waii. Another has transported salmon
eggs from the Pacific Northwest to
South America, where the cold rivers of
Chile offer conditions similar to those in
the Columbia River. At last word,
young salmon had returned up river to
spawn in Chile where they had hatched.

When entrepreneurs are free to seek
profits, they will risk their own re
sources to try to meet consumer needs.
But if they are discouraged by rules,
regulations, and confiscatory taxes, we
consumers will be the ones to suffer.

-BBG

A Little Doubt
Sometimes a little doubt can be the

beginning of great wisdom.
Consider the case of Leszek Kola

kowski, a Polish philosopher. For years
he \\'as hailed as the top Marxist theore
tician of his country. But quietly seeds
of doubt took root in Kolakowski's
mind. He became a "revisionist Marx
ist, " regarded with suspicion and barely
tolerated by the authorities. Then came



his departure from Poland and, in time,
the publication of a three-volume study
tearing Marxism-classical and revi
sionist-to shreds. More recently, Kola
kowski has been uttering sentiments to
which students of the freedom philoso
phy can only warm. Doubt, for him,
was a pathway to truth.

"The world is flat." Copernicus
dared doubt, and a new vision of our
planet and solar system came to life.
"No person can sail beyond narrowly
determined limits!" Columbus doubted,
and a new continent destined to be the
home of a free people was discovered.
"If one party to an economic exchange
profits, the other party must have lost!"
Adam Smith doubted, and an economic
system capable of enriching all drew
nearer to its realization. "The laws of
physics have been stated once and for all
by Newton!" Einstein doubted, and an
exciting new understanding of energy
and its transformations was born.

Hence the "doubt" the freedom phi
losophy applauds. We cherish the truths
we have discovered-an open mind, af
ter all, is not to be confused with an
empty head! Yet equally we cherish the
knowledge that further truths await dis
covery by those humble enough to
doubt that they already know it all!

-John K. Williams

Freedom to Fail
We Americans tend to take our liber

ties for granted. We have enjoyed so
much liberty for so long and have been
so sheltered from real oppression that
we have lost to a great extent an under
standing of the nature of liberty and the
reverence for liberty that was so deeply
rooted in .our forebears. In particular,
we don't seem to appreciate as a people
the trade-offs between freedom and se
curity. We have' 'progressed" from see
ing government as merely the securer of
our basic rights to life and the liberty to

pursue happiness in our own ways so
long as we respect the rights of others to
a perverted perception of government as
the securer of a host of new "rights"
that might be lumped together as the
achievement of happiness as opposed to
the altogether different right to pursue
happiness. These so-called rights to
"decent" housing, a ' 'decent' , meal
and a "decent" job at "decent" pay
would readily have been seen as the in
sidious threats to liberty that they are by
the founding fathers of this country
whose philosophical insights were infi
nitely deeper than are those of the shal
low politicians who govern today.

It is not so surprising that Americans
have lost their intellectual moorings in
sofar as liberty is concerned. Few peo
ple understood at the time of the Great
Depression that it was essentially pro
duced by the government (the Federal
Reserve had been created less than fif
teen years earlier) and fewer still were
able to understand that an amalgam of
New Deal legislation enacted under a
personally appealing President effec
tively dragged out an economic recov
ery that would doubtless have pro
ceeded much more rapidly under a more
free and efficient market. Traumatized
by the prolonged economic insecurities
of those times, people were willing to
trade some liberty for a square meal
and the image of government as eco
nomic savior has persisted despite
mounting evidence of its inability to fill
that role.

-William Chidester
Market Vantage

July 4, 1986

(Ed. note: For further insights into the
importance of the freedom to fail, see
Dwight R. Lee's "Freedom and Fail
ure," beginning on page 392.)

PERSPECTIVE
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Paying People Not to Grow
by Robert James Bidinotto

M
OST Americans believe that the re
wards of life should be individually
earned. That is why few govern

ment programs have been subjected to as much
public criticism as the policy of paying farmers
not to grow crops. The very idea of rewarding
non-production affronts most people's notions
of justice and common sense.

This does not mean that Americans oppose all
government aid or subsidy programs on princi
ple. Confusing the functions of government
with those of a private insurance firm, many
believe that the state should provide a social
"safety net" for those regarded as innocent vic
tims of life's hardships.

Originally, such assistance programs were in
tended only for the helplessly needy: the sick
and disabled, the very young and the very old,
those laid low by catastrophes. The presumed
beneficiaries' helpless dependency was re
garded as an ethical claim upon the com
munity-and thus a moral rationale for coercive
redistribution of private wealth from the
"haves" to the "have-nots."

However, even in the most severe cases of
individual need, coercive redistributionism
poses irreconcilable moral dilemmas. It seeks to
help some people-but necessarily at the ex
pense of others. It aims to relieve those desig
nated as "victims"-by creating a new class of
"victims": those forced to provide the relief. It

Mr. Bidinotto is contributing editor for On Principle, a po
litical newsletter, and received the 1985 Mencken Award in
journalismjor "Best Feature Story, Essay or Review. "

designates some people as ends-while it arbi
trarily relegates other people to the servile sta
tus of means.

There is an unbridgeable gap between the
moral intentions underlying redistributionism,
and its moral consequences. Redistributionism
is intended as a charitable "spreading of
wealth"; in fact, it is a compulsory spreading
of burdens. It is intended to solve individual
problems; in fact, it universalizes hardships. It
is intended to make men morally responsible for
others; in fact, it obliterates any concept of per
sonal responsibility.

By shifting some people's personal burdens,
problems, and hardships onto the backs of
others, redistributionism has corrupted and un
dermined the vital principle of moral self-re
sponsibility. It encourages those with personal
problems to neglect their moral responsibility to
seek personal solutions; and it entices them to
depend instead upon the coercive power of gov
ernment to extort assistance from others. Si
multaneously, it punishes with taxation those
who have assumed their moral responsibility to
work, solve their own problems, and support
themselves.

Like the policy of paying farmers not to grow
crops, redistributionism pays people not to
grow . . . as people.

In his controversial book, Losing Ground,
Charles Murray formulated a "Law of Unin
tended Rewards." It states that "any social
transfer increases the net value of being in the
condition that prompted the transfer. " It does so
"either by increasing the rewards or by reduc-



ing the penalties" normally associated with the
condition, or behavior, which the government
is trying to ameliorate.

For example, Social Security is intended to
insure against financial problems associated
with old age. But it does so by removing the
need (incentive) for many people to prepare
other financial options for their retirement

years. In addition, Social Security taxes siphon
off their means of investing in any alternative.
So, instead of adding to the security of the el
derly, the program encourages many of them to
ignore long-term planning-hence, to increase
their vulnerability to hardship-and hence, to
become overly dependent upon it as an exclu
sive, rather than supplementary, source of in
come. In effect, Social Security has increased
the rewards and reduced the penalties of inade
quate financial planning-the very problem
which the program was designed to combat.

The Human Cost
of Federal Aid

Similarly, Aid to Families with Dependent
Children was intended to help widows with
small children. Murray shows, with devastating
examples, I how AFDC benefits encourage poor
women to have more and more illegitimate chil
dren, while discouraging them from marrying
their live-in lovers. The enormous proliferation
of inner-city illegitimacy, generations of wel
fare dependents, and attendant moral problems
(such as crime, drug epidemics, and the like), is
a grim testament to the Law of Unintended Re
wards. In other words, AFDC increases the re
wards and reduces the penalties of becoming an
unmarried woman with dependent children
the very problem which the program was de
signed to alleviate.

In the same way, Federal disaster relief is in
tended to compensate victims of catastrophic
losses due to various disasters. Much of this
Federal money goes to victims of coastal flood
ing during hurricanes-a phenomenon so pre
dictable that certain areas of the country are of
ficially designated as hazard zones. Federal
flood insurance is offered to individuals living
in these zones at only about a third of private
insurance rates. Flood victims typically use
their Federal insurance compensation for recon-
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struction. . . right back in the hazardous zones.
In effect, the Federal assistance increases the
rewards and reduces the penalties of building
and living in dangerous areas. By increasing the
number of people at risk, the federal govern
ment thus increases the magnitude of future
disasters-the very problem which the program
was designed to relieve.2

The economic consequences of redistribu
tionism are well known, and are not of primary
concern here. What these. examples illustrate is
a different, and perhaps even more important
point: the human cost of Federal "assistance."
Redistributionism invariably demoralizes both
its presumed beneficiaries and its involuntary
benefactors. It pays people not to grow-in
ability, in foresight, in productive output, in
moral character.

If this is so even in extreme cases of individ
ual hardship, what can be said of those govern
ment programs designed to assist able-bodied,
normally productive people?

Because of the inverted morality of the redis
tributionist welfare state,3 it was only a matter
of time before the category of "needy" people
expanded. With mounting incentives to become
recipients, and massive disincentives to remain
producers, the growth of the welfare state began
to acquire its own momentum. More and more
voters began to clamor for broader and less re
strictive criteria for obtaining political assis
tance.

Politicians have met the demand for unearned
benefits by increasing the supply of redistribu
tionist programs. In 1950, there were 4.2 wage
earners for every recipient of a Federal "trans
fer payment." By 1980, there were only 1.6
wage earners per recipient. Transfer payments
were 3.8 per cent of the Gross National Product
in 1952; by 1982, they were 12.2 per cent.
They were less than half of the Federal budget
in 1962; today, they amount to two-thirds of all
government outlays. By 1984, the federal gov
ernment was running 400 separate programs to
give subsidies to individuals. And this does not
even begin to count up state and local programs
and outlays.4

Fueling this proliferation of programs was the
addition of the "deserving" to the category of
the "needy" as eligible recipients. Even con
sidering the vagaries of terminology, "needs"
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can at least be specified and somewhat de
limited. But given today's ill-defined and com
peting standards of justice, the notion of "de
serving" is utterly elastic. And it does not nec
essarily limit government assistance only to the
helplessly dependent. Once helplessness was no
longer the sole standard of determining who
could receive government aid, more and more
able-bodied people began to line up for un
earned benefits.

Veterans' Benefits
For example, it was first argued that military

veterans "deserved" compensation for injuries
and traumas sustained during service to their
country (a reasonable position). But no distinc
tion between "compensation" and "benefits"
was ever drawn. So, a vast array of "veterans'
benefits" has been made available to present
and former military personnel-whether or not
they have seen combat, sustained service-re
lated injuries, or are even "needy."

Take medical care for veterans. The Veteran's
Administration maintains its own system of 172
hospitals, 93 nursing homes, 227 outpatient
clinics and a variety of other facilities-the na
tion's largest health care network. Its facilities
are antiquated and grossly inefficient compared
with those in the private sector. And though the
V. A. is not obligated to do so, over 80 per cent
of its care is provided for non-service-related
disabilities. 5

Obviously, veterans' benefits are not strictly
limited to meeting the actual "needs" of sol
diers injured in the line of duty. Rather, they are
intended to express public feelings of gratitude
and indebtedness to all military personnel as
such. Because such feelings are intangible and
unquantifiable, the public can place no objec
tive limit on what they feel veterans "deserve."

But the unlimited largess of veterans' pro
grams has a negative side. It fosters and perpet
uates dependency among military personnel,
providing them with a buffer and a refuge from
civilian life and the private market. It pays vet
erans not to grow.

Similarly, Americans tend to feel that work
ers "deserve" government assistance in times
of hardship. Just as military personnel ' 'de
serve" unlimited compensation for taking risks

for their country, unemployed workers ' 'de
serve" compensation above and beyond that
which they receive for their labors alone. Evi
dently, they also ought to be paid for the virtues
of character presumably implied in being
"workers." Thus, even when they are not
working, they "deserve" compensation . . .
for their past record of hard work.

This premise seems to be a dilution of the la
bor theory of value into the popular notion that
anyone exerting himself (regardless of how
well he meets market needs) "deserves" to be
compensated for his effort alone. The idea that
it is not results, but mere efforts-or even mere
good intentions-which merit some reward, is
deeply ingrained in popular values. And it im
plies that if "society" (the private market) fails
to give a hard-working or well-meaning person
his "due," then government ought to force
"society" to make amends, through various in
terventions.

One of those interventions, intended to allevi
ate· the "undeserved suffering" of the unem
ployed, is the unemployment compensation
program. Since 1935, unemployment compen
sation has provided jobless workers with
incomes. Never mind that unemployment com
pensation-in effect, a subsidy for idleness
discourages workers from seeking new jobs.6

The intentions of a government policy, as al
ways, take precedence over its consequences.
Thus, unemployment compensation pays work
ers not to learn new skills, to seek new opportu
nities, to move to better locations . . . to grow.

At least unemployment compensation retains
some connection to the original rationale for re
distributionist programs: the unemployed are,
presumably, helplessly dependent until they
find new work. But thanks to the labor theory of
value, the government offers aid not only to the
helpless, but to those who are merely strug
gling.

Consider the plight of the farmer. It is gov
ernment intervention which has caused the
chronic agricultural crises since the First World
War. 7 Decades of price supports, protective tar
iffs, government purchases of farm surpluses,
subsidies for reducing production (paying
farmers not to grow crops), "marketing or
ders" to restrict supply, and low-interest loans
have combined to produce an oversupply of



farm products . . . and farmers.
Beyond its economic benefits, an end to gov

ernment intervention in agriculture would
prompt thousands of uncompetitive farmers to
abandon an anachronistic lifestyle, to learn new
skills more appropriate to a modern economy,
to become truly self-supporting and indepen
dent. But in response to loud cries of anguish,
the current Administration is continuing the
same failed policies of the past. Those policies
not only pay farmers not to grow certain crops;
they pay farmers not to grow ... as self
responsible individuals.

In fact, we are facing a mounting clamor for
additional government programs to shield not
only farmers, but fishermen, shoemakers, gar
ment manufacturers, oil producers, and steel
workers from foreign competition or disruptive
market changes. Even people who usually op
pose welfare schemes are campaigning for gov
ernment aid to "save the family farmer" . . .
loan guarantees for troubled auto manufacturers
. . . tariff protection for struggling domestic
steel and shoe producers . . . intervention to
"revitalize" local communities dependent upon
dying technologies and industries.

In each of these cases, uncompetitive or ob
solete professions are being salvaged from the
economic scrap heaps by infusions of govern
ment capital . . . capital drained from more
competitive and productive sectors of the econ
omy. And in each case, the alleged "victims"
are demanding their "right" to be sustained,
via compulsory taxation, in lines of work which
consumers are unwilling to sustain voluntarily.
They are demanding, in effect, the right to be
paid not to grow-the right to stagnate. 8

"Desirable" Causes
Now, to the categories of the "needy" and

the "deserving," has been added the category
of the "desirable." Federal funds are available
for every conceivable cause which sounds ap
pealing, or even merely innocuous, to those
holding the Federal purse strings. There is a
wry joke making the rounds, which says, "If it
moves, regulate it; if it stands still, tax it"-to
which we may now add: "If it sounds good,
subsidize it."

Sounds good-to whom? Desirable-by
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whose judgment? The free market rewards pro
ducers to the extent that they offer goods and
services which appeal to a large number of peo
pie. If one wished to invent a mechanism for
satisfying the broadest range of desires of the
greatest number of people, one could not im
prove upon the market system. At best, govern
ment interventions on behalf of "desirable" en
terprises would be superfluous: they would
mirror those selections made by consumers,
voting with their dollars.

But of course, that is not what advocates of
Federal aid to "desirable" causes mean. They
intend not to mirror the democratic selections of
the people-but to override them. The only
"desires" they intend to indulge and reward
from the public treasury are their own. Unable
to win public support in the marketplace, they
mean to impose their values upon the public
from the halls of Congress-or, at the very
least, to compel the public to finance their self
indulgence.

This coercive elitism is most evident in gov
ernment support of artists, through the National
Endowment for the Arts. Those most likely to
get government grants are those of high visi
bility-those already successful or those who
learn the corridors in Washington better than
they learn their own profession.

What does this mean in terms of personal
growth?

It means that many commercially unsuccess
ful artists (whose work is frequently obscure,
offensive, or of poor quality) are sustained in a
profession for which they are unsuited-and are
thus diverted from pursuing a more appropriate
career. Commercially successful recipients, on
the other hand, obtain funds they do not need,
at the expense of those who do.

Meanwhile, art consumers, as taxpayers,
have less to spend on the kind of art which up
lifts them intellectually and spiritually. Instead,
they are compelled to subsidize art they find
personally unrewarding or even offensive. (The
evil is compounded in the case of the National
Endowment for the Humanities, where taxpay
ers are forced to subsidize ideas which they
may find repugnant or evil.) This means there is
less money for artists whose work is moving
and accessible to greater numbers of people.
And thanks to redistributionism, it is not un-
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common that some struggling artists-too
proud, independent, or politically unsophisti
cated to obtain handouts-are forced to subsi
dize their less scrupulous, more politically
"connected" competitors.

Government support of the arts pays artists
not to grow.

"Entitlements"

Today, it is no longer helplessness . . . or
need. . . or the belief that one is a "deserving"
person . . . or even "social desirability" that
fuels the race for government assistance. As
their tax burdens mount, as programs dispens
ing assistance proliferate, as eligibility require
ments evaporate, citizens are concluding that a
life of self-responsibility is less and less reward
ing. Mutual plunder has become the status quo.
And, in such an atmosphere, taxpayers increas
ingly feel entitled to the benefits of programs
which they are required to support.

The notion of "entitlements" is even broader
than the idea of "deserving" government assis
tance. "Deserving" implies that the recipient is

----;;:;

being rewarded for an action, quality, or status
that merits special treatment. There is at least a
residual sense of justice involved. But the con
cept of "entitlements" obliterates any pretext
of a standard of eligibility: one is "entitled" to
benefits simply because they are available. The
ubiquitous phrase of our time is: "I paid into
the system, so I'm going to get my share."

Not long ago, a book appeared by a man who
runs a business to teach clients how to milk the
Federal system for funds. Titled Getting Yours,9
the book represents the zenith of the "entitle
ment" mentality. "If you want to build a house
or a chicken coop, get a job, start a business,
get a college degree, improve your neighbor
hood, or even build a tennis court or a golf
course, it is likely you can do it with funds from
the federal government, " enthuses the author.
"So don't believe all the headlines about budget
cuts, because the federal government continues
to give out more money than ever before. " Re
assuring, isn't it?

In an essay-review, 10 I outlined some exam
ples taken from the book:

"Your taxes helped the National Endowment



for the Humanities give nine students $10,000
to walk 412 miles, following the exact route of
the historic 'Underground Railroad.' Young
scholars receive an average of $14,000 to work
with Smithsonian specialists on such pathbreak
ing projects as 'The 1940s in New York
Radical Politics and Avant Garde Art' or the
'Socio-ecology of Venezuelan Red Howler
Monkeys' . . . (or) . . . 'Feminism and Its Im
pact on the Premises and Goals of Current Po
litical Theory' . . .

"A Killington, Vermont, ski lodge, hurt by
the 1974 fuel crisis, was saved by a $40,000
loan from the SBA while you waited in line for
gas . . . The Agriculture Dept. poured seed
money into Kinnen, Alabama, to help raise an
unusual crop: tennis courts, a baseball dia
mond, picnic ground.s and a playground. And (a
famous ex-baseball star)-obviously among the
nation's downtrodden-got a $100,000 loan
guarantee from the SBA to buy a Dodge dealer
ship ...

"You also fund cutting-edge technology ...
(T)he Dept. of Energy gave a Missouri genius
$1,200 to design and build a solar-heated out
house."

Such is the dead-end of redistributionism. All
the old justifications are gone; all that is left is a
feeding frenzy at the public trough.

It is common for some critics to view redistri
butionism on strictly economic grounds-as
inefficient, as wasteful of resources, as destruc
tive of capital. But the real price of redistribu
tionism cannot be conveyed in macro-economic
aggregates or impersonal market relationships.
The real tragedy of redistributionism lies in its
stultifying impact on human development.

Full Self-Responsibility
Growth, development, maturation, self-actu

alization: whatever one chooses to call it, it is
the essence of life. In the final analysis, it
means the exercise of full self-responsibility
intellectually, morally, materially. The ancient
Greeks put it more elegantly. The true end of
human life, they said, was personal well-being,
which they defined as "the exercise of vital
powers, along lines of excellence, in a life af
fording them scope."

Redistributionism, in the guise of govern-
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ment assistance, thwarts every element of hu
man potential. It inhibits the exercise of vital
powers, diverts them along inappropriate lines,
shrinks their scope and scale.

Of course, government assistance is always
promoted on the grounds that it helps recipients
to grow or develop in some manner. Critics of
ten respond that if government assistance has
this effect on a given recipient, it is only at the
expense of someone else, whose personal
growth must be sacrificed. And, as far as it
goes, this criticism is true: government-fostered
"growth" is inherently parasitical, even canni
balistic. But that is not the worst of it.

The truth is that there are no winners under
redistributionism-only losers. Everyone is di
minished by the process of plunder-including
the plunderer. Whatever the presumed benefi
ciary gains in material advantages is more than
offset by the price-in lost independence and
moral self-responsibility, in lost incentives to
achieve, in lost self-esteem. . . in a lost legacy
of personal potential.

Many observers have commented on the dis
appearance of heroes from the modern world.
Nothing is so characteristic of this century as
the ever-shrinking stature of its leaders. There
are probably many reasons why towering fig
ures no longer cast their shadows across the
land. Surely one of them is that a Procrustean
force has been loosed upon the world-a force
that punishes those who stand too conspicu
ously, and rewards them for remaining bowed
a force that pays people not to grow. 0
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Protectionism: The Myths
by J.R. Kearl

F or at least 200 years it has been clearly
understood that opening an economy to
trade increases real per capita income,

and that this increase is larger the more open an
economy becomes. In our modern age, though,
almost everyone who is not an economist thinks
that imports reduce profits and eliminate jobs,
that an economy would best be served by ex
porting more and importing less, and that a
trade surplus would be good· while a trade defi
cit is most certainly bad. Each of these notions
is false but very much a part of the rise of pro
tectionism in the United States.

In perhaps no other area of social policy are
there so many myths that are so demonstrably
incorrect yet so persistently invoked. But this
gives rise to a nice puzzle: If free trade is such a
terrific thing, why do protectionist myths per
sist and why are we moving step by step away
from an open trade environment at great costs to
each of us?

The positive effects that liberal or open trade
have upon economic well-being or, conversely,
the negative effects that protectionist policies
have on our welfare are more than abstract ideas
of academic scribblers. The historical record is
quite clear.

The growth and power of the American econ
omy are a direct result of the movement away
from the Articles of Confederation to a union of
states within which trade between states could
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not be taxed. The Constitution essentially cre
ated a free trade area among the original 13
states and ensured that the free trade area would
automatically increase with the creation of new
states. Your economic well-being would be sub
stantially lower if there were now 50 separate
economies in this country, each with its own
protected "basic" industries, rather than the in
tegrated and specialized economy we now
have. This fact might prompt you to ask why
free trade between Montana and Florida is good
but open trade between Alberta and Florida is
not.

Likewise, all of our real incomes are substan
tially higher because the city of Provo cannot
impose a tariff on the importation of clothing by
the citizens of Provo from the mall in Orem and
because Utah cannot impose a tariff on the im
portation of lettuce from California. Imagine, if
you can, what our economic position would be
if there were a tariff wall around Provo, or any
of this country's cities, so high that we had to
manufacture within the city all of the typical
commodities we consume-shoes, televisions,
cars, refrigerators, computers, and so on. Our
living standards would be much lower because
economic independence produces, quite sim
ply, economic poverty.

Britain's move toward free trade in the early
part of the nineteenth century, culminating with
the repeal of the Corn Laws (laws that severely
restricted the importation of grains in the sup
port of domestic agriculture), ushered in almost
a century of unparalleled economic growth.
Those who supported the Corn Laws argued
that wages would fall if trade was not restricted.



In fact, wages within Britain rose rapidly with
more open trade. However, not just the British
benefited from the repeal of the Corn Laws. As
a consequence of this move toward freer trade,
Britain was the engine of economic growth for
the world in the nineteenth century. (It is useful
to note that Britain did not demand reciprocal
actions by her trading partners, and indeed
many continued to pursue protectionist or mer
cantilist policies to their detriment.)

On the negative side, there is now a good deal
of evidence that the severity, depth, and length
of the Great Depression were directly related to
the unprecedented tariffs imposed by the
Smoot-Hawley Act in 1930 and to similar
actions taken by other countries in reaction to
this tariff.

Furthermore, following World War II, as the
colonies of the European powers obtained polit
ical independence, they also pursued economic
independence and sought to restrict trade. All
available evidence indicates that this effort to
be economically independent stunted economic
growth and impoverished these economies and
their citizens. By contrast, those less developed
areas that pursued more open economic poli
cies, notably Hong Kong, Singapore, Taiwan,
and South Korea, have experienced remarkable
economic growth. For example, 1960 per capita
income in the Philippines was $163 while it was
$139 for Taiwan. By 1980, income in the Phil
ippines had increased to $665, a four-fold in
crease, while it had increased to $2269 in Tai
wan, or by a factor of 16. While there are many
differences between the Philippines and Tai
wan, one of the important differences was the
pursuit of more protectionist policies by the
Philippines.

The Myths of Protectionism
Despite the obvious achievements of open

trade and the costs associated with restricted
trade, protectionist myths persist.

Myth #1: An economy with high labor costs
must protect itself because it cannot compete
with an economy benefiting from "cheap"
labor.

The benefits from trade depend only upon rel
ative production costs, not on the level of pro-
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duction costs. Every economy has a relative
cost advantage in some activity. For example, if
you compare U.S. production costs in each of
its industries with those of a low-wage country,
say South Korea, you will find that those activi
ties with relatively high U. S. costs will mostly
be undertaken in Korea, while those with rela
tively low U.S. costs will be undertaken here.
Higher labor productivity and lower capital
costs allow us to have lower relative production
costs in some activities, while lower labor costs
allow South Korea to have lower relative pro
duction costs in other areas.

This myth suggests that we can only benefit
from trade by trading with those countries that
are "similar" to us. In fact, the gains from open
trade are greater the more dissimilar the econo
mies with whom we trade-our relative cost ad- .
vantages and their relative cost advantages are
greater and as a consequence the positive ef
fects on per capita income in both economies
will be greater.

It should also be noted, as an empirical mat
ter, that the U.S. is not being driven from the
international market place by "low" wage
competition. The vast majority of our trade oc
curs with Canada and the European Economic
Community, both of which have wage patterns
comparable to our own. Even the wage pattern
in Japan, our next largest trading partner, is
closer to our own than to those in the less devel
oped areas of the world. Conversely, little trade
occurs with most of Africa, an area of truly low
wages.

Myth #2: Import restrictions save American
jobs.

In fact, import restrictions destroy American
jobs. Free trade will movejobs from high rela
tive cost sectors of an economy that cannot
compete to low relative cost sectors that can.
This occurs because imports undermine high
cost domestic activities, but since imports are
paid for with dollars, when those dollars are
spent by foreigners in the U.S., they increase
employment in exporting sectors.· It is true that
when there is protection, there will be more
people employed in the protected activities, but
this will be at the cost of fewer people em
ployed elsewhere in the economy.

Moreover, because real per capita income is
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higher with free trade, the average worker will
have a smaller real income under protectionist
policies. Indeed, estimates of the annual costs
to consumers of distorting the distribution of
jobs through protectionist policies are generally
between $100,000 and $300,000 per job. More
bluntly, we are paying well over $100,000 to
maintain the jobs of people earning considera
bly less than $100,000.

Finally, it should be noted that the effect of
trade on long-term employment is generally
small when compared to other determinants of
employment, even though in a protectionist en
vironment all job losses are attributed to trade.
For example, recent estimates indicate that in
the steel industry, 209,000 jobs were eliminated
between 1976 and 1983 because of a long-term
decline in the demand for steel while only
37,000 jobs were lost (reallocated) because of
import competition. The recessionary difficul
ties of the late 1970s and early 1980s accounted
for the loss of another 27,000 jobs.

Myth #3: Temporary protection can provide
a breathing period for an industry to mod
ernize and become more competitive.

While temporary protection does create
higher returns in activities under competitive
pressure, it also reduces the incentives for ad
justment. If there are technologies or organiza
tional changes that will make an industry com
petitive, the expected profits will provide the
necessary capital for such investments, regard
less of protectionist barriers. If, on the other
hand, no technology or organizational change
will make an industry more competitive, then
the increased income that temporary protection
creates will not be reinvested by a rational man
ager but will be devoted to other activities.
Consequently, the evidence indicates that once
protection is granted, productivity and unit
costs generally deteriorate even further relative
to other industries. It is no surprise that the steel
industry has enjoyed some form of protection
for the past 15 years without notable recovery
or that protectionist policies have not returned
the U.S. to its once dominant position in the
manufacture of televisions and footwear. Tex
tiles have been provided temporary protection
in anticipation of finally becoming viable in the
international and open national market since the

1820s, giving new meaning to the word tempo
rary.

However, while temporary protection does
little to assist a domestic industry to adjust to
international competition, many forms of pro
tection, particularly those that currently are be
ing employed, help foreign producers because
they enable them to increase the prices they
charge for imports to the United States. In both
the automobile and steel industries, so-called
voluntary agreements to limit exports to the
United States have increased substantially the
profits of foreign producers. For example, the
external quotas imposed by the U.S. during the
1970s are estimated to have increased the an
nual profits of Japanese steel firms by about
$200 million, or about one-half of Japan's an
nual expenditure on research and development
in steel. Our assistance to the domestic automo
bile industry has benefited the Japanese pro
ducers and dealers by at least $2 billion per
year. Best estimates are that the external quota
arrangement with the Japanese increased the
price ofJapanese cars by about $900 per car and
the price of U.S. cars by about $350 per car-a
total cost to consumers of $4.3 billion, or about
$160,000 per year per job "saved" in the auto
mobile industry.

Myth #4: Bilateral trade should be balanced.

Of particular concern these days is the $35
billion or so trade deficit with Japan. Even if
one could argue that a trade deficit, per se, mat
tered, it certainly cannot be argued that a deficit
with any particular country matters. Suppose,
for example, that we purchase $10 billion in
manufactured goods from the Japanese, who
purchase $10 billion in raw materials from the
Indonesians who, in turn, purchase $10 billion
in food from the United States. Each country
would be running a deficit with .at least one
other country, but the total trade deficit for each
would be zero since each is also running a sur
plus with at least one country. More important,
our ability to run an export surplus with the In
donesians would depend fundamentally on our
export deficit with the Japanese. If we elimi
nated trade with the Japanese in order to get rid
of the bilateral trade deficit, we would make it
impossible for the Indonesians to run a surplus
with us. More precisely, a refusal to import



goods from Japan, demanding bilateral bal
anced trade, would result in a decrease in u.S.
exports to other countries. It is important to un
derstand that trade restrictions ostensibly di
rected at imports are always restrictions on ex
ports as well; a tariff is always a tax on exports
even though it appears to be a tax on imports
alone.

It should be emphasized that where we have
made large international loans (to Brazil, Mex
ico, South Korea, et al.), it would not be possi
ble for those countries to payoff the loans un
less we ran trade deficits with them, that is,
unless they export more to us than we do to
them-with the difference being equal to the
payment on the loan. Part of the current inter
national debt crisis is a direct result of our re
fusal to accept in payment (i.e., to import) the
goods these debtor nations produce.

There is an important sense, then, in which
trade is always balanced: If we import more
goods than we export, we must be exporting
dollars or the ownership of dollar denominated
assets. This is an essential fact in understanding
international trade. We can only import more
goods than we export if foreigners willingly ac
cept and hold these pieces of paper, and they
can only get these pieces of paper if they ex
change real goods and services for them. Ex
cept for possible adjustment costs associated
with changing foreign preferences to hold these
pieces of paper, this arrangement cannot possi
bly hurt us.

Myth #5: The United States will one day be
come a debtor nation if it continues to have
large trade deficits.

This myth is true, but empty. Indeed, the
U.S. became a net debtor during 1985, but here
the word "debtor" gets in the way of under
standing. If you incur a personal debt, you must
produce income to payoff the debt. If our gov
ernment runs a domestic deficit, it must also
produce income to make payments on the debt.
If a foreign country borrows dollars from the
United States, that country must produce a dol
lar income to make payments on that debt. In
each of these cases, domestic and foreign, the
debt implies some future obligation, an IOU.

The U.S. trade deficit implies no such obliga
tion. In the simplest case, we trade dollars for
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goods. Dollars are not IOUs, and they can only
be spent in one economy, our own. Moreover,
we can trade dollars for goods only so long as
foreigners are willing to hold dollars. When
they are unwilling to do so, we will have to
trade goods for goods as foreigners use the dol
lars they have accumulated in the only way that
they can, to purchase U.S. goods. If they do not
want U.S. goods and do not want U.S. dollars,
then an adjustment will occur in the value of the
dollars that foreigners are holding so as to limit
the amount of importing the U. S. can do. This
is the only potential cost-that at some point in
the future we will not be able to consume more
than we produce as we have been able to for the
past several years because of the willingness of
foreigners to hold dollars.

Myth #6: We should protect U.S. industries
from subsidized foreign goods that hurt
American industries and consumers.

While it is difficult to know when a price dif
ference is the result of a difference in efficiency
rather than an explicit subsidy by a foreign gov
ernment, there is little doubt that many govern.,.
ments subsidize the production of goods that
enter the international markets. It is important
to understand what this means, however. It is
simply this: A foreign government taxes its citi
zens, thereby cutting their consumption, so that
it can subsidize the consumption of people liv
ing in the richest country in the world. While
paternalistic instincts may lead us to discourage
this activity, We should not do so on the grounds
that this· activity is hurting Americans. If the
rest of the world wants to provide welfare pay
ments to us, we probably ought to humbly ac
cept their largess. Our real income is certainly
higher as a consequence.

It should be noted, though, that we are not
without dirty hands in this matter. For example,
while we undoubtedly have a comparative ad
vantage in the production of agricultural com
modities, the Department of Agriculture's bud
get, which has fluctuated between $18 and $35
billion over the past several years ~ is almost to
tally a subsidy to agricultural production that
we are anxious to export. This is an indirect but
very large subsidy of the goods that we expect
other countries to buy from us. Moreover, we
have directly subsidized exports of, for exam.;,
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pIe, wheat to Egypt and shipping services. In
the latter area, the U.S. merchant marine fleet,
which competes in the international shipping
market, stays afloat solely because of govern
mental subsidies.

Myth #7: Free trade for a country can only
be beneficial if it is reciprocal, that is, if oth
ers are protectionist, we should be protec
tionist.

What happens if we trade freely with a coun
try that is protectionist? If a country refuses to
allow U.S. goods to penetrate domestic markets
but exports aggressively to the U.S., it trades
real goods (e.g. cars, televisions, clothing) for
paper money (U.S. dollars). This poses no
problem for the country getting the real goods;
we should be concerned only if the U. S. were
pursuing a policy that resulted in a long-term
systematic surplus.

It is important to point out, however, that we
have an interest in freer trade by our trading
partners since to the degree that restrictive or
mercantilist policies by others lower the amount
of trade that occurs, we are not as well off as we
might be. In this sense, reciprocity matters. The
gains here are only on the upside, however, and
a nation that is freely trading with others only
hurts itself with protectionist policies. The ben
efits of a unilateral movement toward free trade
by the British in the last century were noted ear
lier.

It may also be the case that reciprocity is nec
essary to create an open or free trade political
coalition where trade liberalization is sold on
the notion that with reciprocity, foreign markets
will become open and that we cannot expect to
export without importing. Essentially, reci
procity arguments may be used to playoff the
mercantilist sentiments that exports will be in
creased more than imports in order to create a
more open trading environment.

Myth #8: The effects of protectionism are
isolated to the industry protected.

For virtually every country except possibly
the U.S. (because of our unique position as the
world's banker), decreasing imports decreases
exports, and a tariff, quota or voluntary agree
ment on imported steel, for example, is essen
tially a tax on all exports.

The effects are even more direct than this,
however. In 1985 the U.S. steel industry felt a
sense of triumph because our government had
persuaded the Japanese to "voluntarily" de
crease their exports of steel to the U. S. The ef
fect of this agreement, and others like it that we
have forced on virtually all the steel producing
nations of the world, will be to increase the
price U.S. manufacturers pay for steel. While
this may be advantageous to steel producers,
there is more than one way to import steel: You
can either import it as steel to be used in the
production of final goods here, or the final
goods, embodying steel, can be produced
abroad and imported. Because of the potential
for this kind of substitution, all U. S. manufac
turers of goods using steel are now at a competi
tive disadvantage with foreign producers of
those same goods; and while we will import
less raw steel, we will now begin to import
more steel embodied in final goods. The effect
of this "advantageous" agreement is to place
all U. S. industries that use steel in a "disadvan
tageous" position.

As another example, it is clear that protec
tionist measures that increase the price of do
mestic copper relative to foreign copper will
lead to the destruction of more jobs in copper
fabricating industries (because products with
copper will be fabricated abroad) than will be
saved in the copper mining industry. It is likely
that these industries will then go to the govern
ment complaining about import competition
and seeking relief. Like a cancer, protectionism
will then spread.

Myth #9. Finally, it is often asserted that we
must protect "basic" industries or, as a vari
ant of this myth, those essential to national
defense.

The vitality of the economy as a whole is not
linked with the prospects of any particular in
dustry. Indeed, the hallmark of a robust and
growing economy is that the basic industries
change through time. Railroads and agriculture
were basic industries a hundred years ago. If we
had pursued more aggressively domestic and in
ternational policies that protected these indus
tries, 80 per cent of us would still live on the
farm and none of us would easily be able to
drive or fly. Because of the relationship be-



tween importing and exporting, when we adopt
a trade policy that preserves our historical in
dustrial base and freezes structural change, we
impede structural change, not just in the U.S.
but around the globe.

There are certainly legitimate national secu
rity needs, but protectionism is the most ineffi
cient method of providing for them.

Kernels of Truth
Debunking these myths has been, perhaps,

too much of an academic exercise, yet the cen
tral point is quite simply put: Under virtually
any circumstances you can imagine, protection
ism lowers our economic well-being considera
bly. If you look only at the costs of tariffs and
domestic quotas, excluding the numerous vol
untary agreements, the lower end of the esti
mate was $75 billion in 1984, which is a hidden
tax of almost $1300 for each family of four. The
true loss is likely several times this figure.

I am not suggesting that we pursue protec
tionist policies in this country because we do
not understand the consequences or because the
myths are convincing and we have been fooled.
This would imply that a little education would
stem the tide of protectionism and that ideas
would triumph as we establish our trade poli
cies. Rather, these myths are essentially the
clothing for naked self-interests. A full explana
tion of the decline of free trade depends upon
identifying both particular protectionist inter
ests and a policy process that allows these spe
cial interests to outweigh the interests of all of
us.

While each of these myths is false, each, as
with most myths, contains a kernel of truth; in-·
deed, there are three basic kernels that keep
these myths alive.

1. Free trade increases per capita real income,
but to do so it forces adjustments in the econ
omy.

In practical terms, this means that while free
trade creates new jobs in some sectors of the
economy, it also causes unemployment in other
sectors. Moving from one activity to another is
not without cost, even if one's income doesn't
change. Thus, to return to a specific myth, for
eign subsidies are of concern not because they
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undermine the U. S. economy but because if
they are not permanent or if they fluctuate
greatly, they impose recurring adjustment costs
on U. S. industries and on the individuals em
ployed in those industries.

2. Free trade increases per capita real income,
but it also changes the distribution of income
within an economy.

As a result of free trade, some people's in
comes may fall, even though average individual
income across the economy increases. Of
course, it is little solace to unemployed steel or
copper workers who have been making hourly
wages well above the national industrial aver
age that there are lower paying jobs elsewhere
in the economy that they can find or that the
average income for their fellow Americans is
higher because theirs is now lower.

It is important to remember that protection
ism, while lowering average real income, does
increase someone's income. Free trade pro
duces winners and losers, but the gains of the
winners are larger than the losses of the losers,
while protectionist policies produce gains for
the winners that are smaller than the losses of
the losers.

3. Free trade increases real per capita income,
but it leads to economic interdependence.

Thus, the increase in income is associated
with our linkage to other economies-our well
being, in some senses, is tied to theirs.

Keeping the Myths Alive
These three kernels of truth give the myths

their staying power. Ideas and historical evi
dence create no political coalitions. But adjust
ment costs, worries about economic interdepen
dence, and narrowly focused losses that are
only offset by broadly spread gains do create
political coalitions. More precisely, a group of
workers at a particular factory being forced to
find work elsewhere-perhaps initially at a
lower salary-forms the basis for a potent polit
ical coalition. Not surprisingly, the political
system responds to such political coalitions.

Lyndon Johnson once said that a politician
couldn't be for free trade because there were no
votes in it. Thus, our political representatives,
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while often voicing allegiance to free or open
trade as a general principle, virtually always
find that there are special circumstances associ
ated with particular industries in their districts
that call for protectionist responses.

While the adjustment problems associated
with changes in employment opportunities and
incomes of particular workers may elicit a sym
pathetic response, neither need be present for
groups with narrow interests to seek protection
ist policies. Because such policies will increase
the incomes of certain individuals, the policies
will always attract political interest. As a conse
quence of this incentive and the resistance to
adjustment noted earlier, protectionism is used
as a subtle private tax and transfer scheme to
increase the incomes of selected individuals.

The government's intervention in the sugar
market illustrates this point. The world price of
sugar is between 2 and 3 cents per pound, but
because of protectionist policies, the price in
the United States is over 20 cents per pound.
That is, each of us pays over 10 times the world
price for the sugar we consume. This amounts
to a little less than $100 per year for a family of
four, so it is not worth it for any of us to fight
the policies that create the disparity in prices.
For the small number of sugar producers in this
country, however, the additional amount fami
lies spend sums to millions of dollars each year.
Indeed, the annual amount spent on sugar, be
yond that which would be spent if we freely
traded in the commodity, is equal to half the
capital value of all domestic sugar producers.

In addition, the annual expenditures per fam
ily do not fully measure the costs of protection
ist policies in this area because, as noted earlier,
it is not possible to isolate the effects of such
policies. In particular, it is easy to import sugar
in other foodstuffs, such as candy bars or pasta,
but doing so places this country's producers of
these products at a competitive disadvantage
with foreign producers.

Where does all this lead? The government
now protects us from imported chicken and tur
key pot pies, lemon curd, white chocolate,
chocolate sauces, sweetened cocoa, pancake
mixes, sweetened flour and mousse mixes,
sprinkles for ice cream and toppings for Black
Forest cake, herb teas, mussel salad, Korean
noodles in a soup base, and frozen kosher piz-

zas. Shipments of each of these have been pre
vented from entering the U.S. during the past
year because they contain sugar.

The convenience of manipulating the concern
over sugar importation as a lever for protection
ist policies is perhaps nowhere better illustrated
than by noting that the mussel salad that was
prevented from entering the U.S. contained less
than 1.7 per cent sugar and the Korean noodles
were in a soup base with less than .02 per.cent
sugar.

The "Fairness" Doctrine
All such protectionist policies are devices by

which small groups, with much to gain, use the
political process to force the rest of us to pay for
their well-being. That the true subsidies of these
protectionist policies are hidden explains their
attraction to politicians and protected individ
uals and businesses.

Protectionist policies, then, may be appeal
ing, but protectionist rhetoric is not. Everyone
is for open trade-as a general matter. How
ever, there has been a subtle change even in the
rhetoric. In much of the debate, people no
longer speak of "free trade"; instead, it is now
popular to stand for "fair trade." Those inter
ested in protectionism have used that great shib
boleth of contemporary life, ' 'fairness, ' , to
mask protectionist policies and, increasingly,
the debate is between "fair" and "unfair"
trade rather than between ' 'free' , trade and
"protectionism." Thus, no one is in favor of
"protectionism," but, increasingly, people fa
vor "fair" (read protectionist) trade and not
"free" trade.

This shift in rhetoric has accompanied a shift
in the kinds of protectionist policies we pursue.
Tariffs were once the common means of inter
vening in international trade, but, increasingly
quotas and "voluntary" export restraints by our
trading partners dominate our trade policy.

Part of this movement away from tariffs ac
companied the development of the world trad
ing system following World War II. The United
States emerged as the dominant economy fol
lowing the War and with some extraordinary
guidance recognized that an open trading sys
tem was important for the future stability of the
Western countries. As a consequence, the U.S.



pushed for the development of a number of in...;
ternational institutions that would facilitate in
ternational trade and economic development.
Among them was the General Agreement on
Trade and Tariffs (GATT), a treaty that commit
ted the U.S. and the other industrial nations of
the West to lowering tariffs from the historic
highs reached during the Great Depression. In
many respects, this treaty has been successful
beyond anyone's expectations. Average tariffs
on industrial products for us and our trading
partners have declined through a series of nego
tiations from 59 per cent (following the Smoot
Hawley tariff) to less than 5 per cent today.

However, other changes have created an en
vironment more conducive to protectionism.
First, with the growth of economies elsewhere,
the U.S. economy has become more integrated
into the world economy and relatively less dom
inant. Trade from the rest of the world is now
much more important to us, but, at the same
time, we are now a less important trading part
ner for any particular country. As a conse
quence, goods in our economy now face direct
competition from abroad, many for the first
time, and we have less leverage on the trade
policies of other countries.

Second, the movement toward more open
trade coincided with a long-term decline in
some politically important and "basic" U.S.
industries, including textiles, footw"ear, ma
chine tools, steel, and copper. This created hos
tility toward what people easily identified as the
"cause" of this decline-open trade-even
though most of the problems had other sources.

Third, lower tariffs did create· a more open
U.S. economy. However, other countries,
which historically had relied more on non-tariff
barriers, were less affected by these lower tar
iffs. These economies have become relatively
less open as a consequence of the decline in tar
iffs. In addition, non-tariff barriers, which were
made obscure and unimportant by high tariffs,
have now become much more visible, impor
tant, and irritating to the U.S.

A simple example will illustrate the point.
When the tide is high, it is difficult to know
whether beaches are sandy or rocky and for
many purposes it does not matter. Similarly,
when tariffs are high, it does not matter if a
country has other trade barriers. As the tide
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falls, however, there is a big difference between
sandy and rocky beaches because the rocks are
now visible and affect the use of the beach.
Likewise, a country (like the U.S.) which relied
primarily on tariffs, finds itself much more
open to trade when tariffs fall than a country
with lots of hidden barriers that only become
visible as tariffs fall.

Finally, the GATT covered primarily indus
trial goods. It turns out that our comparative ad
vantage appears to lie in other areas, areas that
are not covered by GATT, including services
and agricultural commodities. For both services
and agricultural goods, substantial barriers exist
that make it difficult for the· U.S. to export to
other nations. Thus, while GATT was a success
on one dimension, it turns out to be a dimension
that matters greatly to those who would export
to the U.S. but less to us.

These problems with GATT, the change in
our relative economic position vis it vis the rest
of the world, and the decline in domestic indus
tries ofpolitical importance have created a very
different kind of environment than that which
existed just after World War II. In addition,
large U.S. domestic deficits and flexible ex
change rates have provided an easy means for
capital flows to the U.S., flows that result in a
highly valued dollar in international markets.
This highly valued dollar, while accommodat
ing the partial funding of our domestic deficit
by foreigners, also makes U.S. goods relatively
uncompetitive on international markets, which
makes the environment even less hospitable to
free or open trade. Thus, protectionism be
comes a seductive option to "cure" our ills,
and tariffs or non-tariff barriers seem to be the
answers.

Tariffs have the nice property that they are
reasonably transparent, that is, easy to detect
and measure. Non-tariff barriers, like voluntary
export restraints entered into by our trading
partners, are not as transparent. This makes
them, unfortunately, much more attractive in
the current environment. I view them with great
alarm because they are much more difficult to
negotiate away. Their use is a confirmation to
some degree of the 'old law of unintended con
sequences: GATT reductions in tariffs did not
eliminate protectionist pressures, they simply
forced those pressures to surface in areas where
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unraveling them would be much more difficult.
Why this alarm? The history of voluntary re

straints has not been encouraging. In 1955, in
response to threats to impose some sort of im
port restrictions on the rapidly increasing im
ports of textiles from Japan, the Japanese gov
ernment offered to voluntarily limit exports to
allow V.S. textile firms to adjust to the new
market conditions. The resulting higher price of
textiles in the V.S. provided a powerful stimu
lus for other nations to enter this business, and
Hong Kong soon did. Again in response to
threats of direct protectionism, the temporary
voluntary agreement with the Japanese was ex
tended to Hong Kong. It was then extended to
Taiwan, to South Korea, to Indonesia and to ev
ery emerging producer of textiles, including the
People's Republic of China following then
President Richard Nixon's diplomatic efforts.
This "temporary," "voluntary" arrangement
was formalized and extended to synthetic as
well as natural fabrics in the early 1970s so that
30 years after the initial "temporary" arrange
ment was made, it remains in place.

Now, in a major effort to tighten these re
strictions, the current administration has rede
fined what is entailed in "fabrication," which
has tightened the effective import quotas, and
has thus made its foray into medieval philoso
phy. Only instead of asking how. many angels
can stand on the head of a pin, the important
question now is, "When is a sweater a
sweater?" This issue arises because under the
textile quota agreement, some countries have
quotas for exports to the V. S. but no domestic
textile industry. As a consequence, there is an
incentive for a textile producing country to ship
its textiles to one of these countries for subse
quent shipment to the V. S., thereby exceeding
its quota but not the quota of the two countries
combined. Since this is a bit blatant, what these
countries do, instead, is to ship parts of finished
clothing-say the back, two fronts, and two
sleeves of a sweater-to a country without a do
mestic textile industry, for instance China to
Panama. The parts are then assembled, labeled
"Made in ... ," and shipped to the United
States.

Similar voluntary agreements have been
made in a number of areas, including specialty

'steel, automobiles, footwear, and that all
important domestic sector, mushroom produc
tion, which is now covered by a voluntary
agreement limiting imports. The V. S. is now
proceeding to force our trading partners to
"voluntarily" limit carbon steel exports to the
V.S.

These arrangements are neither "voluntary"
nor "temporary" nor "transparent." To illus
trate, consider the current war of words with
Japan. This battle was initiated by a fairly dra
matic increase in the announced exports of Jap
anese autos to the V nited States following the
expiration of the "voluntary" Japanese ar
rangement limiting exports to the V nited States
to about 1.8 million cars per year for the past
four years. You would think that the expiration
of the agreement between the V. S. and Japan
would mean just that, that. the Japanese were
now free to trade in automobiles. Such, of
course, was not the case. It is clear that our gov
ernment and the industries involved expected a
continued adherence to the arrangement by the
Japanese with at most modest increases in ex
ports to the V.S. The Japanese were still limit
ing exports, but apparently at higher quotas
than was expected, resulting in an increase in
exports to the U.S. under a supposedly open
trading system that has triggered the recent at
tacks on Japan.

Voluntary trade agreements are attractive pre
cisely because they are not transparent. They
amount to taxes on U.S. citizens and transfers
to some V. S. and foreign producers that never
appear on any budget document of the V. S.
government. Firms simply claim them as reve
nues from sales.

Because ideology and ideas matter far less in
the political arena than political self-interest, I
think one has to be quite pessimistic about the
future of the open trading system. In fact, the
subtle manner in which it is now being under
mined makes even tariffs attractive by contrast.
What is quite certain, though, is that we have
neither a Congress nor a president with any
commitment to free trade, only to "fair" trade,
and that some of our private industries will con
tinue to benefit from hidden, but nevertheless
substantial, taxes on each of our incomes to
support their own interests. D
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Protectionislll: A Threat to
Individual Freedom
by Stephen Lai

T
he rising protectionist sentiment threat
ens the consumer's right to choose
among competing goods and services.

This basic right, along with such civil rights as
freedom of speech and religion, must be de
fended or else the government becomes a threat
to all individual liberties.

Protectionism takes several forms, all of
which violate consumer freedom of choice. Tar
iffs are the most frequently cited example. In an
effort to save Harley-Davidson, the V.S. re
cently raised the duty on foreign motorcycles
from 4.4 per cent to 49.4 per cent. l Along with
tariffs, protectionist policies have grown to in
clude import quotas on foreign goods and gov
ernment subsidies to V. S. industries. Other
forms of protection include regulations and
standards on foreign imports, and government
procurement policies which favor the purchase
of domestic products.

Protectionism has its roots in the mercantilist
period of the sixteenth to eighteenth centuries.
Mercantilist legislation was based on the theory
that a nation gains wealth only by exporting its
products. This completely overlooks consumers
and their needs. In the nineteenth century, the
Corn Laws of Great Britain provided a tariff
barrier against foreign grains, and caused un
told suffering among the poorer masses.

V. S. tariffs originally accounted for 92 per
cent of Federal revenue. 2 In more recent years,
the percentage has fallen to around 1 per cent. 3

The decline in percentage was caused by an in
crease in the sources of government revenue,
not by a reduction in tariffs. The Smoot-Hawley
Tariff Act of 1930 raised V. S. tariff barriers to
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their highest levels, which provoked foreign re
taliation resulting in a disastrous plummet in in
ternational commerce. As Ronald Reagan
stated, the tariff "helped plunge this nation and
the world into a decade of depression and de
spair. ,,4

Currently the textile, steel, shoe, and elec
tronics industries are petitioning the govern
ment for protection from foreign imports. V. S.
producers also call for raising a protectionist
wall against the "flood" of Japanese products
and retaliation against Japanese protectionism.
The V. S. limits Japanese car imports and still
restricts carbon steel imports to one-fifth of the
market, because the Japanese subsidize indus
tries such as their machine tool manufacturers
and charge a 15 per cent to 20 per cent duty on
plywood imports. 5 About 180 trade protection
bills are being considered by the House of Rep
resentatives, and over 300 in the Senate.6 With
more special-interest legislation interfering with
the market, the forgotten consumer pays higher
prices for fewer goods.

Protectionism has evolved because of the no
tion that exports are good and imports are bad.
Many people mistakenly believe that every
transaction must have a winner and loser, de
spite the fact that people trade because, in their
own eyes at least, each expects to gain. Protec
tionists therefore advocate a "balance of trade"
based upon equal sales to both nations.

Industries argue for protectionist policies to
allegedly protect consumers from low-quality
foreign items and to insure their employees'
jobs. These companies disguise their true pur
pose of gaining security through the elimination
of competition.

Many domestic companies demand trade pro-
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tection because of unfair' 'underselling" by for
eign nations. These arguments are absurd be
cause the very nature of the market is to provide
goods at a lower price than the competition.
Protectionists then claim that foreigners' trade
policies are restrictive and are just cause for re
taliation, but such policies serve no purpose
other than revenge. While retaliation could
result in economic disaster like the Smoot
Hawley Tariff, a nation that chooses not to re
taliate provides the consumer with the benefits
of free choice, and makes a gesture that helps
establish friendly relationships.

Advocates of protectionism overlook the ben
efits of specialization and comparative advan
tage. Because resources are scarce, consumers
are best served when labor, capital, and raw
materials are channeled toward the most pro
ductive industries. Trade barriers interrupt this
process. As Ludwig von Mises stated, "All that
a tariff can achieve is to divert production from
those locations in which the output per unit is
higher to locations in which it is lower. It does
not increase production; it curtails it.,,7 The
market, and not the government, is the most ef
ficient allocator of resources.

Competition is an incentive to adapt and cre
ate new products for the consumer, not an ex
cuse to seek government assistance. Without
competition, an industry tends to stagnate. Pro
tectionism creates opportunities for monopoli
zation, where prices can be maintained at artifi
cially high levels. As foreign producers
improve their products and decrease their costs,
protected domestic industries become ever
more dependent upon government aid.

Because protectionism raises prices, it re
duces living standards. In the words of Adam
Smith, "In every country it always is and must
be the interest of the great body of the people to
buy whatever they want of those who sell it
cheapest. ,,8

In 1984, tariffs on Japanese cars cost U.S.
consumers an estimated 4.5 billion dollars,
while clothing duties cost an estimated 8.5 bil
lion dollars. 9 Even if employment was pre
served, each job supposedly saved by protec
tionism cost consumers an estimated $50,000 to
$100,000. 10 The consumer pays higher prices
when purchasing protected goods, and loses

money that could be spent on other products.
Many protectionists contend that economic

self-sufficiency is needed for national defense.
This argument, however, does not justify pro
tection of the wool industry or beekeepers.
When trade is free, consumers benefit from the
products of other nations, and friendship and
trust develop. When nations depend on one an
other for trade, there is little cause for war. As
Frederic Bastiat stated, "If goods do not cross
frontiers, armies will." II

The United States has fought several wars re
lated to trade issues. The Revolutionary War
began because Great Britain attempted to con
trol U.S. trade. The U.S. fought the Barbary
War from 1800 to 1815 to protest the demand
for tribute. The War of 1812 protested the
blockade of Europe by Great Britain. Even the
Civil War was related to the Southern dislike of
the Tariff Act of 1828 and the fear of European
retaliation.

It is difficult to assess the total cost of protec
tionism. But we do know that protectionism re
duces consumer choices and raises the prices of
protected foreign goods and competing domes
tic products. In addition, our tax dollars are
wasted on protected industries that require gov
ernment subsidies to stay in business. Finally,
government procurement policies waste more
money through the purchase of over-priced do
mestic products which could be bought at less
cost from foreign suppliers.

To stop this wasting of scarce resources and
the spiraling pattern of government interven
tion, consumers must recognize that freedom of
choice is a basic human right, and demand that
it be protected like all other rights. 0
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Protectionism and
Agricultural Price Supports
by E.C. Pasour, Jr.

T rade is highly important to V.S. agri
culture. In recent years, export sales
have represented about one-fourth of

the total revenue from sales of V .S. farm prod
ucts. Consequently, there is widespread con
cern in the agricultural sector about recent
losses in markets for farm exports and about the
harmful effects of trade barriers imposed by
other countries. Exports of U.S. farm products
in fiscal 1986 are expected to be less than $28
billion-down about $16 billion from the record
high of $44 billion in 1981.

Although U.S. agriculture is generally con
sidered to be a bastion of free enterprise, the
reality is quite different. Our domestic agricul
tural policy has been a perennial albatross in ef
forts by the United States to liberalize trade. As
shown below, there is an inherent contradiction
between domestic price supports and free inter
national trade. 1

Price Supports and GATT
The General Agreement on Tariffs and Trade

(GATT) is a multilateral treaty among more
than eighty governments (including the United
States) established in 1947 to liberalize and ex
pand trade through negotiated reductions in
trade barriers. The conflict between U.S. farm
programs and free trade, apparent when GATT
was formed, led the United States to insist on

Dr. Pasour is a professor of economics at North Carolina
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special treatment for agricultural products. The
incompatibility of current farm programs with
an open economy can be traced to farm policies
instituted during the Roosevelt New Deal era.
The Agricultural Adjustment Act of 1933, as
amended, requires that the U.S. Government
impose quantity restrictions whenever imports
would "materially interfere" with the operation
of U.S. farm programs. 2 Consequently, agricul
tural and other "primary products" were not
bound in the GATT treaty by the general princi
ples that prohibit import quotas and export sub
sidies.

It is not difficult to see why price supports for
dairy, sugar, peanuts, tobacco, and other U.S.
farm products have led to protectionist policies.
In recent years, for example, domestic prices of
U.S. dairy products frequently have been two
to three times world prices. The case of sugar,
for which domestic price in mid-1986 was
about four times world price, is even more dra
matic. Without rigid import controls, con
sumers would undermine domestic price sup
port programs by substituting lower priced
imports for price-supported products including
sugar, butter, cheese, and peanuts.

Although GATT permits import restraints for
agricultural products, there are limits as to how
far countries may legally go in restricting im
ports to protect domestic farm programs. Not
all of the U.S. import restraints on farm prod
ucts can be explained by the GATT exemption.
University of Chicago economist D. Gale John
son shows that U. S. import restrictions on
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sugar, dairy, peanuts, and beef products clearly
have violated the GATT principle that import
quotas should not be used to reduce imports by
more than the extent to which domestic produc
tion is reduced. 3 Therefore, when measured
against the touchstone of free trade, United
States trade policies as they affect farm prod
ucts fall short in both the letter and the spirit of
the law.

Export Subsidies
GATT exceptions for agricultural products

are also made for export subsidies as long as a
subsidy does not result in "more than an equita
ble share of world export trade in that prod
UCt.,,4 Even though U.S. agricultural interests
are highly critical of subsidized agricultural ex
ports by other countries, especially by members
of the European Economic Community (EEC) ,
the United States continues to subsidize the dis
posal of surplus farm products under the Public
Law (PL) 480 ("Food for Peace") program.
For example, about $1.5 billion is budgeted for
PL 480 in 1986.

The PL 480 export subsidy program, begun
in 1954, was motivated in large measure by the
desire to dispose of surplus agricultural prod
ucts. The program ostensibly has other laudable
objectives, including improvement of world di
ets, promotion of agricultural trade, and "food
for peace." Exports of U. S. farm products
have been increased through PL 480 over the
years in a variety of ways, including donations
of commodities, sales for local currencies, and
sales at low interest rates.

The Food for Peace program, however, is not
the only type of export subsidy affecting U. S.
farm products. A new $2 billion "export en
hancement program" was launched in 1985 to
run through fiscal 1988. The program is to be
targeted to markets taken over by competing na
tions using "unfair trade practices." In addi
tion, in an effort to dispose of government
stocks of price-supported products, the 1985
farm bill permits farmers to redeem their price
support loans at less than the amount
borrowed-another way of using the public
purse to drive down price levels in international
markets. 5

The largest amount of expenditures on export

subsidies, however, is reserved for the target
price method of price supports. In this price su
port system, farmers receive from the govern
ment the difference between the market price
and the target price of a product as a "defi
ciency payment." This program permits prices
received by U. S. farmers for price-supported
products to exceed significantly prices in inter
national markets-a poorly disguised export
subsidy. It is estimated that these so called "de
ficiency payments" will total about $10 billion
for the 1986 crop year.

Regardless of type, export subsidies are in
consistent with free trade. In the case of agricul
tural exports, "food aid that preempts the com
mercial markets of third-country exporters
creates an international trade problem and may
in the end be deleterious to the interest not only
of the international trading community but even
of the recipient country itself.' ,6

In view of the United States' history of subsi
dizing exports, U.S. criticism of similar poli
cies in other countries rings hollow. Current
complaints about protectionist trade policies by
other countries are especially hypocritical in
view of the increase in direct and indirect ex
port subsidies under the new farm bill. Agricul
tural interests in the United States have long
criticized the EEC for its protectionist farm pol
icies. The new farm bill means that the United
States can no longer argue that it is less depen
dent on export subsidies than the Europeans. 7

It should be no surprise when other countries
institute trade restrictions that are similar to
those long used by the United States. Moreover,
appeals to Japan, members of the EEC, and
other countries to open their markets to U. S.
products are unlikely to appear credible as long
as protectionist policies are maintained for U. S.
agricultural products.

In the public debate over trade policies, the
United States frequently is depicted as a free
trade island located in a sea of agricultural pro
tectionism. The preceding examples show that
there is a wide gap between this image and real
ity. Furthermore, as competitive pressures in
tensify in markets for farm products throughout
the world, it becomes increasingly important to
recognize the problems posed by U. S. domestic
agricultural policies in liberalizing and expand
ing trade.
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Implications of Rising
Agricultural Productivity

Farm productivity is increasing rapidly
throughout much of the world, not only in the
United States and the European Economic
Community, but also in the developing coun
tries where advances in productivity have been
especially pronounced. Dennis Avery, of the
U. S. Department of State, finds that during the
most recent decade, developing-country farm
outpUt rose 38 per cent while that of the
developed-country agricultures rose only 15 per
cent. 8 As an economic analyst who has followed
agricultural progress throughout. the world since
1980, Avery concludes that future farm export
trade will be "fiercely competitive" throughout
the world. 9

The implications of widespread technological
advances in agriculture are straightforward for
U. S. farm policy. Rising foreign farm produc
tivity and increasing competition in export mar
kets for U. S. farm products implies a progres
sively higher price tag for U.S. consumers and
taxpayers to maintain current U. S. price sup
port programs. Moreover, to the extent that do
mestic farm programs raise product prices, they
provide an artificial production incentive for
farmers in other countries.

The responsiveness of sales to a change in
product price generally is higher in interna
tional than in domestic markets because there
are more close substitutes in world markets. In
view of this responsiveness and the importance
of exports in the marketing of U.S. farm prod
ucts, protectionism could mean less revenue for
the agricultural sector, even in the short run. Of
course, protectionism is harmful to the public at
large even when it confers short-run benefits on
groups with narrowly focused interests.

Government price support programs for farm
products are clearly incompatible with an open
economy. It is hypocritical for the United States
to criticize other countries for using import con
trois, export subsidies, and other trade restric
tions that this country is also using. The United
States acting unilaterally cannot abolish protec
tionist measures in other countries. Policy
makers can, however, make our domestic farm
programs consistent with free trade.· The phas
ing out of domestic price supports that raise

U. S. prices above the world level is an impor
tant first step in reducing trade restraints and in
opening up world markets for U. S. products.
Price supports not only are inimical to trade,
they do not achieve their objective of increasing
the long-run profitability of agriculture. 10 Mea
sures to reduce trade barriers, on the other
hand, increase both prosperity and the prospects
for peace. II

The 1985 farm bill represents a continuation
of the failed farm policies of the past, rather
than a major change in direction. Farmers will
be more dependent on government payments
than ever before. Economic pressures may yet,
however, bring about a reduction in agricultural
trade barriers. Increasing competition in mar
kets for U. S. farm products and budget pres
sures may force U. s. policymakers to do what
they have heretofore been unable or unwilling
to do-modify our domestic farm policies to
make them compatible with the GATT objec
tive of liberalized trade.

The harmful effects of protectionist policies
are well known. The amount of damage varies
with the type of trade restriction, but the effect
of protectionism is always the same. It prevents
farmers, other workers, and consumers
throughout the world from reaping the benefits
that occur when individuals are permitted to en
gage in those activities in which they are most
productive. 0
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The Seven Deadly Fallacies
of Bad Econontics
by John K. Williams

I
n the sixth century of the Christian era

Pope Gregory I, remembered by history as
Gregory the Great, listed what became

known as the "Seven Deadly Sins." Gregory's
listing soon became as popular as the vices
listed, and by the Middle Ages any preacher
worth his salt had in his traveling bag a sermon,
or a series of sermons, expounding the nature
and detailing the perils of those Seven Deadly
Sins.

It may seem somewhat extravagant to liken
bad economic thinking to attitudes and actions
which allegedly condemned the soul to hell. Yet
economic errors are not to betaken lightly. The
errors I call the "seven deadly fallacies of bad
economics" can lead and have led to unspeak
ably destructive consequences. Their serious
ness cannot be overstated.

The Fallacy of Forgotten Costs
The first fallacy to be considered might be

called "the fallacy of forgotten costs." This
fallacy is admirably discussed by Frederic Bas
tiat in a pamphlet he penned in 1850 entitled,
"What Is Seen and What Is Not Seen." Writes
Bastiat: "Nothing is more natural than that a
nation, after making sure that a great enterprise
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will profit the community, should have such an
enterprise carried out with funds collected from
the citizenry. But I lose patience completely
. . . when I hear alleged in support of such a
resolution this economic fallacy: 'Besides, it is
a way of creating jobs for the workers.' "

Continues Bastiat: "The state opens a road,
builds a palace, repairs a street, digs a canal:
with these projects it gives jobs to certain work
ers. That is what is seen. But it deprives other
workers of employment. That is what is not
seen . . . In noting what the state is going to do
with the millions of francs voted, do not neglect
to note also what the taxpayers would have
done-and can nb longer do-with these same
millions. "

These words, written over a century ago,
could have been penned yesterday! Today's pol
iticians are still prone to justify their high tax
ing, high spending policies by pointing to the
employment opportunities they thereby
create-indeed, Lord Keynes provided such
politicians with an entire volume of incantations
they can mutter when perpetrating what Bastiat
called this "ruinous hoax." Strip away the new
terminology, and the old fallacy so castigated
by Bastiat is revealed-the deadly fallacy of the
forgotten cost..

The full import of this fallacy is concealed if
we think of "costs" simply in terms of
"prices." A price is merely a cost expressed in
monetary terms. It is extremely useful so to ex-



press a cost, relative money prices being the
key to economic calculation.

In truth, however, the "cost" of a good a per
son acquires or of a service a person enjoys or
of an activity in which a person engages signi
fies whatever that person has spent, surren
dered, or forgone in acquiring the good, in
availing himself of the service, or in engaging
in the activity. The cost to me of purchasing a
book may be not acquiring a theater ticket. The
cost to me of spending a day in a park may be
my not acquiring the income I could have
earned from writing. The cost to me of using
some land I own to grow wheat may be not us
ing that land to run cattle or grow vegetables.
Simply, in considering the cost of acquiring
some good or using some service or engaging in
some activity, one must consider every thing,
activity, and state of affairs surrendered or for
gone in opting for one of two or more alterna
tives. Factors such as comfort, time, ease, an
ticipated future satisfactions, and the approval
of other people may well be involved; indeed,
any thing, activity, or state of affairs a person
values can enter that person's calculation of
costs.

Some extremely significant implications for
sound economic thinking follow from this in
sight. The primary point Bastiat makes, how
ever, should be crystal clear. The good a person
chooses is seen and felt and enjoyed; the money
surrendered to acquire that good, and alterna
tive uses to which that money could have been
put, are by definition not seen and felt and en
joyed, and hence are easily forgotten.

Politicians, to take but one example, can tri
umphantly point to the jobs they have saved in,
say, the textile and clothing industries by the
imposition of tariffs. Not so obvious, however,
are the costs these tariffs involve. In the ab
sence of the tariffs, men and women may well
have preferred to purchase relatively cheap im
ported clothing for themselves and their chil
dren. They would thus have possessed addi
tional cash to spend on goods and services they
value, but rank in importance below a certain
amount of clothing.

Workers would have been employed to pro
vide these goods and services. Other workers
would have been employed to produce what
ever goods the overseas suppliers of textiles di-
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rectly or indirectly accept in exchange for those
textiles. Jobs in the textile industry are pro
tected, but at considerable cost: The additional
goods and services consumers could have en
joyed had they been able to purchase relatively
cheap clothing, and the jobs in the production
of these additional goods and services for
home-consumption and the goods exchanged,
directly or indirectly, for the imported textiles.

Add to that the even more intangible factor of
forgone competition, and the forgone innova
tions and technological improvements that may
well have characterized a threatened industry's
response to competition. Throw in the reality of
the forgone liberty of individuals to exchange
goods with whomsoever they please and for
gone bonds of interdependence forged between
nations. It may be that what is surrendered and
forgone is valued by many individuals less than
what is realized by the imposition of tariffs, but
that is not at the moment the point. The point
simply is that what is forgone and surrendered
is less visible than what is realized. Thus the
ease with which men and women fall for the
fallacy of the forgotten cost.

The truth is simple. It is summarized in the
proposition, "There's no such thing as a free
lunch." Every economic choice we make or
politicians make for us has a cost. The cost is
not obvious, being the valued opportunities for
gone. The beginning of economic wisdom,
however, is to keep an eye open for what is not
obvious, and thereby avoid the deadly eco
nomic fallacy of forgotten costs.

The Fallacy of Misplaced Value
In Canterbury Tales, Chaucer's Parson states

that the Seven Deadly Sins are "all leashed to
gether." So, it might be suggested, with the
seven deadly fallacies of bad economics. They
merge and overlap. It could well be claimed
that the second fallacy in my list-"the fallacy
of misplaced value"-and the first fallacy
"the fallacy of forgotten costs" -belong to
gether. Yet it is useful, I think, to distinguish
them.

Many medieval ethicists concerned them
selves with what they called "the just price." In
so speaking, they were suggesting that the
money prices of economic goods should reflect
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the "real" or "objective" value of these goods
and services. This "real" value of an economic
good was perceived as no less a quality of that
good, than, say, the good's weight.

As economic thought developed, a distinction
was drawn between the "use value" of a
good-the good's usefulness to human beings
and the "exchange value" of the good-the al
ternative goods and services for which the good
might be exchanged. Attention focused, how
ever, upon the "exchange value." What, peo
ple asked, determines this value? The most
promising answer seemed to be that it derived
from the productive resources used in its manu
facture, labor being the most significant. Thus
Adam Smith in his Wealth of Nations wrote
that, "If among a nation of hunters ... it usu
ally costs twice the labor to kill a beaver which
it costs to kill a deer, one beaver should ex
change for or be worth two deer." David Ri
cardo built on this foundation, and later Karl
Marx, greatly indebted to Ricardo, developed
his version-some would say versions-of the
labor theory of value. The value of an economic
good derived, insisted Marx, from only one of
the productive resources embodied in that good:
the "socially necessary labor time" its produc
tion involved.

In 1871, however, a radical challenge to this
way of thinking appeared in the form of Carl
Menger's Principles ofEconomics. Menger in
sisted that the idea of "value" was crucial in
economics, but he went on to argue that the
value of an economic good was not a mysteri
ous quality inhering in the good. Rather, when
speaking of economic value one is referring to
the relationship between an appraising mind
and an object appraised. Value is invariably
"value to someone." Value, in other words, is
subjective, varying from person to person, from
time to time, and from situation to situation.
Locating that value in a good rather than in the
mind appraising that good is what I signify by
"the fallacy of misplaced value. "

One distinction must be noted. In determin
ing the value to me of, say, a book, I am rank
ing the book in relation to other goods on my
own value scale. I rank it, let us say, above a
theater ticket, and thus acquire the book at the
cost of a forgone opportunity to acquire a the
ater ticket. I might also, however, appraise the

purchasing power of a good-that is, estimate
how much that good could be sold for. On this
matter I can be correct or incorrect. Something
"objective" is involved. Yet appraised purchas
ing power itself rests upon the countless subjec
tive evaluations of my fellow market partici
pants. It is from these hundreds of thousands of
subjective evaluations that changing relative
money prices in the. market are born.

Elaborating how market prices-including
the prices of the factors of production-derive
from the subjective evaluations of market par
ticipants is a fascinating exercise. Linking the
subjectivity of value to an understanding of
costs in terms of forgone opportunities leads to
some extraordinarily significant conclusions.

We are forced, for example, to assert that the
cost of an economic choice-be it that of pur
chasing a book at the cost of the forgone oppor
tunity to procure a theater ticket, or of produc
ing jump ropes at the cost of the forgone
opportunity of using the same productive re
sources in producing clotheslines-is known
only to the person or group of people making
the choice. We are further forced to insist that
an objective measure of cost is simply not avail
able, the individual's evaluation of a forgone
opportunity being by its very nature subjective.
If this be granted, talk of "social costs" be
comes suspect, to put it gently.

No less fascinating is the study of the at
tempts of many economists to avoid these con
clusions, perhaps the most significant of these
being Alfred Marshall's tortuous synthesis,
which featured a productive resource theory of
cost on the supply side and a subjectivist analy
sis of cost on the demand side.

Suffice, however, that we be aware of the fal
lacy of misplaced value. When we hear Marx
ists darkly muttering of the "surplus value" ex
propriated by capitalists, or other economists
speaking as though they could objectively com
pare the "value" of one distribution of eco
nomic goods to that of an alternative distribu
tion, we should become suspicious.

The realization that all economic choices in
volve costs can lead, by a faulty leap of logic,
to two further deadly economic fallacies that
typically come together: "the fallacy of static
wealth" and "the fallacy of the zero-sum
game."
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The Fallacy of Static Wealth
and the Fallacy of the
Zero-Sum Game

These twin fallacies take the form of a sort of
picture dominating the thinking of many peo
ple. Economic activity is depicted in terms of a
poker game. One player's chips are observed to
have increased. Immediately one concludes that
some other player has lost chips. Poker is, as
they say, a zero-sum game: Gains enjoyed by
one party must be balanced by losses suffered
by another. So it is, people embracing the falla
cies of "static wealth" and "the zero-sum
game" insist, with economic exchanges.
"Winners" must be balanced by corresponding
"losers."

Such was the "picture" held by advocates of
the socio-economic system known as mercantil
ism, the system Adam Smith so vigorously at
tacked. Perhaps the word "system" is some
what misleading, for, as Thomas Sowell has
noted, "[mercantilism] is a sweeping label cov
ering a wide range of writings, laws, and poli
cies beginning in various European nation
states in the seventeenth century, still pervasive
in the eighteenth century, and never completely
extinguished till the present day." ("Adam
Smith in Theory and Practice," in Adam Smith
and Modern Political Economy, edited by
Gerald P. O'Driscoll [Ames, Iowa: The Iowa
State University Press, 1979] pp. 3-18) Yet cru
cial to the thinking of "the motley collection of
businessmen, pamphleteers, and politicians"
described as "mercantilists" was the perception
of wealth as something static and of economies
as zero-sum games.

According to the mercantilists, wealth was a
constant, a given-like the chips in a poker
game. If one community-and typically the
mercantilists thought in terms of
communities-improved its overall economic
situation, another community must have lost
out. That losing community, so it was claimed,
must have bought more goods from the winning
community than it had sold to that community,
the difference having been made up in gold. As
the seventeenth-century writer Thomas Mun
expressed it, only "the treasure which is
brought to the realm by the ballance [sic] of our

foreign trade . . . [constitutes the amount] by
which we are enriched" (England's Treasure by
Forraign Trade [1664; New York: Kelley,
1965] p. 21). To achieve an export surplus,
mercantilist nations were characterized by gov
ernmental controls of a magnitude and scope
which, as Sowell puts is, "probably exceeded
anything seen in the twentieth century, either in
capitalist economies or in most socialist econo
mies" (ibid., p. 4).

What Adam Smith perceived, essentially,
was first that "wealth" was not something
static and given like gold, or, indeed, poker
chips, but rather consisted of goods and ser
vices that could be created, and second that
both parties to an economic exchange could im
prove their respective situations. This second
perception is sharpened if we take seriously the
truth ignored by those committing the fallacy of
misplaced cost, namely, that the value of an
economic good is not a mysterious quality
somehow residing in the good but a relationship
between an appraising mind and some object
appraised.

If, in the absence of coercion, two individuals
exchange goods or services, it can be only be
cause each party to the exchange values, at least
at the time of the exchange, what is .obtained
more than what is surrendered. Each anticipates
enjoying a more valued situation by making the
exchange than obtained before making the ex
change. There are two winners, not one. This is
a positive-sum, rather than a zero-sum game.

Given that Adam Smith in 1776 exposed the
twin fallacies-the fallacy of static wealth and
the fallacy of the zero-sum game-and given
the clinching of this exposure by the insistence
of economists following the lead of Cad
Menger that the "value" of a good or service
signifies the value of that good or service to
someone, one might have thought that the two
fallacies could be exorcised from people's
thinking. But not so.

Consider the following statement, taken from
the published sermons of a· cleric with whom I
am fighting a somewhat protracted battle:

"Think of an economic system in terms of
some castaways on a desert island. The casta
ways have brought with them some fresh water,
and they find a supply of bananas and coconuts
on the island. Some of the castaways have
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greedily claimed that they own the water and
the supply of food. They feast, but their fellow
castaways starve. Some suffer, simply because
others are selfish."

The key phrase in this: "Think of an eco
nomic system as . . ." The speaker is describ
ing a static situation: an island with a given sup
ply of food and water. And that is precisely how
not to think of an economic system!

If an economic system is to be compared to
an island, let it be a large island inhabited by
active people. Some people have devised a way
of distilling fresh water from sea water. Some
have established banana and coconut planta
tions. Some have become skilled at fishing.
Some have bred wild goats. Some have learned
to extract iron. Even the simplest are contribut
ing to the process of wealth creation, say by
tending a fire used for the distilling of water.
The moment one starts thinking not in terms of
goods simply provided like manna in the wil
derness, but of men and women using the skills
and imagination they possess and the raw mate
rials at their disposal to create the goods and
services they want, one is beginning to ap
proach the reality of an economic system. And
one has escaped from the deadly economic fal
lacy of finite wealth.

Consider another quotation from the same
source:

"One does not have to be a genius to realize
that, if some citizens in western nations are get
ting richer, then other citizens of these
nations-or perhaps men, women and children
of the Third World-are getting poorer. One
does not have to enjoy a university education to
realize that, behind newspaper headlines report
ing company profits, are the many helpless little
people who have been forced to endure losses.
If Peter prospers, somewhere there's a Paul Pe
ter has robbed."

Frankly, one does not have to be the posses
sor of a university education to realize that the
author of these passages is peddling the discred
ited economic nostrums of yesteryear. He has
embraced, and is luring his listeners and readers
to embrace, the twin fallacies under consider
ation: the fallacy of static wealth and the fallacy
of the zero-sum game.

In all fairness, I should add one qualifier. The
fallacy of the zero-sum game is only a fallacy if

the exchanges made by people are not coerced.
The moment coercion enters the picture-be
that coercion exercised by individuals who have
discovered that improving their well-being by
plunder is more congenial than doing so by pro
duction and voluntary exchange, or by govern
ments using their coercive power for purposes
other than the protection of citizens from such
individually initiated coercion-then zero- and
indeed negative-sum games abound. Sadly,
however, few of those depicting economic ac
tivity in terms of zero-sum games are advocat
ing the only economic system which avoids
such "games" -the free market.

The Fallacy of False Collectives
The fifth deadly economic fallacy I .would

bring to your attention is the fallacy of false col
lectives. All of us are familiar with collective
nouns: "the community," "the state," "a soci
ety, " "the working class," "aggregate de
mand," and even "the market." These terms
can be extremely useful, functioning as a sort of
shorthand whereby we refer to numerous indi
vidual human beings and particular relation
ships between them. Problems are created,
however, when we start speaking and thinking
as though these terms signify "thing-like," ex
isting entities distinct from these individuals
and relationships.

There may be some value, for example, in
occasionally using such terms as "aggregate
demand" and "aggregate supply." Mischief is
afoot, however, when the real world that eco
nomics seeks to understand-the world of peo
ple seeking to improve their situations by using
what they have to acquire what they want-is
supplanted by a purely imaginary world, a sort
of ballet called "the economy" starring the two
dancers "aggregate demand" and "aggregate
supply. " Lost in that imaginary world one is
tempted to get into the act, so to speak.

Why not play choreographer? Why not im
prove the performance by stimulating "aggre
gate demand"? There is nothing wrong with
this fantasy if fantasy it remains, but when the
real world of economic activity is subjected to
governmental activities described as "stimulat
ing aggregate demand," disaster can result.

Indeed, there are dangers inherent in aggre-
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gates even if one avoids the fallacy of treating
these aggregates as concrete "things." As
Madsen Pirie observes in The Logic ofEconom
ics (London: The Adam Smith Institute, 1982),
"When we use numbers we lose information."
A study of "apples" dictates indifference to in
formation about the particular weight, shape,
taste, and so on of each component apple; a
study of "fruit" dictates indifference to further
detailed information. Yet in economics, as is
the case elsewhere, truth often lies in the de
tails.

Suppose we are thinking of the phenomenon
of involuntary unemployment. We are wonder
ing if the phenomenon is related to wage rates.
We do our homework. We reach a fairly general
conclusion: If men and women are to use what
they have to acquire what they want, they must
direct their productive efforts in a way that
takes account of the changing tastes and prefer
ences of their fellows, the changing skills and
technologies available to a community, the
changing relative scarcities of raw materials
distributed globally, and so on. We further con
clude that information about such realities is
available only when 'it is encoded in changing
relative money prices in a free market.

We note, for example, that a rise in the price
of one product relative to others tells both con
sumers and producers what they must do to im
prove their situations, and constitutes an incen
tive for these people to act. We finally conclude
that changes in the prices for various forms of
labor in various activities encode the best infor
mation available in a large and complex society
for what we might call the "distribution" of la
bor.

A downward move in the wage level avail
able for people of certain skills in a particular
industry, and an upward move in the wage level
available for people of different skills in another
industry, "informs" people as to what skills it
is desirable to acquire and in what industry it is
desirable to seek employment. We thus con
clude, perhaps, that politically determined or
sanctioned measures preventing wage rates
from moving downward in certain industries or
arbitrarily forcing them upward in other indus
tries deprive people of the information they
need if some sort of correspondence is to obtain
between the distribution of various forms and

quantities of labor and the distribution of de
mand for these forms and quantities of labor.

Suppose, however, that we attempted to
tackle the problem, thinking only of some ab
straction called the "unemployment rate" and
the "average wage level." There is no way
that, so thinking, we would find ourselyes look
ing askance at measures interfering with
changes in relative wage rates. Inevitably, eco
nomic theorists and politicians embracing the
fallacy of false collectives are destined to lead
men and women to economic disaster.

The Fallacy of Centralized
Planning

The sixth deadly economic fa1lacy I have
called "the fallacy of centralized planning. ' ,

The defining economic question can, per
haps, be expressed thus: "How are men and
women to use what they have-skills, raw ma
terials, information, and time-peacefully to
acquire what they want?"

Some components of an answer are reason
ably apparent. For example, the adverb' 'peace
fully, " which precludes an answer to the ques
tion in terms of the oldest labor-saving device
known to humanity-the use of violence to ex
propriate desired goods from men and women
creating these goods-demands, I suggest,
some adopted practices or accepted institutions
protecting people from coercive violence. Any
response to the question which goes beyond the
most primitive will involve, I submit, at least a
rudimentary division of labor. But the activity I
particularly wish to focus upon is that of coordi
nation.

Historically, human beings have discovered
but three ways to coordinate their productive ef
forts so that they more or less successfully use
what they have to acquire what they want: coor
dination by tradition, coordination by political
edict, and coordination by "the market"-and I
am aware, incidentally, that this term "the mar
ket" is itself an abstraction or collective of
sorts, pointing to individual men and women
enjoying private property rights and voluntarily
engaging in transactions chosen and negotiated
by themselves.

Tradition is a satisfactory means of economic
coordination-' 'planning" if you like-only for
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the most primitive and static of societies. The
two options today deemed viable for large and
complex societies are those of coordination by
political edict and coordination by the market
the "command economy" and the "market
economy."

The f~lacy of centralized planning has it that
while in simpler times it may have been possi
ble to coordinate the economic activities of men
and women by the market, the complexity and
rapid technological changes of today's world
make such a·means of coordination impossible.
It is claimed that we thus require expert plan
ners working in conjunction with politicians.

I submit that this claim is a fallacy reversing
the reality. Only the market can coordinate the
economic activities of hundreds of millions of
men and women in a rapidly changing world.

Consider, for a moment, a simple tribal soci
ety. Assume that the wants of its members are
limited, the skills possessed by the "tribe-as-a
whole" are relatively few, and the raw materi
als available to the tribe remain more or less the
same from year to year. In such a situation we
can imagine tribal elders, or even the tribe as a
whole, meeting and planning the tribe's eco
nomic activities by reference to this readily
available information about what the tribe
"has" and what tribe members want.

Now consider, in contrast, a large and com
plex society. A vast menu of possible wants is
available, individuals opting for widely differ
ent "lists" of wants and diverse rank orderings
of these wants. Skills are highly specialized and
are diffused through millions of people, and
constantly change as new technologies become
available. Resources are distributed globally,
and are marked by constantly changing relative
scarcities. It is literally impossible for political
planners, however good and wise, to collate,
synthesize, and make economic decisions by
reference to this totality of information.

Yet as already noted, this information is
available, in an appropriately distilled form, in
a market economy. Changing relative money
prices, which are determined by the interactions
of millions of individuals seeking to improve
their situations through what they produce and
the voluntary exchanges they make, "encode"
this data. There is planning and coordination,
but it is the planning of countless individuals

doing what they can to acquire what they want,
and the coordination of these plans by what Carl
Menger called the "organic phenomenon" of
the market or what Friedrich Hayek called the
"spontaneous order" of the market. The very
complexity of modern societies, and the dif
fused, changing, and essentially private nature
of much of the information which coordinated
economic activity must utilize, combine to
make central planning impossible.

It is tempting to suggest that this sixth deadly
fallacy of bad economics is rooted in the first of
the old Seven Deadly Sins: the sin of pride. It is
humbling to acknowledge that the peaceful ac
tivities of the many can coordinate an economy
with a subtlety and flexibility the deliberative
planning of a super intelligent few could never
realize. Perhaps it is this very pride that makes
the deadly fallacy of centralized planning so at
tractive.

The Fallacy of Market Mastery
The seventh and final deadly economic fal

lacy to which I would draw your attention I
have called "the fallacy of market mastery."
This is the fallacy of those who claim that the
market is a means whereby some people exer
cise power over others.

Consider, for example, this frequently heard
statement about labor unions: "Were it not for
unions, employers could set whatever wages
they wished. Their economic power would be
absolute!"

The model is clear. Capitalists allegedly en
joy power over those with only their labor to
sell. The whim of employers would determine
wages were it not for the bargaining power of
unions-a power dependent upon the capacity
of unions to prevent workers from accepting a
wage lower than the "union wage."

This claim could well lead us into an exami
nation of a range of theories explaining how
wages are determined: the subsistence theory of
Malthus and Ricardo, the wage-fund theory of
John Stuart Mill, and so on. Let us content our
selves, however, with briefly returning for a
moment to the days of mercantilism-in partic
ular, mercantilist France.

Unions as such did not exist. The government
actually imposed maximum wage laws. Any
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employer who paid wages above a legally de
fined ceiling was charged with an economic
crime, tried, and if found guilty, may well have
been sent off to be chained to an oar in one of
France's sea-going galleys. The shocker is that
numerous employers defied these maximum
wage laws!

Why? The selfishness of employers, and the
forces of even a grotesquely fettered market,
led them to engage in their law-defying activi
ties.

Suppose, for example, I am a factory owner
in mercantilist France. By taking on an addi
tional worker I can increase the hourly output of
my factory by goods I can sell for $40. The
money costs of the raw materials involved in
producing these additional goods, and the
money costs of the additional wear and tear on
my machinery, come, let us say, to $20. The
maximum wage rate the government allows me
to pay each worker is $1. Each additional
worker I can put on thus yields me an additional
$19 an hour!

Now for the purposes of our discussion, let us
assume the same figures apply in all industries.
Each additional worker an employer takes on
represents an additional $19 in the employer's
pocket. But to acquire my additional worker, I
have to attract him from his present employ
ment. To do that, I must content myself with,
say, an extra $18.50 an hour I can pocket, offer
ing him not $1 an hour but $1.50 an hour.

Simply stated, employers must bid for a
worker's services. In this hypothetical situa
tion, the critical figure is $20 an hour. At any
wage rate below that figure, employers benefit
by adding employees. At any wage rate above
that figure, it doesn't pay to add an additional
employee-hence the damage caused by mini
mum wage laws. Wage rates tend toward the
money value of the productive output of labor,
and that is increased as the capital invested per
worker increases.

The economic system in mercantilist France
was anything but a free market. Yet such rudi
mentary and fettered aspects of the market as
did exist were sufficient to generate what we
might call "the mystery of the inexplicably
generous employers." Simply put, the market
itself-the self-directed productive and ex
change activities of individual market

participants-determines wage rates, just as it
determines all prices. Indeed, in an unfettered
market economy, the profits of the entrepre
neur, the interest accruing to the owners of capi
tal and land, and the wages of workers, are all
determined in this sort of way. They reflect the
relative contributions of the entrepreneur, of the
owners of capital and land, and of those selling
their labor, to the productive process. That is
the genius and, indeed, the beauty of the mar
ket.

For our purposes, however, it is sufficient to
stress that given a market economy-and that
entails the rule of general principles of conduct
equally applicable to all proscribing the use of
violence or threatened violence by any-the
price for which individuals can sell their labor is
set by the same process all prices are set, a pro
cess of competitive bidding for scarce resources
and goods. No person or group of people exer
cises mastery over the market or is in a position
arbitrarily to control the price of anything. All
that anyone can do is to offer to exchange goods
and services with his or her fellows.

Conclusion

Men and women once took the Seven Deadly
Sins with desperate seriousness. Pride, envy,
anger, sloth, covetousness, gluttony, lust: the
list was familiar. Preachers, and writers such as
Chaucer and Dante, depicted in considerable
detail the dire consequences of actions in
formed by these realities.

I have referred to seven fallacies. The fallacy
of the forgotten cost. The fallacy of misplaced
value. The fallacy of finite wealth. The fallacy
of the zero-sum game. The fallacy of false col
lectives. The fallacy of centralized planning.
The fallacy of market mastery. There is no need
for me to depict the dire consequences of
actions informed by these fallacies. They are
familiar to all who contemplate human history,
both ancient and contemporary. Familiar also,
however, are the consequences for a people
who seek to use what they have to acquire what
they want in ways rooted and grounded not in
these fallacies but in economic truth. May the
liberty and the plenty that such truth alone
makes possible be enjoyed by ourselves, by our
children, and by our children's children! 0
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Freedom and Failure
by Dwight R. Lee

D
uring good times and bad, the eco

...• nomic landscape seems always littered
with firms that have failed, workers

who have become unemployed, farmers who
have lost their land, and the residue of entire
industries in the process of withering away. The
natural tendency is to see these failures, and the
genuine human hardships that result, as a flaw
of the economic system that produces them.
Even those who consider themselves supporters
of the market economy call for government
action to buffer society against the harsh fail
ures of unfettered capitalism.

It is certainly the case that when viewed in
isolation the consequences of economic failure
appear cruel, harsh, and unfair. Because of
events over which they have little or no control,
many hard-working, law-abiding citizens expe
rience serious economic hardships in a system
of free market capitalism. Noone can argue
with credibility that all, or even a significant
minority, of these victims of economic failure
are getting what they deserve in any particular
instance of adversity. But economic outcomes
that in isolation seem unjustified may be the
necessary consequence of a system that is gen
erating an overall, long-run pattern of outcomes
that is entirely justified. As Henry Hazlitt has
warned repeatedly, the major source of error in
economic understanding comes from the ten
dency "to concentrate on ... short-run effects

Dr. Lee is a professor of economics at the University of
Georgia, where he holds the Ramsey Chair of Private En
terprise.

on special groups and to ignore ... the long
run effects on the community as a whole.,,1

Hazlitt's warning cannot be overemphasized
when considering economic failure and the fair
ness of free market capitalism. Each market
failure is an inseparable part of a wider web of
interactions and outcomes that provides every
one the maximum opportunity for success in the
world of scarcity. Scarcity is an unfortunate fact
of life, and it is easy to see scarcity itself as
unfair. But unless one is prepared to argue that
making the best of an unfortunate situation is
also unfair, there can be nothing unfair about
free market capitalism. And because instances
of failure are necessary companions to the gen
eral success of the free market process, it would
require a sharp twist of logic to characterize as
unfair the failures that arise from free market
activity.

Economic failure is inevitable if we are to
have economic progress. One explanation for
this link between failure and progress was pro
vided by Joseph Schumpeter when he described
capitalism as a "process of creative destruc
tion. ,,2 The discovery of improved products,
and better ways of producing existing products,
necessarily means that many established prod
ucts and technologies are valued less. Those
who have committed their resources to these
now obsolete products and technologies will
suffer a decline in wealth as their investments
turn sour and their skills become less employ
able. They will experience economic failure.
But this destruction of wealth, or economic fail
ure, is only part of a larger picture of wealth



creation and economic success. The loss of
wealth experienced by some is (1) a transfer of
resources to those who will put them to more
valuable use, and (2) a compelling incentive to
redirect efforts into more productive employ
ment. The process of "creative destruction" is
our best hope for economic success.

Entrepreneurial Freedom
and Failure

There is another vital link between economic
failure and progress. Economic progress that
expands opportunities for all is clearly a force
for fairness. Such broad-based economic prog
ress depends on what is best described as the
entrepreneurial spirit. Without those with vi
sions of what might be, and the dedication and
courage to pursue those visions, few of the
technologies and products that provide the
foundation for our current wealth would be
available. It is only because individual entrepre
neurs have had the freedom to attempt what the
more "sensible" among us would never have
attempted that economic development has been
possible. 3

This does not mean that most entrepreneurial
ventures contribute to our economic well-being.
Quite the opposite is true. A relatively small
percentage of the projects promoted by entre
preneurs add more to our wealth than they con
sume in time, talent, and resources. Most entre
preneurial ventures turn out to be exactly what
most of us would have predicted in advance
impractical fantasies. But, it is impossible to
know in advance which entrepreneurial gam
bles will be an economic step forward. There is
only one way to discover these economic suc
cesses, and that is by giving entrepreneurs the
freedom to snub their noses at the conventional
wisdom and venture forth in pursuit of their
"impossible" dreams.

This freedom to attempt success in the face of
daunting odds requires an accompanying free
dom to fail. And the freedom to fail has to be
sufficiently painful that it cannot be ignored.
The entrepreneur whose project is rejected by
the consumer will remain convinced that it is
the consumer who is mistaken. Unless such en
trepreneurial confidence is sternly subordinated
to consumer preferences, the losses from the
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many entrepreneurial mistakes would persist
and overwhelm the gains from the relatively
few entrepreneurial successes. Without the dis
cipline of failure forcing accountability to con
sumer preferences, entrepreneurial ventures
would be economically destructive and entre
preneurial freedom could not be tolerated. The
economic system that cannot condone failure
cannot risk freedom.

Communication, Honesty,
and Concern

There is only one economic system that turns
failure into a force for the type of accountability
that makes freedom possible. That system is
free market capitalism. It is a system that allows
freedom because it is a system that motivates
people, both when they succeed and when they
fail, to deal with each other with honesty and
fairness.

Consider the characteristics of a system of
human interaction that would be ideal from the
perspective of economic accountability and
fairness. First, this system would have each of
us in constant communication with everyone
else. If there is to be any hope of being account
able to the preferences of others in our use of
resources, each of us will need to receive infor
mation from others on their preferences. Sec
ond, the communication that took place would
be honest. Transmitting inaccurate information
on the value derived from resources would
make it impossible to direct resources into their
highest valued uses. Third, each individual
would give the preferences of others the same
weight he gives his own. No matter how much
an individual may desire one economic out
come, if others communicate to him that they
value another outcome even more he would ac
commodate their preferences.

It is possible to achieve a real world approxi
mation to this ideal system-free market capi
talism. The key to understanding this approxi
mation is in recognizing the incentives
established by the private property system
which forms the foundation of the market.

In the private property system, resources are
transferred from one individual to another
through voluntary exchanges. The market
prices that arise from these exchanges are the
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means by which all market participants commu
nicate their preferences to each other. There ex
ist strong incentives for people to communicate
honestly through prices. It is in the interest of
all market participants to assess carefully the
value realized from different resources, and to
communicate their desire for more of a particu
lar resource only if it is honestly worth more to
them than the prevailing market price. The
temptation sellers would otherwise have to
overstate the values of their products with ex
cessive prices is controlled by market competi
tion.

Finally, each market participant is motivated
to act as ifhe has the same concern for the pref
erences of others as he has for his own. When
an individual reduces his use of a product in
response to a higher price, h~ is in effect say
ing, "Others are telling me that this product is
worth more to them than it is to me, so I will
consume less so that they can consume more."
Similarly, economic failures such as bankrupt
cies and unemployment can be thought of as
people saying, "Others are telling me that my
resources would be more valuable in other ac
tivities, so I will respond to their preferences."
These "failures" reflect the success of free
market capitalism in getting people to cooperate
with each other freely, fairly, and honestly.

Focusing on Failure
Unfortunately, few people heed Henry

Hazlitt's warning and look beyond the isolated
trees of economic failure to see the overall for
est of economic success. This oversight is ex
plained in part by the fact that it is easier to
concentrate on particular outcomes than to
comprehend the larger pattern of which these
outcomes are only a part. But this is far from a
complete explanation. The fact is that there is
more for people to gain as members of orga
nized interest groups by concentrating on the
isolated failures than by considering the overall
success of free market capitalism.

When individuals suffer losses from the oper
ation of free market capitalism, they are in fact
making a necessary contribution to the working
of an economic system that serves the long-run
interest of all. From the perspective of each in
dividual, however, the best possible situation

would be to receive protection against personal
economic failure while benefiting from the con
tributions the failures of others make to eco
nomic progress. The fundamental fairness of
the free market is that it does not provide any
one a free ride on the contributions of others. In
the free market everyone has to contribute to
the general economic prosperity by accepting
the failures as well as the successes that come
his way.

It is the legitimate function of government to
enforce the private property rights upon which
the fair and honest cooperation of the free mar
ket depends. When property rights are enforced
no one can avoid making the cooperative ad
justments required by economic failure while
benefiting from the cooperative adjustments
economic failures force on others.

Unfortunately, government power, though
justified as a means of protecting property
rights, can be destructive of these rights. This
abuse of government power is sure to occur
when, as has been the case in recent decades,
government ceases to be viewed as a necessary
evil and instead is seen as the primary source of
social progress. Once it becomes widely be
lieved that the discretionary use of government
power is an acceptable means of solving partic
ular economic problems, economic failure will
become a useful justification for the politically
organized to receive unfair advantages at the
expense of the politically unorganized.

The negative consequences of economic fail
ure are highly visible because at anyone time
they tend to be concentrated on a relatively few.
The positive consequences of economic failure
are largely invisible because they are indirect
and spread over the entire population. When the
few who experience economic failure are orga
nized they will see it to their advantage to lobby
government for relief. By granting this relief,
politicians receive the gratitude of the benefit
ing few by imposing a diffused cost on the en
tire population. This imparts a clear political
bias in favor of substituting unfair government
force for the fairness of market cooperation.
This bias, however, although generated by the
political muscle of organized special interests,
ultimately rests on perceptions of fairness.

If protecting a particular group against the
consequences of economic failure is widely



considered to be an unjust use of government
power, then politicians· will be very reluctant to
provide such protection. Special interest groups
lobbying government for· relief from an eco
nomic failure cannot rely solely on the organi
zational advantage they have over the general
public. Success depends crucially on the per
ception that justice is served by indemnifying
particular groups against failure. There is much
to be gained by those that are, or would be, po
litically influential from portraying their eco
nomic failures as unfair. No one should be sur
prised that as government has grown, the focus
on economic failures has increased, as has the
perception that these failures are unfair. With
government standing ready to transfer wealth to
those whom the economy has treated "un
fairly," the private payoff is increasingly in la
menting the "unfairness" of failure rather than
celebrating the fairness of the cooperation,
wealth, and freedom that this failure makes pos
sible.

Conclusion
The fact is that government cannot reduce

economic failure. It can only protect some
against failure by increasing the overall level of
failure and imposing it on others. As Hayek
warned over 40 years ago: "The more we try to
provide full security by interfering with the
market system, the greater the insecurity be
comes; and, what is worse, the greater becomes
the contrast between the security of those to
whom it is granted as a privilege and the ever
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increasing insecurity of the underprivileged. ,,4
The special favors granted by government are

not only unfair, they become the justification
for yet more futile government attempts to pro
vide security against economic failure.

Once government starts down the road of
buffering people against the failures of market
activity it becomes difficult to turn back. And
the ultimate destination if we remain on this
road is a politicized economy lacking both fair
ness and prosperity because it cannot provide
the accountability nor tolerate the freedom
which are essential for economic success and
honest cooperation. The best hope for preserv
ing the market process is by advancing public
understanding of how this process works to pro
mote a broad-based prosperity. Only through
economic understanding can we pierce the rhe
torical facade of fairness used by organized spe
cial interests to acquire political favors. Once
this facade has been stripped away, it will be
difficult for political opportunists to undermine
the freedom and prosperity of all under the pre
tense of concern and justice. 0

1. Henry Hazlitt, Economics in One Lesson, New York, Arlington
House Publishers, 1979; p. 17.

2. Joseph A. Schumpeter, Capitalism, Socialism and Democracy,
New York, Harper Torch Books, 1962; pp. 81-86.
3. The benefits from freedom are clearly not confined to those who

choose to exercise it. As F. A. Hayek has said, "The benefits I
derive from freedom are thus largely the result of the uses of free
dom by others, and mostly of those uses of freedom that I could
never avail myself of. It is therefore not necessarily freedom that I
can exercise myself that is most important for me." See F. A.
Hayek, The Constitution of Liberty, The University of Chicago
Press, 1960; p. 32.
4. F. A. Hayek, The Road to Serfdom, The University of Chicago

Press, 1944; p. 130.

Subsidizing Inefficiency

B
ECAUSE FAILURE is repugnant to a welfare-oriented society, we see contin
ued efforts made to put a floor under everything. This includes a spreading
attempt to bolster up faltering business firms or even whole areas or indus

tries by government grants, loans, subsidies, defense contracts, and the like.
Ironically, the greatest danger to our economic system today lies not in a direct

attack on profits, but in a well-meaning effort to insure everyone against failure. To
put it bluntly, this means SUbsidizing inefficiency; it is the antithesis of the effective
operation of the profit motive.

We are in danger of losing one of our greatest freedoms: the freedom to fail.
Profit and loss are two sides of the same coin; take away one side and you take
away the whole coin. Our greatest economic asset is the right to invest private
capital in the hope of making a profit, but at the risk of losing our shirt.

-GEORGE CLINE SMITH

IDEAS
ON

LIBERTY
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A REVIEWER'S
NOTEBOOK

The Start-Up
Entrepreneur
by John Chamberlain

I
n his Discovery and the Capitalist Process,
which was reviewed in The Freeman last
winter, Israel Kirzner speaks of three levels

of entrepreneurial endeavor. One is at the level
of arbitrage, where paired buying and selling
transactions are simultaneous. A second level
of entrepreneurship is pure speculation on the
future. This depends on alertness but without
any simultaneity in the buying and selling of
physically identical objects. The third level in
Kirzner's triad is that of productive creativity in
which the entrepreneur sees possibilities in
novel forms of combination.

Though the Kirzner levels may overlap in
gifted individuals, a case can be made that only
the third Kirzner type of operator deserves to be
called the true entrepreneur. The arbitrage
dealer creates nothing by his trades as such,
though he may use his profits creatively at a
different time. The pure speculator may help his
own bank account to grow, but it will be the
bank's business to use the speculator's profits
creatively. In his The Start-Up Entrepreneur
(New York, E. P. Dutton, 306 pp., $18.95)
James R. Cook pays his respects to all types of
enterprisers, including managers such as Alfred
P. Sloan of General Motors who also had crea
tive flair. But for the most part Cook is con
cerned with people who, perceiving market
gaps and unsatisfied wants, bring improved or
new products and services into existence.

There is a strong autobiographical thread to
Mr. Cook's book. He had been a small-town
insurance agent in Minnesota, but he yearned to
start a manufacturing and servicing company of

his own. Without doing any research what
soever in the field of water purification he
plunked down some of the cash he had received
from selling his insurance agency for a fran
chise to market "Crest Water" in the Miami
Fort Lauderdale area of Florida. The Crest Wa
ter machine that went with the franchise could
really do a purifying job, but it soon became
apparent that Cook and his partner Jay Ander
son didn't know Florida. They thought they
could sell to the restaurants. After a score of
turn-downs and some unfortunate encounters
with antagonistic Health Department inspectors
they decided to concentrate on condominiums
and apartments. When they finally made sev
eral inroads in North Miami, they discovered
that the machines they sold rusted within
weeks. And there was a fish taste when the de
ionization tanks wore out.

There had to be corrections in the machines.
Before the manufacturers came through with
something workable the problem of getting cus
tomers remained acute. Luckily Cook and his
partner got a tip that the thoroughbred horses at
the Tropical Park race track were drinking bot
tied water. Cook's partner made the rounds of
the trainers, and in a few days he had a life
saving order. After further trials and tribula
tions Cook found a Key Biscayne developer
who was willing to test a coin-operated machine
in one of his flagship buildings. The coin
operated concept proved the breakthrough.
There were still other difficulties, both of
money-raising and manufacture, to survive, and
the business never did become a gold mine. But



fourteen months after they had started Cook
and his partner found someone to buy their
business for $120,000.

What Cook learned from his Florida experi
ence was persistence. Back home again in Min
nesota he began to keep a notebook compilation
of "needs" and "errors. " As a gun collector he
noticed there was no market price guide for pro
spective gun purchasers. So he began to publish
the Blue Book of Gun Values. He formed a
group to offer insurance on safe deposit boxes
after he had gone into the business of selling
gold and silver to investors. Market gaps
seemed to open up everywhere. He put up the
capital to help start a company that sold nonal
coholic mouthwash to members of Alcoholics
Anonymous. The company - Morning Magic
Mouthwash of Colorado - is still prospering.
During the oil crisis he beat a formidable com
petitor in providing wood stoves. The market
gap here lasted all too short a time, but, with his
Investment Rarities Incorporated, which does a
lot more than buy and sell precious metals,
Cook has never been at a loss for new diversi
fied entrepreneurial ventures.

As a "how to" book as well as an autobiogra
phy The Start-Up Entrepreneur is filled with all
sorts of valuable advice to beginners. The prob
lem of diversification must be handled care
fully. Oddly, investment capital for small enter
prises never seems to depend on interest rates.
If the "cut in" prospects seem good to friends
and relatives of small-time enterprisers, the
money comes through. This probably explains
why the vast increase in jobs under Reagan has
come from small companies that have not had
to borrow at particularly high interest rates.

Much of Cook's advice comes in the form of
quotations from the famous entrepreneurs and
free market thinkers of both past and present
history. Ray Kroc of McDonald's is quoted so
often that he might well have been listed as a
co-author. In certain sections the book reads
like an anthology, with wisdom coming in short
and effective spurts from Andrew Carnegie,
Peter Drucker, Cyrus· McCormick, J. C. Pen
ney, Napoleon Hill, Ludwig von Mises,
Leonard Read, Conrad Hilton, Henry Ford,
Stanley Marcus, George Gilder, and Dale
Carnegie, just to name a few of Cook's chosen
mentors.
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Cook seems to have done superlatively well
for himself despite government regulation and
the depredations of the Internal Revenue Ser
vice. He is always mindful, however, that he
might have started more businesses if the State
had not asked for half his profits. He surmises
that if Thomas Edison had been bothered with
modern taxation he would have failed to carry
through on half his inventions. The paperwork
involved in keeping track of the many Edison
false starts would have driven the man crazy. 0

MONEY AND FREEDOM
by Hans F. Sennholz
Libertarian Press, Inc., Spring Mills, PA 16875 • 1985. Also avail
able from The Foundation for Economic Education. 102 pages •
$6.00 paperback

Reviewed by Richard A. White

M
oney is the most marketable eco
nomic good in society. Individuals
attach value to money with the future

expectation of obtaining with it goods and ser
vices in the market; money is valuable because
of its purchasing power. Money facilitates ex
change and makes possible an advanced divi
sion of labor.

Since the creation of the Federal Reserve Sys
tem in 1913, the federal government has en
joyed a money monopoly. The government,
which controls the Federal Reserve, may inflate
the currency seemingly at will, since legal ten
der laws force individuals to accept the state's
devalued money.

But inflation has dire consequences. As Pro
fessor Hans F. Sennholz points out in his latest,
provocative book, Money and Freedom, infla
tionary booms lay the groundwork for recession
and depression. With more money available on
the loan market, interest rates decline, and busi
nesses are lured into making bad capital invest
ments. Because the investments are not accom
panied by corresponding increases in savings,
capital costs will rise to meet increasing de
mand. The boom, therefore, must lead to a
bust, a time of adjustment to correct previous
malinvestments. If the government continues to
inflate, then hyperinflation and eventually the

. total destruction of the currency will follow.
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In order to restore stability and integrity to
money, Sennholz advocates monetary freedom,
that is, the private issuing of coins and bank
notes. A "parallel standard" of competing
monies would replace the government monop
oly. Legal tender laws would apply only to the
issuers of currencies, who would be required to
redeem their monies at face value. Thus, the
government would be required to accept its fiat
paper money at face value, but could not force
it on anyone else.

A particular form of money, like any other
economic good, will be driven out of the market
if it fails to satisfy consumer demand. Given
monetary freedom, individuals will likely
choose gold as their money, as they have in the
past. Gold is highly marketable, easily divisi
ble, and cannot be "created" out of thin air by
the government. Furthermore, gold does not re
quire coercion to gain acceptance. As Sennholz
states, "Gold does not need legal tender force;
no honest money needs legal tender, but it
needs to be free from government regulation,
taxation, manipulation, intervention, and threat
of confiscation. " (p. 83)

In a section entitled, "False Solutions: Man
aged Money," Sennholz examines reform pro
posals of economists from the monetarist, sup
ply side, and social credit camps. While the
proposals vary widely, they all fail to take into
account the main problem: the government
money monopoly. Sennholz's critique of au
thors such as Milton Friedman, Robert Mun
dell, and Wickliffe B. Vennard is excellent, and
though current Austrian proposals remain un
mentioned, the section serves as a fine over
view of the popular monetary solutions being
set forth today.

Books which espouse sound economic analy
sis are essential if the present monetary system
is to be reformed. Sennholz's Money and Free
dom is such a book. It provides explanations of
past mistakes and solutions to present prob
lems. The clarity with which Sennholz ex
presses his ideas makes complicated economic
ideas understandable to the reader, and even
those who disagree with Sennholz will benefit
from his analysis. The government money mo
nopoly has failed. Only when freedom is re
stored to· money will a sound currency be estab
lished. 0

DESTROYING DEMOCRACY: HOW
GOVERNMENT FUNDS PARTISAN
POLITICS
by James T. Bennett and Thomas J.
DiLorenzo
Cato Institute, 224 Second St., SE, Washington, D.C. 20003 •
1985 • 561 pages, $24.95 cloth, $11.95 paperback

Reviewed by Daniel Klein

D
estroying Democracy provides a de
tailed account of the thousands of hid
den and diverse ways Federal agencies

hand over billions of taxpayer dollars to special
interest advocacy organizations. This practice
subverts whatever fairness we may have in
American politics. Moreover, it is against the
law, as shown by passages from laws enacted
by Congress and rulings of the Supreme Court.

Behind the facade of representative govern
ment, political bodies playa major role in shap
ing public opinion. They do so by funding spe
cial interests which, in turn, lobby for the
handouts on which they depend. To obtain tax
dollars, the special interest groups engage in a
masquerade, claiming that their intent is to aid
the less fortunate, advance the public interest,
protect the consumer, improve the environ
ment, uplift minorities, and so on. Actually,
pressure groups use the taxpayers' money pri
marily to further their own interests.

"Virtually without exception, the recipients
of government grants and contracts advocate
greater governmental control over and interven
tion in the private sector, greater limitations on
the right of private property, more planning by
government, income redistribution, and pOliti
cal rather than private decision making." (The
exceptions are a handful of right-wing organiza
tions which have responded to the lure of politi
cal handouts.)

Some examples: One government agency
gave a Ralph Nader "public interest research
group" $1,287,000 in the period 1979-8l.
Jesse Jackson's People United to Save Human
ity received more than $5 million during 1977
81 from the departments of Education, Labor,
Health and Human Services, and Commerce.
The National Organization of Women and its
affiliates have received considerable grants, one



of which (for $105,000) was used to finance a
media campaign publicizing NOW's positions.
Tom Hayden's Campaign for Economic De
mocracy was awarded $500,000, and its activist
training arm, The Center for New Corporate
Priorities, received a separate grant of
$126,000.

This book details the realm of tax-funded po
liticking, and in so doing offers something
much broader. Since most advocacy groups re
ceive taxpayer support, the work serves as a
handbook of hundreds of activist organizations,
from the most remote grass-roots campaigns to
the most prestigious Washington think tanks.

In addition to the text, there is. a hundred
page appendix listing the recipient organiza
tions, the Federal agency which gave the
money, the amount, and the dates.

Before we can successfully oppose "the engi
neering of consent" we must identify the engi
neers and know how they operate. This book
tells us. 0

MAKING SENSE OF MARX
by Jon Elster
Cambridge University Press, 32 E. 57th Street, New York, NY
10022 • 1985 • 556 pages, $15.95 paperback

Reviewed by John K. Williams

T
his volume is the second contribution to
a series, Studies in Marxism and Social
Theory, being jointly published by the

Cambridge University Press and the Editions de
la Maison des Sciences de l'Homme. The edi
tors of the series hope that it will "exemplify a
new paradigm in the study of Marxist social
theory, " liberating such theory from what they
describe as "the increasingly discredited . . .
presuppositions" of Marxist orthodoxy.

Jon Elster-a Professor of Political Science at
the University of Chicago and research director
of the prestigious Oslo-based Institute for Social
Research-designates himself a Marxist, albeit
noting that the sense in which he feels able so to
describe himself" has undergone a change over
the years. " Many readers may, however, won
der precisely what Elster's radically revised
"Marxism" signifies. His scholarship is awe-
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some; his language is precise; his argumenta
tion is cogent. Yet his Marxism is to the writ
ings of Marx what the ethereal smile of the
Cheshire Cat is to that enchanting creature.

"For many readers," observes Elster,
"Marxist economics will be more or less syn
onymous with the labour theory of value. " One
might challenge the term "synonymous" but
one both could and should be excused for sug
gesting that this theory is central to the eco
nomic thought of Marx. One is thus somewhat
relieved to discover that Elster concedes this
centrality. Yet he bluntly asserts that "the the
ory is useless at best, harmful and misleading at
its not infrequent worst," and proceeds rigor
ously to defend this judgment.

Elster's unqualified rejection of both the spe
cial and general labor theory of value is extraor
dinarily significant. The grand old man of
Marxist economics in the United States-Paul
Sweezy-is indubitably correct to insist that
Marxist economics without the labor theory of
value and the associated concept of surplus
value is Hamlet without the Prince. The insis
tence of Marx that the capitalist mode of pro
duction necessarily involves the exploitation of
labor by capital depends, in his economic writ
ings, utterly upon the labor theory of value. Yet
Elster firmly and decisively rejects that theory.

Elster's criticisms of Marx's class analysis of
capitalist society are no less stringent than his
criticisms of the labor theory of value. Yet he
clearly is anxious to retrieve the notion of class
conflict from the dismembered cadaver left
when his dissecting exercises are complete.
Sadly, Elster is either unaware of, or chooses to
ignore, the class (or "caste") war stressed by
classically liberal thinkers, particularly such
nineteenth-century French thinkers as Jean
Baptiste Say, Gustave de Molinari, Charles
Comte, and Alexis de Tocqueville. Indeed
Thomas Paine, writing in 1792 of the United
States, insisted that "[t]here are two distinct
classes of men in the Nation, those who pay
taxes and those who receive and live upon the
taxes. " As against the "high Tories," the clas
sical liberals perceived in any government able
to appropriate goods and services the root cause
of social division and "class" struggle, insist
ing that unless structures limiting the power of
government could be created, conflict between
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those controlling the statist apparatus and those
subject to that apparatus is inevitable.

A case can be made for asserting that the in
sights Elster most values in Marx are remark
ably familiar to students of the freedom philoso
phy. No student of Ludwig von Mises or reader
of Joseph Schumpeter will be amazed to learn
that the world studied by economists is a world
of dynamic and ongoing change. No person fa
miliar with the rich heritage of classical liberal
ism will find astonishing the notion that, the
moment government's task is perceived as go
ing beyond that of defending through laws
equally applicable to all the equal rights of all,
special interest groups seeking to forge an un
holy alliance with government will emerge,
each warring against the others. No reader of
Adam Smith will greet the insistence that a vital

relationship exists between a nation's political
and economic structures with other than a
somewhat tired, "So what's new?"-for after
all, the market economy rests upon precisely
defined and efficiently enforced private prop
erty rights.

In short, Elster perhaps unwittingly raises the
extraordinary but enchanting possibility that
what the editors of the series to which his book
is a singularly distinguished contribution wish
to establish-namely, "what is true and impor
tant in Marxism"-might be aspects of the clas
sical liberal heritage absorbed by the eclectic
Marx. Be that as it may, Elster's volume is a
work serious students of the freedom philoso
phy would do well carefully to read, thought
fully to ponder, and mightily to enjoy! D

Money and Freedom
by Hans F. Sennholz

Money and Freedom is a remarkable study of money an
some fateful errors of popular monetary doctrines. Profe~

sor Sennholz argues forcefully and convincingly that suc
control, which amounts to a money monopoly, causes mor
etary destruction.

Money and Freedom is published by Libertarian Pres
and is also available from The Foundation for Economi
Education.

102 pages, paperback $6.C

Order from: The Foundation for Economic Education
Irvington-on-Hudson, New York 10533

FEE pays postage on all prepaid orders.
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