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PERSPECTIVE

Welfare Spending

Before 1962, three out of every four dol­
lars in federal aid to the poor went to them
directly, in cash. Today, the numbers are
almost reversed. Most federal aid and local
welfare spending goes to the "welfare in­
dustry" rather than directly to poor people.

In Milwaukee County, Wisconsin, for
example, only 37 percent of total welfare
spending goes directly to poor people. The
rest either ends up in government programs
or goes to service providers who are sup­
posed to design programs to help the poor.
As a result, antipoverty spending in the
county was $1.038 billion in 1988. That was
$10,793 for each poor person, or $32,379 for
a family of three-well above the poverty
line. Yet the poverty rate in the county has
not gone down.

-EXECUTIVE ALERT

Private Property
Gain all you can by common sense, by

using in your business all the understanding
that God has given you. It is amazing to
observe how few do this; how men run on
in the same dull track with their forefathers.
But whatever they do who know not God,
this is no rule for you. It is a shame for a
Christian not to improve upon them, in
whatever he takes in hand. You should be
continually learning from the experience of
others, or from your own experience, read­
ing and reflection, to do everything you have
to do better today than you did yesterday.
And see that you practice whatever you
learn, that you make the best of all that is in
your hand.

-JOHN WESLEY

The Government and
Inspiration

In his monograph, "Edison," published
by the Newcomen Society in 1948, General
David Sarnoff, then president of RCA, said:

The Government is to be congratulated
for the encouragement which it is giving to
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the advance of science through the scien­
tific training of young men and women in
colleges, universities, and research insti­
tutions throughout the country. If out of
the thousands of young men and women
who are now pursuing scientific studies,
there emerges one Edison, then the mil­
lions of dollars being devoted to their
training will be well worthwhile.

It has been over 40 years since this
pronouncement and still no Edison has
emerged-at least not from the government­
funded universities. It is well known that
Edison (February 11, 1847-0ctober 18,
1931) was not happy in school. He was
taught at home because the publicly funded
teachers found him untrainable.

Edison claimed that genius is 99 percent
perspiration. His former employee and life­
long competitor, Nikolai Tesla, said that if
Edison were tasked to find a needle in a
haystack, he would examine each straw in
turn until he found the needle. This can be
taught. Meticulous, grinding, repetitive la­
bor is very much a part of most schoolwork.
Yet the other one percent, the inspiration,
cannot be taught. Without that spark of
genius, there is no way to know what a
"haystack" is, and why finding a "needle"
would be exciting.

Since 1985, I have worked as a commu­
nity college teacher and a corporate trainer.
I can show proof positive that I have helped
people learn to use technology. Yet, I can­
not imagine any way that any teacher in any
school can "train" someone to be an Edi­
son. A million smart young people cannot be
collected into a single mastermind. Edison
was a once-in-a-century genius who cannot
be created by government fiat.

-MICHAEL E. MAROTTA

Benefits of Deregulation
Deregulation of the airline, railroad, and

trucking industries in the late 1970s and
early 1980s has decreased costs to consum­
ers. And despite claims that more competi­
tion would encourage risk-taking, the safety

PERSPECTIVE

records of all three industries have signifi­
cantly improved.

Airlines. Since the passage of the Air
Cargo Deregulation Act in 1977 and the
Airline Deregulation Act of 1978:

• Fares are an estimated 18 percent lower
than they would have been under regulation,
giving consumers an annual benefit of more
than $10 billion.

• Air fares have fallen (in real, inflation­
adjusted terms) by more than 20 percent
since 1978.

• Accident rates have fallen by 48 percent
since 1978.

Railroads. The Staggers Rail Act of 1980
allowed railroads to reduce operating costs
and reduce rates to consumers. As a result:

• Shippers save between $3.5 billion and
$5 billion a year.

• Railroad accidents have declined 70
percent since the late 1970s.

• Although operating revenues have
fallen, expenses have declined even further,
making it more profitable for railroads to
operate.

Trucking. The Motor Carrier Act of 1980
eliminated the barriers to entry, price dis­
crimination, and price fixing that had char­
acterized the interstate trucking industry
since 1935. As a result:

• Between 1980 and 1992, the number of
carriers increased from about 18,000 to
more than 48,000 and the total number of
jobs in the industry increased about 30
percent.

• Savings to the economy are estimated
to be $7.8 billion a year.

• The fatal accident rate per 100 million
vehicle miles shrank 40 percent between
1978 and 1989.

The trucking industry still is governed by
other federal regulations, the elimination of
which could save about $28 billion annually
on logistical costs. State de-control could
bring additional savings of $12 billion per
year.

-MELINDA WARREN

"Government Regulation
and American Business"
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THE ECONOMIC WAY
OF THINKING
PART 5

by Ronald Nash

We are now half-way through our eight
part introduction to economics. Dur­

ing the course of this essay and the three to
follow, we will examine four important prin­
ciples of the economic way of thinking.

One of the more valuable things I've
learned in life is the importance of viewing
economics not so much as a set of doctrines
or conclusions, but as a distinctive way of
thinking. The principles that underlie the
economic way of thinking are not difficult to
grasp; they are often matters of common
sense. Anyone who is unaware of these
principles will not only have difficulty un­
derstanding why some things are true in
economics, but also why people behave the
way they do.

I will introduce the first principle of the
economic way ofthinking with two accounts
of human behavior that don't seem to make
much sense, until analyzed in light of our
first principle. I will follow my e;~amples

with a brief explanation of this principle and
then show how understanding that principle
can help us understand human action that at
first glance appears bizarre or irrational.

Dr. Nash, a contributing editor ofThe Freeman,
is professor ofphilosophy at Reformed Theolog­
ical Seminary in Orlando. His many books in­
clude Poverty and Wealth (Probe Books) and
Beyond Liberation Theology (Baker Books).

How Not to Fly from
California to the East Coast

A year ago, a friend and I found ourselves
at the John Wayne Airport in Southern
California, waiting to board planes that
would take us back to our homes on the East
Coast. Being a rational person, I of course
would be changing planes in Dallas, en route
to Orlando. I assumed that my friend would
be doing the same. To my great surprise, he
told me that he would be making his con­
necting flight in Minneapolis!

Not wishing to appear impolite I decided
not to ask him why he was doing some­
thing so irrational. But I hoped my friend
would make it since he would find the
Minneapolis airport suffering from a mid­
winter blizzard.

What Not to Order for
Breakfast at Bob Evans

Ordinarily, I enjoy eating breakfast at Bob
Evans's restaurants. I usually order fried
eggs, over medium, with crisp bacon, wheat
toast, and coffee. But on a recent Friday, I
entered a Bob Evans and while waiting for
the waitress, surveyed the food on the plates
at adjoining tables. The lady to my left had
a big stack of pancakes plus a side order of
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that great bacon. The fellow behind me had
the bacon and eggs. But when the waitress
came for my order, I requested a bowl of
oatmeal. Not only that, I asked her to hold
the brown sugar; I would use artificial
sweetener. A bit later, the waitress noticed
the tears dropping into the oatmeal and
asked if my "breakfast" was all right.

A week later, I walked briskly into the
same Bob Evans and without even looking
at the menu ordered my bacon, eggs, toast,
and coffee. There were no tears that day!

What Was Going on Here?
All of us have seen others behave in ways

that seemed irregular, unusual, or even
irrational. No doubt, most of us have acted
in ways that other people have found pecu­
liar; I know I have.

However, students of the Austrian school
of economics know that whenever people
are acting, that is, behaving in ways that
reflect conscious thinking and choices, their
actions are always a function of several
factors: (1) the unavoidable fact of scarcity
in life; we can never have everything we
want. (2) the need to make choices; because
we cannot have everything we want, we
must choose among available options, and
(3) the subjective ranking we place upon the
choices open to us. Whenever people act(as
opposed to simply responding to stimuli),
they are always choosing the option that
ranks highest in their personal scale of
values at that time.

In cases where it is impossible for some­
one to have both A and B, a person's choice
will reflect the relative value he places upon
A and B. People's actions, then, are a
reflection of their value scales. Their
choices are made in order to help them
secure the alternatives that accord more
closely with their values.

The value that different people place upon
different economic goods (such as having
oatmeal for breakfast or changing planes in
Minneapolis in the dead of winter) varies
from person to person. I would never
change planes in Minneapolis when flying
from Southern California to Orlando. Pos-
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sibly you would never order oatmeal in a
Bob Evans restaurant. People's value scales
are personal and different. It would be
highly unusual ever to find two people who
ranked every economic good in precisely
the same way.

What's important to understand is that
while a person's behavior may appear
strange or even irrational to someone else,
that action is not irrational to that person. In
some way, it makes good sense to one
person to change planes in Minneapolis or to
have oatmeal one day and then bacon and
eggs a few days later.

All of this brings me to the major question
of this little essay: Is there a principle ofthe
economic way of thinking that explains the
apparently odd behavior in our two exam­
ples? There is.

The Importance of Incentives
One principle draws attention to the im­

portance of incentives. The greater the ben­
efits people expect to receive from an alter­
native, the more people are likely to choose
that option. The greater the costs expected
from an alternative, the fewer people are
likely to select it. If we understand what
makes human beings tick, we can make
general predictions as to how individuals or
groups of individuals will respond to
changes in their economic situation-in par­
ticular, how they will respond to new incen­
tives.

Let's look first at what I regard as my
utterly rational selection of oatmeal for
breakfast. What I didn't state earlier was the
fact that the following Friday I was sched­
uled for one of an ongoing series of blood
tests. About a week before each of these
tests, I begin altering my eating habits.
Some people might think I'm simply trying
to fool my doctor so he won't prescribe new
medication or perhaps give me a stern lec­
ture. If that were true, I might well be guilty
of being irrational in a different sense of the
word. But my action would still be rational
in the sense that I was behaving in a way to
help achieve an important goal. My action a
week later when I ordered my usual bacon
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and eggs reflected the fact that I had had
my blood test and could celebrate the good
results.

But what about my strange friend who
changed planes in Minneapolis? As I pon­
dered his peculiar behavior on my own
flight to sunny Dallas, I remembered that he
used to live in Minneapolis. Is it possible
that he retains some strange obsession with
Minneapolis, such that he breaks out in
hives unless he visits the place every so
often? I ruled that out. Were friends going
to meet him for a brief visit at the airport?
Since the city was suffering through a bliz­
zard, that seemed unlikely. Then I saw the
light!

During all the years he had lived in Min­
neapolis, the airline he had to fly most often
was Northwest. A rational man such as he
undoubtedly had a frequent-flyer account
with Northwest. The explanation for his
apparently bizarre choice was now obvious:
He had to change planes in Minneapolis in
order to add mileage to his Northwest ac­
count. He ranked that high enough in his
personal scale of values to incur other costs,
such as the possible inconvenience of bad
weather in Minneapolis. Incentives matter!
If you give people incentives that match
their present ranking of values, they will
likely select options that reflect those in­
centives. In my friend's case, he chose
Northwest Airlines over American or Delta.
In my case, I chose oatmeal over eggs and
bacon.

Are the Politicians Listening?
It seems all too apparent that American

politicians do not know much about eco­
nomics. It also seems obvious that they are
uninformed about the principles of the eco­
nomic way of thinking. In this case, they
show an obstinate disregard for the impor­
tance of incentives when they frame public
policy.

When our society establishes programs
that provide unemployed people with ben­
efits that approximate or even exceed what
they would earn working (after taxes), one
can safely predict that many of these people
will choose not to work. When a welfare
program provides incentives for unmarried
women who become pregnant to remain
unmarried, we should not be surprised when
the illegitimacy rate begins to increase.
When minimum wage laws give employers
incentives not to hire unskilled employees,
we should not be surprised when the rate of
unemployment for such workers goes up.

In economics, you get what you pay for.
If you give people incentives to do A rather
than B, the number of people who choose
A-all other things being equal-will in­
crease. Of course, this principle holds les­
sons for more than just politicians. If we
reflect more on what makes us tick, our own
actions will become clearer to us. We'll also
gain new insight in how to have a more
positive influence on the choices made by
others. D

The Role of Incentive

I ncentives explain so many of life's events: why higher prices call
forth greater supply and why lower prices do not; why racism is

tempered in a free market wherein profit-seeking businessmen search
for the best labor at the lowest cost; why students work harder in a
class where excellence is rewarded and failure is penalized; why
capitalist economies do better than socialist economies; why some
people quit working and go on welfare; and so forth and so on. . . .

Incentive-nothing less than the interest one has in his own improve­
ment-will mold the future just as surely as it shaped the past.

-LAWRENCE W. REED

IDEAS
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THE PHARMACEUTICAL
INDUSTRy:PROBLEM
OR SOLUTION?

by Doug Bandow

I n his State of the Union speech President
Bill Clinton warned that his entire eco­

nomic program could fail if Congress did not
approve serious health-care reform. Alas,
his economic program could also fail if
Congress approves the wrong sort of health­
care reform. The result could be a simulta­
neous medical failure and fiscal disaster.

Unfortunately, the administration is mov­
ing in the wrong direction with a tax- and
regulation-heavy reform proposal. One of
the reasons that it is more likely to hurt than
help is the fact that its proponents seem as
interested in punishing supposed villains as
in improving the lives of patients. Doctors
and insurance companies have long been
popular targets of populist wrath; so, too,
have been pharmaceutical companies. For
instance, during the 1992 presidential cam­
paign President Clinton promised to "stop
drug price gouging." His wife's task force
had little more regard for the drugmakers,
complaining of their "sins of the past,"
including charging thousands of dollars a
year for some drug therapies. Worried one
industry lobbyist, "administration officials

Doug Bandow is a Senior Fellow at the Cato
Institute and this mo~th's guest editor of The
Freeman.
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have made a political calculation that they
need to go to war with us."

Task-force members responded to ana­
lysts who spoke of market-oriented health­
care reforms by arguing that the market­
place would not limit prices ' 'of single­
source drugs for which there is no
therapeutic equivalent," as if the purpose of
patents was something other than allowing
inventors to earn a generous reward for their
labors. But the President apparently shied
away from formal price controls because of
opposition from even liberal Democratic
legislators. Still, his program would hit the
industry with measures very much like price
controls: Medicare would demand a 17 per­
cent (up from 15 percent in the initial draft)
rebate on prescribed drugs, the Secretary of
Health and Human Services could further
bargain down prices and refuse to allow the
purchase of drugs deemed to be overpriced,
an "Advisory Committee on Breakthrough
Drugs" would collect confidential industry
information and assess the "reasonable­
ness" of drug prices, and the.overall health­
care plan would press people into managed­
care insurance plans that would limit access
to pharmaceuticals.

Congressmen, too, have been pressing for
controls over prescriptions and prices. For



56 THE FREEMAN • FEBRUARY 1994

instance, Senator David Pryor (D-Ark.),
chairman of the Special Committee on Ag­
ing and a close friend of President Clinton,
has long used his committee to demand
limits on pharmaceutical prices. He testified
before the President's Task Force on Health
Care Reform, complaining that "manufac­
turers can essentially set the launch price,
without the health care system having any
idea of whether the price is 'fair' or even
'reasonable' ." Yes, continued research and
development is important, he acknowl­
edged, but' 'that does not mean-as a matter
of public policy-that the manufacturer
should be able to charge whatever the mar­
ket will bear." Indeed, he argues, the com­
panies will gain an unwarranted windfall
from the Clinton program's inclusion of
pharmaceuticals, which, in his view, alone
warrants regulating the industry.

Other Congressional critics of the drug
industry include Representatives Sonny
Montgomery (D-Miss.) and Pete Stark (D­
Cal.), and Senators Byron Dorgan (D-N.D.)
and Edward Kennedy (D-Mass.). For in­
stance, Representative Montgomery has
proposed limiting the prices of drugs pur­
chased by Veterans hospitals. Representa­
tive Stark, supported by the American As­
sociation of Retired Persons, has suggested
creating aU.S. equivalent of the Canadian
Patented Medicine Prices Review Board to
slow drug price increases. Senator Dorgan
wants to.cut pharmaceutical tax credits and
create a Prescription Drug Policy Review
Commission. Senator Kennedy hopes to
force drugmakers to provide their products
for lower prices to entities funded under the
Public Health Service Act.

Even some doctors contend that pharma­
ceutical prices are too high. Columbia Uni­
versity's Paul Meier, a consultant to the
Food and Drug Administration, says that
, 'There's a limit to how much we should
play the market. " As he explains, "If some­
one who finds a pill that would save babies
from some dreadful fate says, 'I'm charging
an outrageous amount but it's worth it,' I
would say that's morally corrupt." How to
set a "fair" price? Dr. Peter Arno of New
York City's Montefiore Medical Center pro-

poses establishing prices based on those of
comparable products or drugs in other na­
tions.

In short, the average American could be
forgiven for thinking that the drugmakers
deserve to be damned. Yet all the attention
being given to pharmaceuticals seems odd,
given their relatively small role in the health­
care crisis. Prescription drugs account for
roughly eight percent of total health-care
expenditures, half that of three decades ago
and far lower than in most European coun­
tries. The average consumer doesn't know
that, however, because the government
covers a smaller share of drug costs in
America, meaning that consumers pay more
of the expense directly and therefore com­
plain more vociferously to their elected
officials. In fact, this goes a long way to
explaining why President Clinton and many
Congressmen are so busy attempting to
develop well-publicized "solutions" to the
nonproblems in this area.

A Successful Industry
Before the government "reforms" phar­

maceuticals, it needs to recognize that drug­
makers constitute one of America's most
successful economic industries: U.S. firms
developed roughly half of the drugs mar­
keted worldwide during the 1970s and 1980s.
According to the General Accounting Of­
fice, pharmaceutical companies are only one
of the 11 high-tech industries that it studied
which did not lose ground internationally
during the 1980s, but rather "maintained
their strong position over the decade." Be­
tween 1973 and 1986, American firms ac­
counted for ten times as many drug patents
as Germany and Japan, 16 times as many as
Great Britain, and 20 times as many as
France. Research and development spend­
ing has grown fifteen-fold from 1970, to
more than $9 billion. R&D also rose
significantly as a percentage of revenues
during the 1980s-at a time when companies
are being accused of price-gouging.

Moreover, while drugs may be expensive,
the lack of drugs is also expensive. That is,
drugs often replace higher-priced medical
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operations and treatments. Actigall dis­
solves gallstones, for instance, and thereby
saves an estimated $2 billion annually pre­
cisely because 350,000 patients Use it. Sur­
gery for ulcers usually runs more than
$25,000, while taking medication may run
just $1,000 annually; the resulting savings
totals at least $3 billion, even more including
the economic gain of workers not incapac­
itated by surgery. Medicine for arthritis and
osteoporosis permits some elderly patients
to avoid institutionalization. Patients who
spend $300 a year on drugs to treat angina
can thereby avoid coronary bypass surgery
running $40,000 or $50,000. The beta­
blocker Timolol reduces the number of sec­
ond heart attacks by 16 percent and saves
about $2 billion every year. The Battelle
Institute estimates that for just eight leading
diseases between 1968 and 1989 drugs saved
671,000 lives and $83.8 billion.

Thus, a drug's price tells us nothing about
its value. Explains Dr. Herbert Gladen at
the Baltimore VA Medical Center, "higher­
priced drugs may actually be more cost­
effective if they have greater efficacy, wider
therapeutic range and are less costly to
prepare and administer." Indeed, because
even expensive prescription drugs are so
cost-effective, limitations on their use actu­
ally increase total medical expenses. A 1988
Louisiana State University study, for in­
stance, warned that if Medicaid, the joint
federal-state program for lower-income peo­
pie, restricted drug coverage, overall costs
were likely to rise between 4.1 and 15.5
percent. Just such an attempt by New
Hampshire to limit the number of prescrip­
tions for Medicaid recipients caused an
upsurge in doctors' visits, hospitalizations,
and nursing home admissions. The legisla­
ture dropped the ill-considered regulations
within a year.

Are Drug Prices too High?
Are drug prices nevertheless too high?

Senator Pryor, for instance, complains that
pharmaceutical prices rose far more swiftly
than the general inflation rate during the
1980s. Drug prices are higher here than in

other nations, he contends, and new drugs
are extraordinarily expensive. "While these
new drugs helped to reduce hospital stays,
and in many cases avoided more costly
medical interventions," he acknowledges,
"there was no indication that the prices for
these drugs had any relationship to their
costs of production and development, or
were priced reasonably."

However, one should always be skeptical
of the partisan use of statistics, since, when
tortured, they will confess to anything.
Warns Robert Goldberg of the Gordon Pub­
lic Policy Center, the Bureau of Labor
Statistics has failed to incorporate such
changes as the greater availability of gener­
ics into its figures, meaning that the reported
drug-price index may be inflated by as much
as 50 percent. In any case, for most of the
1960s and 1970s drug-price increases re­
mained below the overall inflation rate, as
well as the cost of medical care. As inflation
waned in the 1980s drug prices followed the
overall trends but fell less quickly.

Moreover, by the mid-1980s generic sub­
stitutes for brand-name drugs were entering
the market more quickly as a result of
legislation passed in 1984 speeding the FDA
approval process. While this step reduced
the cost of older medications, it had the
opposite effect on new releases. Firms
found the effective life span of their brand­
name products to be shorter, forcing them to
focus more on the introduction of new
products, which typically cost the most, and
charge more when the drug was released in
order to recoup development costs.

Moreover, the price hikes of the 1980s are
not carrying over into the 1990s as compe­
tition has intensified. "The market for drugs
has changed dramatically since 1981, par­
ticularly in the last three years," reports
Robert Goldberg. According to the Boston
Consulting Group, industry-wide average
discounts had quadrupled to 16 percent in
1992 over 1987. New drug prices in 1991 and
1992 were 14 percent lower than comparable
products in the past. Some of the cuts were
drastic-36 percent for new heart drugs, for
instance. HMOs, hospitals, and drug mail­
order firms were also gaining an increasing
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share of drug sales and simultaneously win­
ning discounts of up to 30 percent from list
prices. And the pressure for price-cutting
will increase as larger number of drugs lose
their patent protection. Observes Dr. Gold­
berg, "by 2000,200 drugs with $22 billion in
sales will be off patent. ' ,

In any case, politicians today are likely to
do no better than those who tried over the
past several thousand years to set "reason­
able" prices for any number of goods and
services. Prices respond to supply and de­
mand, not moral fervor. There is no objec­
tive standard by which Senator Pryor or
anyone else can call one price reasonable
and another unreasonable. Nor is there
anything about the market that gives partic­
ipants the power to "price-gouge."

Mter all, the market is competitive­
there are some 22 major drug firms, and no
company has more than a 7.2 percent share.
(The industry was even more fragmented in
1962, before more stringent federal regula­
tory standards, passed in the aftermath of
thalidomide-induced birth defects, drove
smaller companies out of business. The new
FDA "regulations created pronounced
economies of scale for drug innovation,
which steadily increased over time," re­
ports author Terree Wasley.) The only way
a firm can gain "monopoly" power is by
developing a good product protected by a
patent. Patents, however, are required to
induce firms to spend money on research
and development. After all, the average cost
of developing a drug runs $359 million,
according to the Office of Technology As­
sessment (OTA).

High Costs of Federal
Approval

Much of this expense is due to the federal
drug approval process. Companies must
convince the FDA that prospective prod­
ucts are not only safe but effective; separate
applications, which typically run 100,000
pages long, are required for different treat­
ments by the same drug. Since 1962 both
the total cost of bringing drugs to market,
and the length of time devoted to testing

and review, effectively cutting a product's
patent protection, have more than doubled.
In 1984 Congress passed a measure ex­
tending drug patent lives, but that step only
ameliorated, rather than solved, the prob­
lem.

The costs of a process that averages 12
years would be high enough for any indus­
try. But, notes Michael Ward, staff econo­
mist at the Federal Trade Commission, "the
very nature of the lengthy drug development
process makes the pharmaceutical industry
susceptible to harm from unnecessarily
stringent regulations. "

Most importantly, the risks involved are
enormous. Pharmaceutical companies find
many more dry holes than gushers: 70 per­
cent of new drugs that reach the market are
estimated to lose money. Most never get
beyond the research stage. There are typi­
cally 30,000 to 45,000 medical articles on
drug therapies a year. Government patent
grants for drugs usually range between 2,000
and 4,200 a year; companies list about half
that number as investigational new drugs
with the FDA. Another halffall out by Phase
Three of the testing process and companies
end up filing applications for barely 80 to
250. The FDA then approves between 20
and 60. Concludes Ward, "In all, firms will
market about one out of a hundred of the
products for which they have developed
patents. "

Studies suggest that the 1962 amendments
have had little impact on the introduction of
ineffective drugs-companies don't like
duds because they don't make money if their
products don't work-but have reduced the
rate of introduction of new drugs by two­
thirds and the speed with which they enter
the market by one-half. The United States
has also lost some of its edge over other
industrialized states, which permit the sale
of safe and effective drugs still prohibited by
Washington. Because patients suffer when
they receive no medicine as well as when
they receive bad medicine, on net the tight­
ened federal controls have made more
Americans sicker and allowed others to die.

Even so, some critics argue that the drug
companies are making too much money. A
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widely cited OTA study contended that
"returns to the pharmaceutical industry
as a whole over the 12-year period from
1976 to 1987were higher by 2 to 3 percentage
points per year than returns to nonpharma­
ceutical firms, after adjusting for differ­
ences in risk." Average industry profits
ranged between 13 and 14 percent during the
1980s.

This rate of return hardly seems unrea­
sonable given the very· high risks of both
failure and regulation, which Robert Gold­
berg believes the OTA has underestimated.
In any case, this level of return is probably
not sustainable, given the increasing com­
petition within the industry and cost con­
sciousness of consumers. In particular,
OTA's future estimates overlook how dra­
matically generic products have been erod­
ing brand-name drug prices over the last
decade.

Moreover, Dr. Steve Wiggins, an eco­
nomics professor at Texas A & M Univer-

sity, suggests that "a common misstep by
industry critics is to rely on accounting data
to measure industry returns" when such fig­
ures are "unreliable because accounting con­
ventions require the expensing of research
and development." Wiggins contends that
compared to the cost ofcapital, drug company
returns look far from impressive. He com­
pares the industry's capital costs, which ran
from 15.1 to 17.2 percent between 1980 to
1990, with an estimated return of between
13.5 and 16 percent, which, he says, indi-

/ cates "competitive returns."

Research and Development
It is also important to recognize that the

industry's profits were largely channeled
into research. Last year the drugmakers
spent more on R&D, $12.6 billion, than
they earned in profit, $10 billion. Industry
R&D grew by a 15 percent compound
annual rate in the 1980s. As a percentage of
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sales industry, R&D approaches 17 per­
cent, nearly twice that for the rest of the
health-care industry and treble that for the
electronics industry. Even the OTA acknowl­
edged that its "findings on returns to phar­
maceutical R&D and to the industry as a
whole explain why R&D expenditures have
risen so fast throughout the 1980s. Investors
followed the promise of high returns on
future innovations." But ignored by the
OTA is the fact that a lot of this money, as
much as one-third, according to Dr. Gold­
berg, is going into biotechnology, which is
riskier than traditional drug research.

What does all this money produce? The
Boston Consulting Group points to a score
of new drugs expected to be approved later
this decade to combat AIDS, allergies, Alz­
heimer's, asthma, arthritis, cancer, depres­
sion, diabetes, glaucoma, herpes, hyperten­
sion, obesity, strokes, and many more
diseases. With these conditions costing un­
told lives and an estimated $400 billion a
year, it seems foolish to begrudge the phar­
maceutical industry a healthy return on its
investment. Critics should be celebrating
the industry's success rather than carping
about an allegedly "excessive" percentage
or two of profits.

Unfortunately, new federal restrictions
would simultaneously raise the industry's
cost of capital and reduce its rate of return,
forcing firms both to cut R&D and distort
their research efforts. Companies would
skew their efforts to products that would
more easily win regulators' approval for
price increases and also shift money to
unregulated investments, such as market­
ing, that would involve less risk and a better
return.

The form of price controls wouldn't mat-

ter. All would hurt patients-not by denying
them access to current therapies, since
those drugs are already on the market, but
by discouraging new treatments from ap­
pearing. The cost to patients of losing new
medicines could be staggering. Between
1975 and 1989 American firms developed
half of the 66 top drugs introduced in the
marketplace. French enterprises, in con­
trast, createdjust three. The most important
difference between the two nations is gov­
ernment policy. Observes P.E. Barral, "In
France, the calibre of pharmaceutical re­
search is seen as having deteriorated, be­
cause severe price control has encouraged
French companies to give priority to small
therapeutic improvements which are useful
in price negotiations. Such systems tend to
stifle originality and induce risk aversion."
At the same time, drugs accounted for 16.7
percent of French health expenditures,
twice America's level. Moreover, per capita
spending on drugs is almost three times as
high in France.

Health-care reform should involve a
search for answers, not villains. In the case
of pharmaceuticals, the system is working:
A highly competitive industry is leading the
world in the discovery and marketing ofnew
treatments and cures. Although drugmakers
have an incentive to invest heavily in R&D,
pharmaceuticals account for a lower pro­
portion of total medical expenditures than in
socialized systems, while at the same time
helping to hold down overall medical ex­
penses. If the administration and Congress
nevertheless put ideology before prudence
and tighten controls over the drug industry,
they risk killing the golden goose that has
provided so many benefits for so many
patients. D
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ENVIRONMENT AND
FREE TRADE

by Jo Kwong

Environmental activists, who typically
take a unified stance on major issues

ranging from global warming to endangered
species protection, experienced an unusual
split with regard to the North American Free
Trade Agreement (NAFTA). Generally
speaking, environmentalists divided be­
tween those who were convinced that free
trade would lead to greater damage to the
environment, and those who believed that
freer trade would stimulate national econo­
mies, ultimately creating more resources to
help protect the environment.

NAFTA brought these two positions into
stark conflict. Most vocal was the anti­
NAFTA environmental lobby. The Sierra
Club, Friends of the Earth, and Public
Citizen, among others, argued that NAFTA
would provide an opportunity for U.S. com­
panies to migrate to Mexico and escape
more rigid American environmental laws.
Larry Williams, international program di­
rector for the Sierra Club, cautioned that the
flight of factories from the United States to
Mexico: "would increase pollution loading
levels on the continent and would trigger
pressures within the United States to lower
environmental standards to improve com­
petitiveness in order to stop the flights." 1

This thinking, however, is flawed on sev­
eral counts. First, there is little historical
evidence ofpolluting industries migrating to

Dr. Jo Kwong is an Environmental Research
Associate with the Atlas Economic Research
Foundation in Fairfax, Virginia.

countries where environmental standards
are lax. While many developing countries
are experiencing rapid industrial growth,
this reflects the economic stage that they are
going through, rather than environmentally
induced migration. Polluting industries
which spend heavily on controls remain
concentrated in the developed countries.
Ironically, it was the closed, protectionist
countries-particularly in the former Com­
munist world-that became pollution havens.

Environmental regulations pose a negli­
gible factor on migration decisions because
they typically comprise less than 4 to 5
percent of total costs. Other factors may
easily overwhelm such a modest cost sav­
ings: On my last trip to Mexico City, several
people indicated that problems like unstable
telephone service are of far greater concern
than environmental considerations in mak­
ing location decisions.

Moreover, irrespective of the level of
regulation, companies are fearful of liability
arising from environmental accidents. A
firm's desire to protect its reputation in its
home market weakens the temptation to cut
environmental costs-companies are sensi­
tive to the demands of "green" consumers
in export markets.

Another common environmentalist objec­
tion to reducing trade barriers is that doing
so will inhibit harmonization ofenvironmen­
tal, health, and safety standards regarding
production processes. For example, in a
highly publicized case involving yellowfin
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tuna imports, environmental activists ran
newspaper advertisements with the head­
line "SABOTAGE! of America's Health,
Food Safety and Environmental Laws."
The ads argued that "the only thing free
about free trade is the freedom it gives the
world's largest corporations to circumvent
democracy and kill those 'pesky' laws that
protect people and the planet." The activ­
ists were furious about a GATT ruling
against aU.S. ban on tuna imports from
Mexico, imposed because the United States
alleged that Mexican fishing boats kill too
many dolphins. Yet, according to the Jour­
nal ojCommerce, the U.S. killing rate was
significantly greater than that of Mexico:
"In 1988 the US fleet caught 70,000 tons of
yellowfin tuna and killed 19,000 dolphins; in
1990 the Mexican fleet caught 120,000 tons
of yellowfin tuna and killed only 16,000
dolphins. ,,2 Thus, this controversy provides
a better example ofeconomic protectionism
than environmental destruction.

Other allegations by the U.S. environ­
mental lobby illustrate how politics has
overtaken science in the making ofdomestic
law. Activists warn, for example, that for­
eign nations might use pesticides that are
banned in the United States. Therefore,
trade restrictions are necessary. However,
the United States greatly overregulates
most pesticides: many are banned even if
the residues found in food are minuscule and
threat to human health is virtually nonex­
istent. Much of this is a result of the Delaney
Clause, a provision of federal food safety
law, which states that' 'no additive shall be
deemed to be safe if it is found to induce
cancer when ingested by man or animaL"
Much has changed since the clause was
added in 1958, particularly the ability to
detect minute chemical residues measured
in parts per million, even parts per billion.
Thus, the law now bans all sorts ofproducts
that would have been considered perfectly
safe in 1958.

Such draconian rules are inefficient in
America; in poorer, Third World nations
they could prove to be downright fatal. DDT
is a case in point. U.S. environmental ac­
tivists, not satisfied with banning the sub-

stance in America, are still trying to ban it
elsewhere around the world. To this day,
serious controversy persists about whether
DDT really poses a serious environmental
danger. The World Health Organization, the
U.S. Surgeon General, and the National
Science Foundation have been unable to
document many of the charges raised
against DDT over the decades.

In contrast, the harm to human health
from the ban on DDT has been very real. In
just two decades ofDDT use, malaria deaths
in India were cut by 98 percent, raising the
average life span by 18 years. In the nearly
20 years since the ban, malaria death rates
have soared. Similar trends have been ob­
served in Sri Lanka, Bangladesh, Burma,
and Thailand. Thus, the environmental ben­
efits of the DDT ban may have been far
outweighed by the human costs. 3

As this case suggests, many environmen­
talist arguments against trade reflect more
emotion than rational analysis. In fact, with
freer trade it is probable that Mexican eco­
logical, health, and safety standards would
evolve towards U.S. standards, rather than
vice versa. One reason is that most inter­
national companies have universal policies
in place regardless of where they are oper­
ating. They don't set lower standards for
operations in less developed countries. In
this way Mexico's environment would be
enhanced by opening up trade.

Furthermore, companies typically expect
rising environmental standards in develop­
ing-country markets, so they tend to intro­
duce state of the art technology initially.
One GATT report published early last year
cited cases in which firms gain a competitive
edge by investing first in clean technologies.

A Conflict of Visions
If the environmental arguments against

freer trade are so flawed, why are they
nevertheless held so tenaciously? One rea­
son is the intellectual framework of many
environmental activists. Broadening trade
runs against the environmental vision, par­
ticularly that of local self-reliance and a
return to a simpler, low-technology world.



Consider the argument of David Morris of
the Institute for Local Self-Reliance: "Most
people believe that a global economy is the
only path to a higher standard of living as
well as the inevitable next step in economic
evolution. The economic emphasis on im­
ports and exports continues to guide our
thinking even when we can see that it
endangers the survival of humans and other
species. "

In his view, the' 'key to achieving a Green
future . . . is localizing the world econo­
my. ,,4 The problem with this quaint way of
thinking is that it ignores elementary eco­
nomic concepts. For instance, as long as
trade is voluntary, both partners benefit;
otherwise they wouldn't trade. The buyer of
a shirt, for example, values the shirt more
than the money spent, while the seller val­
ues the money more. Trade makes the world
economy more efficient by allowing nations
to capitalize on their strengths.

Ofcourse, Morris accepts trade within his
local region, but where does he draw his
trade boundary lines? If it makes sense for
Morris's butcher and baker to trade in their
region, how about trading with the commu­
nity next door? Morris's vision makes no
rational sense, but retains enormous emo­
tional appeal.

Another point that should interest envi­
ronmentalists is the fact that opening econ­
omies to the competitive global marketplace
forces nations to become more efficient and
waste fewer resources. For instance, in the
Soviet Union every barrel of crude oil con­
sumed produces $253 of GNP; the corre­
sponding outputs for the United States,
western Germany, and Japan are $341, $420,
and $639, respectively. Similarly, Swedish
sawmills use 98 percent of a tree in timber
production whereas Malaysian mills use
only 40 percent. The sort of waste and
inefficiency evident in more closed econo­
mies is responsible for much of the environ­
mental degradation of the world today.
Competition, which forces technological
improvements and the modernization of
plants and equipment, can vastly enhance
environmental quality.

Freer trade would boost environmental
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amenities in other ways. For instance, much
of the current pollution on the U.S. side of
the border results from crowding on the
other side, largely as a result of the maqui­
ladora program. That program gives special
tariff treatment to Mexican industries that
import U.S. products for assembly and
re-export. It originally required Mexican
firms to locate along the border in order to
receive the program's benefits. While these
restrictions have been eased, others remain
which encourage firms to remain in the border
area. Free trade would reduce today's artifi­
cial incentive for border crowding.

The bulk of the environmental improve­
ments are most likely to occur in Mexico.
Companies operating in developing coun­
tries bring new technologies to market and,
for reasons mentioned earlier, are likely to
adhere to American standards. In addition,
Mexican companies would find they have to
adhere to standards acceptable to U.S. con­
sumers in order to successfully export. Just
the promise of free trade is already encour­
aging U. S. -Mexico cooperation on the
cleanup of their common boundary. Before
NAFTA, U.S. activists largely ignored en­
vironmental problems in Mexico. Now, the
two countries are hammering out details on
the Border Plan, the most comprehensive
attempt to cooperate on cleanup.

Perhaps the biggest reason for environ­
mental gains in Mexico from freer trade,
however, would result from increased eco­
nomic prosperity. To some environmental­
ists, this seems backwards. Many argue
against trade because it encourages indus­
trialization, which in turn, is blamed for
pollution. Yet the experience of Western
developed countries is just the opposite.
Over the long term, emissions eventually
fall, even as economic growth continues to
increase. Several years ago, Hoover re­
search fellow Mikhail Bernstam detailed
what he calls' 'the environmental split of the
1970s and 1980s"-a divergence between
consumption and pollution involving West­
ern market economies and the socialist world.
He found that resource use and discharges
began to decline rapidly in those nations
with competitive markets, even as eco-



64 THE FREEMAN. FEBRUARY 1994

nomic growth continued. In contrast, during
the same two decades, consumption and
environmental disruption were rapidly in­
creasing in the USSR and European social­
ist countries even though their economies
slowed down and eventually stagnated.5

Bernstam's conclusions are borne out by
other studies as well. Gene Grossman and
Ann Krueger examined air quality in urban
areas of the developed and developing
world. Their analysis related the level of
pollutants to the level of the nation's per
capita GDP. They found that concentrations
of sulfur dioxide have risen with incomes at
low levels of per capita income; fallen at
higher levels of per capita income; and
leveled off when per capita income reached
about $5,000 (1988 U.S. dollars).

The basic point is that countries must be
rich before they can be clean. As societies
become wealthier, they attach a greater
value to environmental quality. Ecological
prosperity is a luxury that only developed
nations can afford. Trade enables countries
to become richer, and, as the studies sug­
gest, this in turn reduces pollution.

Free Market
Environmentalism

Another interesting finding of the Bern­
starn study was that the strictness of gov­
ernment environmental regulation does not
correlate with the drop in pollution. If any­
thing, he writes, there is a slight negative
correlation. Far more important in deter­
mining emission levels is an economy's
incentive structure. Thus, as we discuss
markets and trade within North America,
we should consider using markets in natural
resources to foster incentives for environ­
mental stewardship.

Free market environmentalism is pre­
mised on the idea that the failure to apply
markets has led to many of today's envi­
ronmental problems. Air, water, and land
pollution are often the worst on common
property resources such as those owned by
the government. In these cases, no one is
responsible for seeing that resources are
used efficiently and adequately protected.

This is the essence of the standard text­
book concept called the "tragedy of the
commons," whereby users of communal
land will use the property as intensively as
possible, since they gain little benefit from
conserving the resource. Users of commu­
nal grazing lands face the incentive to boost
personal gains by overgrazing the land at
public expense. In contrast, users of private
land face the incentive to consider the costs
of maintaining the pasture at varying inten­
sities of grazing. Of course, many people
object that the owners will exploit the land
for profit, caring little about environmental
preservation. However, property rights give
even an uncaring owner a financial incentive
to preserve his land, since overgrazing will
lead to both economic ruin and environmen­
tal devastation. By maintaining the prop­
erty, he maximizes both.

Unfortunately, the standard approach to
environmental problems in the United
States has been regulatory rather than mar­
ket oriented. But most major environmental
initiatives, such as Superfund, the Endan­
gered Species Act, and the Federal Water
Pollution Control Act, have fallen far short
of their goals. Most have been extremely
expensive and relatively ineffective. Some
have even created severe disincentives for
people to preserve the environment. Con­
sider the Endangered Species Act, intended
to protect plants and animals that are expe­
riencing serious population declines. Under
the Act, it is a federal crime to use land in a
way that endangers the habitat of protected
plants and animals. Once an endangered
species shows up on private property, the
landowner is no longer free to use the land
without federal approval. Some owners
have lost millions of dollars after the dis­
covery of protected wildlife on their prop­
erty. As a result, many now discourage
natural habitat and destroy any protected
species that they find-the "shoot, shovel,
and shut-up" strategy.

Such problems are no stranger to Mexico.
As Roberto Salinas, Executive Director of
the Centro de Investigaciounes Sobre la
Libre Empresa in Mexico City, writes, "the
lack of property titles in rural farming areas



has forced peasants to turn to burning the
rich forests in southern Mexico in search of
new arable land." As Mexico confronts its
many environmental problems, hopefully its
leaders will consider more efficient market­
oriented conservation strategies. They are
more likely to do so as part of a freer
economic and trade regime.

Summary
In the end, anti-free trade environmental­

ists need to address the evidence and,
equally important, rethink their warped vi­
sion of the future, a "shallow ecology" that,
intentionally or not, aims at protecting the
health and affluence of people in the devel­
oped countries. Argues Roberto Sanchez,
an environmental specialist at the Colegio
de la Frontera Norte, a research institute in
Tijuana, environmental changes will only
occur "if the American environmentalists
give up some of their romantic notions and
let [Mexico] find its own way." Environ­
mentalists may' 'want to save the planet, but
it is not the same planet on their side of the
border as it is on [Mexico's]. They can
afford to defend the environment for its own
sake. Our people must use the environment
to survive.,,6
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Trade negotiations, including but not lim­
ited to NAFTA, present unique opportuni­
ties to coordinate trade with environmental
policy. The evidence is overwhelming that
opening markets will provide both economic
and environmental prosperity for all parties.
It is the poverty of a closed economy, not
free trade, that threatens ecological degra­
dation around the globe.

Moreover, free market environmentalism
provides a means for advancing both eco­
nomic and ecological ends. It uses rather
than suppresses the powerful incentives
embodied in property rights and voluntary
trade to better protect environmental and
natural resources. As environmental con­
cerns grow in importance in the global
economy, so too will debate over this alter­
native vision. D
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Natural Controls

Since natural laws govern the forces of life that created this
universe in which we live, all of those laws are in harmony with

each other. If man can learn more about them, and use them in his
human and economic relations, he will learn to live in peace with his
fellow men, and in harmony with his environment....

As defined by one economist, economics is the science of making
scarce materials go around. If we let it work, the natural system of
economic law will provide that the scarce resources ofearth continue
to meet human needs.

It is when man intervenes to upset the workings ofeconomic nature
that he begins to have troubles. It is when he tries (always without
success) to repeal natural laws-by artificial trade barriers, price
controls, production quotas, inflationary policies, and other means­
that we find ourselves destroying our natural resources and our
environment.

-c. R. BATTEN
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DAVIS-BACON: JIM CROW'S
LAST STAND

by John Frantz

T he ugliest and most disturbing events in
American history have usually been

linked with state-sponsored or sanctioned
racism: Incidents of police brutality, sym­
bolized by the Rodney King trials. Slavery.
The Dred Scott decision. The post-Civil
War Jim Crow laws. School segregation.

Today, however, most people like to
believe that their government fairly repre­
sents the interests ofeveryone, regardless of
race. Unfortunately, the states and the fed­
eral government still discriminate against
blacks, but this state-sponsored racism has
taken on more subtle forms. Thus while
great strides have been made since the Jim
Crow era, some relics remain. One of them
is the Davis-Bacon Act.

Davis-Bacon, passed in 1931, requires
private contractors to pay "prevailing wag­
es" to employees on all construction
projects receiving more than $2,000 in fed­
eral funding. The Secretary of Labor "is
charged with conducting surveys of a re­
gion's wages and setting rates for up to 100
various classifications of workers. Most of­
ten, the "prevailing wage" corresponds to
the union wage, especially in urban areas,
where union membership tends to b~ higher.
The Davis-Bacon Act covers approximately
20 percent of all construction projects in
the United States and affects more than 25
percent of all construction workers in the
nation at any given time.

John Frantz is a law student at Harvard Univer­
sity in Cambridge, Massachusetts.

The Act was passed in order to prevent
non-unionized black and immigrant laborers
from competing with unionized white work­
ers. The discriminatory effects continue,
as even today minorities tend to be vastly
under-represented in highly unionized
skilled trades, and over-represented in the
pool of unskilled workers.

Davis-Bacon restricts the economic op­
portunities of low-income individuals in a
number of ways. Minority contracting firms
are often small and non-unionized, and can­
not afford to paythe "prevailing wage. " The
Act also requires contractors to pay un­
skilled laborers the prevailing wage for any
job they perform, essentially forcing con-
tractors to hire skilled tradesmen, selecting
workers from a pool dominated by whites.

Thus, the Davis-Bacon Act constitutes a
formidable barrier to entry into the con­
struction industry for unskilled or low­
skilled workers. This is especially harmful
to minorities because work in the construc­
tion industry pays extraordinarily well com­
pared to that for other entry-level positions,
and could otherwise provide plentiful op­
portunities for low-income individuals to
enter the economic mainstream.

In November 1993, the Institute for Jus­
tice, a Washington, D.C., based public­
interest law firm, filed suit challenging
Davis-Bacon constitutionality, as part ofthe
Institute's litigation program to help restore
judicial protection of "economic liberty"­
the basic right to pursue a business or pro­
fession free from arbitrary government
regulation.

66



The History of the
Davis-Bacon Act

Prior to the enactment of the Davis-Bacon
Act, the construction industry afforded tre­
mendous opportunities to blacks, especially
in the South. In at least six southern cities,
more than 80 percent of unskilled construc­
tion workers were black. Blacks also rep­
resented a disproportionate number of un­
skilled construction workers in the North,
and constituted a sizable portion of the
skilled labor force in both parts of the
country.

This was so despite the fact that most of
the major construction unions excluded
blacks, and that blacks faced widespread
discrimination in occupational licensing and
vocational training. These unions felt seri­
ously threatened by competition from blacks,
and favored any attempt to restrict it. 1

The co-author of the Act, Representative
Robert Bacon, represented Long Island.
Bacon was a racist who was concerned lest
immigration upset the nation's "racial sta­
tus quo." In 1927, he introduced H.R.
17069, "A Bill to Require Contractors and
Subcontractors Engaged on Public Works of
the United States to Comply With State
Laws Relating to Hours ofLabor and Wages
of Employees on State Public Works. " This
action was a response to the building of a
Veterans' Bureau Hospital in Bacon's dis­
trict by an Alabama contractor which em­
ployed only black laborers.

Representative William Upshaw, under­
standing the racial implications of Bacon's
proposal, stated: "You will not think that a
southern man is more than human if he
smiles over the fact of your reaction to that
real problem you are confronted with in any
community with a superabundance or large
aggregation of negro labor. ,,2 Over the next
four years, Bacon submitted 13 more bills to
regulate labor on federal public works con­
tracts. Finally, the bill submitted by Bacon
and Senator James Davis was passed in
1931, at the height of the depression, with
the support of the American Federation of
Labor. The Act required that contractors
working on federally funded projects over
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$5,000 pay their employees the' 'prevailing
wage." The law was amended in 1935,
reducing the minimum to $2,000 and dele­
gating the power of determining the "pre­
vailing wage" to the Department of Labor.
The Department's regulations governing the
determination of wages, remained basically
unchanged for five decades and equated the
prevailing wage with the union wage in any
area that was at least 30 percent unionized.
In practice, the "prevailing wage" was
almost universally determined to be the
same as the union wage.

The debate over Bacon's bills betrayed
the racial animus that motivated passage of
the law. Representative John Cochran
stated, "I have received numerous com­
plaints in recent months about southern
contractors employing low-paid colored
mechanics getting work and bringing the
employees from the South.,,3 Representa-
tive Clayton Algood similarly complained,
"That contractor has cheap colored labor
that he transports, and he puts them in
cabins, and it is labor of that sort that is in
competition with white labor throughout the
country. ,,4 Other derogatory comments
were made about the use of "cheap labor,"
"cheap, imported labor," "transient la­
bor," and "unattached migratory work­
men. ,,5 While supporters of the Act in­
tended to disadvantage immigrant workers
of all races, they were particularly con­
cerned with inhibiting black employment.

Supporters of Davis-Bacon were also full
of anti-capitalist rhetoric. Representative
McCormack said of Davis-Bacon, "It will
force the contractor who heretofore has
used cheap, imported labor to submit bids
based upon the 'prevailing wage scale' to
those employed. It compels the unfair com­
petitor to enter into the field of fair compe­
tition. ,,6 This rhetoric of "fairness" domi­
nates much of the contemporary debate
over Davis-Bacon, as well.

Two important modifications have re­
cently been made in the way that the Davis­
Bacon Act is enforced. In 1982, the Depart­
ment of Labor altered the basis for
determining the prevailing wage, deciding to
equate the union wage with the "prevailing
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wage" only in places where the construction
industry was 50 percent unionized. This
change has had little effect on minority­
owned firms' ability to secure contracts
because union membership tends to be
much higher in urban areas, where large
minority populations reside.

The Department of Labor has also at­
tempted to alter its regulations to allow
contractors to hire a limited number of
unskilled "helpers" to work on Davis­
Bacon projects for less than the prevailing
wage. This change, which was to go into
effect on February 4, 1991, would help to
diminish some of the discriminatory effects
of the Act, but Congress has so far pre­
vented the Department from enforcing it.
Moreover, labor unions are now pressuring
Congress and the Clinton Administration to
repeal the changes. Similarly, while Presi­
dent Bush suspended the Act in South
Florida, coastal Louisiana, and Hawaii in
October of 1992 following Hurricanes An­
drew and Iniki, President Clinton reversed
course upon entering office.

Last year Senator Hank Brown (R-Col.)
sponsored legislation to repeal the Davis­
Bacon Act. A similar bill was introduced in
the House by Representative Tom DeLay
(R-Tex.). Both proposals have attracted
congressional co-sponsors, but, not surpris­
ingly, have failed to attain majority support.

Effects of the Davis-Bacon Act
The Davis-Bacon Act imposes tremen­

dous economic and social costs-at least $1
billion in extra federal construction costs
and $100 million in administrative expenses
each year. Industry compliance costs total
nearly $190 million per year. Repeal of the
Act would also create an estimated 31,000
new constructionjobs, most ofwhich would
go to members of minority groups.

Davis-Bacon's impact on the ability of
minorities to find work in the construction
industry has been particularly devastating.
The Department of Labor's initial set of
regulations did not recognize categories of
unskilled workers except for union appren­
tices. As a result, contractors had to pay an

unskilled worker who was not part of a
union apprenticeship program as much as a
skilled laborer, which almost completely
excluded blacks from working on Davis­
Bacon projects.7 This effectively foreclosed
the only means by which unskilled blacks
could learn the necessary skills to become
skilled workers.

As a result, while black and white unem­
ployment rates were similar prior to passage
ofthe Davis-Bacon Act, they began to diverge
afterwards. This problem persists today. In
the first quarter of 1992, the black unemploy­
ment rate was 14.2 percent, even though the
overall national rate was only 7.9 percent.

The racial difference in unemployment
rates is especially pronounced in the con­
struction industry. According to a recent
study by the National Urban League, in the
fourth quarter of 1992, 26.8 percent of all
blacks involved in the construction industry
were jobless compared to only 12.6 percent
of white construction workers. 8

Despite recent racial progress, Davis­
Bacon continues to inhibit minority eco­
nomic progress in several ways. For in­
stance, union apprenticeship programs,
even if they no longer discriminate, still
strictly limit the number of enrollees and
impose arbitrary educational requirements
on potential applicants, thereby excluding
the most disadvantaged workers.9

Moreover, unskilled workers must be paid
the same wage as a skilled worker, forcing the
contractor to pay laborers considerably more
than the market value of their work. For
example, in Philadelphia, electricians work­
ing on projects covered by the Davis-Bacon
Act must be paid $37.97 per hour in wages
and fringe benefits. The average wage of
electricians working for private contractors
on non-Davis-Bacon projects is $15.76 per
hour, with some laborers working for as
little as $10.50 per hour.

Thus, even minority, open-shop contrac­
tors have no incentive to hire unskilled
workers. Ralph C. Thomas, former execu­
tive director of the National Association of
Minority Contractors, stated that a minority
contractor who acquires a Davis-Bacon con­
tract has "no choice but to hire skilled trades-
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men, the majority of which are of the major­
ity." As a result, Thomas said, "Davis-Bacon
closes the door in such activity in an indus­
try most capable of employing the largest
numbers of minorities. ,,10

The paperwork a contractor must fill out
pursuant to Davis-Bacon contracts also dis­
criminates against small, minority:.owned
firms. Many do not have personnel with the
necessary expertise to complete the myriad
forms and reports required.

As a result of all these factors, the Davis­
Bacon Act prevents rural and inner-city
laborers and contractors from working on
projects in their own communities. Ironi­
cally this is one problem Davis-Bacon was
intended to prevent. Bacon said during de­
bate over the Act, "Members of Congress
have been flooded with protests from all
over the country that certain Federal con­
tractors on current jobs are bringing into
local communities outside labor," and' 'that
the government is in league with contract
practices that make it possible to further
demoralize local labor conditions. ,,11

Such a claim could easily be made today
by inner-city and rural contractors. Yale
Brozen, an economist at the University of
Chicago, found that the "prevailing wage"
for the Appalachian region of western Penn­
sylvania is set at the same level as that of
Pittsburgh, despite the fact that the wages
normally paid by the rural contractors are
only half the levels of union contractors in
Pittsburgh. The same is true of inner cities,
where small, minority-owned, open-shop
firms are forced to pay union wages when
working on Davis-Bacon projects, because
of the highconcentration ofunionized work­
ers in other parts of the city.

As a result, rural and inner-city contrac­
tors are deterred from seeking Davis-Bacon
contracts because they cannot afford to pay
the higher wages to their employees and
larger and more highly unionized firms are
encouraged to seek out such contracts. The
result makes it clear that the government is
in fact "in league with contract practices"
that "demoralize local labor conditions,"
only now at the expense of minorities rather
than whites.

The results of this practice were clearly
demonstrated in Los Angeles. In the parts of
the city where the riots occurred, the rate of
unemployment for black workers is 27.6
percent. Despite an ample supply of local
labor to help rebuild the city, Davis-Bacon
has and continues to freeze out local un­
skilled minority workers from those avail­
able jobs. In contrast is the situation in
South Florida and coastal Louisiana, where
the suspension of Davis-Bacon created
5,000 to 11,000 jobs.

In addition to this statistical evidence,
individuals involved in the construction and
renovation of low-cost public housing have
testified as to the disastrous effects of the
Act. When Ralph L. Jones, president of a
company that manages housing projects for
the Department of Housing and Urban De­
velopment, gained control of a pair of di­
lapidated 200-unit buildings in Tulsa, Okla­
homa, he intended to hire many of the
building's unemployed residents to help re­
store the property. But the Davis-Bacon Act
required him to pay everyone working on
the project union wages, forcing him to hire
only skilled laborers, very few of whom
were minorities.

Mary Nelson, director of Bethel New
Life, Inc. , a social service organization
located in Chicago, has found that Davis­
Bacon adds up to 25 percent to her total
costs and frequently prevents her from hir­
ing unskilled, low-income workers to work
on projects renovating the public housing
that they themselves live in. Elzie Higgin­
bottom, builder of low-income housing in
Chicago's South Side, has had similar prob­
lems. Davis-Bacon requires him to pay car­
penters (defined by the Act as someone who
hammers in a nail) $23 per hour. As a result,
he complained, "I've got to start out a guy
at $16 per hour to find out if he knows how
to dig a hole. I can't do that." 12

Conclusion
The constitutional challenge to Davis­

Bacon is a cornerstone of the Institute for
Justice's program to restore economic lib­
erty as a fundamental civil right. The Insti-
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tute is challenging Davis-Bacon on the
grounds that it is racially discriminatory,
since it was passed to discriminate against
blacks and immigrants, and as a result,
violates the equal protection guarantee of
the Fifth Amendment. The courts need only
look to the legislative and administrative
history of the law to determine that racial
discrimination was among its purposes. The
courts could also void the Davis-Bacon Act
for impinging on the right of individuals to
pursue employment opportunities, thereby
violating the Fifth Amendment's due pro­
cess clause. The Institute for Justice has
brought together a unique coalition of plain­
tiffs to challenge the law. Complainants
range from individual minority contractors,
who have either lost opportunities to suc­
cessfully acquire government contracts or
who have gone out of business altogether
because of the application of Davis-Bacon,
to resident-management corporations who
because of the law have been unsuccessful
in their attempts to involve public-housing
residents in rebuilding programs at their
own developments.

Borne of racial animus, the Davis-Bacon
Act has undermined the efforts of economic
outsiders to find employment in the con­
struction industry for more than six de-

cades. Given the influence of organized
labor over Congress and the extent to which
the Clinton administration's support of
NAFTA alienated this key constituency, it
is highly unlikely that either branch will risk
further undermining union support by pur­
suing reform or repeal of the Davis-Bacon
Act. Thus, the only avenue that remains
open is thejudiciary. The courts should bury
this relic of the Jim Crow era. D
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Why Does Davis-Bacon Persist?

T he harmful effects of the Davis-Bacon Act do not seem to impair
its popularity. They are interpreted away and placed on the door­

steps of capitalism. The American public does not suspect the Davis­
Bacon Act, the Norris-LaGuardia Act, or the Smoot-Hawley TariffAct
of having played an ominous role in the Great Depression. It lays the
blame instead on mysterious failings of the private-property order
and the profit motive. It does not suspect labor legislation of causing
unemployment, especially among minorities. Instead, the public is
persuaded that white middle-class racism, especially among employ­
ers, is responsible for the unemployment plight.

To raise the income of labor by legislative fiat or union coercion is
the very essence ofinterventionism. In the eyes ofthe American public,
to raise wages is virtue, to take from employers is morality. In the world
of reality, however, inexorable economic principles contradict such
notions and point up the inevitable consequences of policies based on
these notions. In economic life, principle must prevail in the end.

-HANS F. SENNHOLZ
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FEDERAL TRANSIT
SUBSIDIES:
How GOVERNMENT
INVESTMENT HARMS
THE U.S. ECONOMY

by John Semmens

I t has been asserted by some that part of
what is needed to revitalize the U.S.

economy is more government investment.
There is, of course, a superficial plausibility
to this assertion. Every dollar the govern­
ment spends becomes somebody's income.
The people working on government-funded
projects do have jobs. The purchases gov­
ernment makes result in revenues for some
businesses. All of this is formalized in the
Gross National Product (GNP) wherein ev­
ery monetary transaction that takes place is
tallied as one measure of the economy's
health.

If we are to make an intelligent assess­
ment ofthe potential impact ofa prospective
increase in government investment, though,
we will need to do more than rely upon the
superficial plausibilities. After all, throwing

Mr. Semmens, a specialist in transportation
issues, is an economist with the Laissez Faire
Institute in Arizona.
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money out of the windows of the U.S. Mint
would also provide a superficially plausible
stimulation of the U.S. economy. People
would catch the windblown currency and
spend it on something. This spending would
become someone else's income. It would
supportjobs. It would even show up in GNP
statistics. However, few, save Keynesian
diehards, would tout currency tossing as
a legitimate government investment pro­
gram.

A traditional first step in analyzing any
investment is to examine the historical per­
formance record. Since one of the most
frequently mentioned public sector invest­
ments is increased public transit subsidies,
perhaps it would be worth our while to
investigate the historical performance of
federal aid for transit. While there is no
guarantee that future performance would
duplicate past performance, many profes­
sional investors regard historical informa-
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Table 1
Impacts on the U.S. Economy of Alternative Investments

($ In Billions)

Capital IRA: IRA:
Public Corporate Gains Tax Treasury S&P 500
Transit Tax Cut Cut Bills Stocks

Amount Invested $61.5 $61.5 $61.5 $61.5 $61.5
Current Value $10 $100 $160 $130 $250
Impact on GNP $40 $400 $650 $500 $1000
# Jobs 800,000 8 mil. 13 mil. 10 mil. 20 mil.
Federal Taxes $8 $75 $120 $100 $190

Sources: Economic Report of the President (January 1993)
Statistical Abstract of the U.S. (1992)
Transit Fact Book (American Public Transit Association)

tion as indicative of what to expect in the
future.

The proponents of government invest­
ment in public transit are hardly modest in
the claims they make for the economic
benefits to be gained from such investments.
For its part, the American Public Transit
Association (APTA) boasts that every dollar
spent on public transit generates three to
five dollars of additional economic activity.
In 1984, the APTA issued a report entitled
National Impacts of Transit Capital and
Operating Expenditures on Business Reve­
nues. This report asserted that every dollar
spent on rail transit produced $3.15 in added
business revenue. For every dollar spent on
bus transit, the APTA report estimated that
an additional $3.50 in business revenue was
generated.

In 1991, another APTA report-Trans­
portation Spending and Economic Growth:
The Effects of Transit and Highway Expen­
ditures-claimed even more robust returns
from transit outlays. In this case, for every
dollar spent on transit an estimated $5.20 in
additional economic activity was alleged to
result.

These impacts of three and five to one
certainly sound impressive. It is easy to see
how some people could become enthusiastic
about this seeming fount of prosperity.
However, it is important to remember that
all expenditures of money generate similar
ripple effects through the economy.
Whether putting our money into public tran-

sit is a good or a bad investment depends
upon the return we get on the investment.
Before we rush to plow more billions into
transit it might be wise to compare this
particular investment to alternative ways
the same money could have been invested.

Looking at Investment
Alternatives

The figures shown in Table 1 indicate the
potential returns the U.S. economy might
have experienced if the tax dollars that went
into public transit had been invested differ­
ently. For this analysis, I have assumed that
the $61.5 billion that the federal government
has invested in public transit between 1965
and 1992 would have been put into any of
several obvious alternatives. The annual
federal cash flow into transit over this time
period is assumed to have been directed
instead into each of the four alternatives
portrayed in the table.

The "amount invested" is the same $61.5
billion for each alternative. The "current
value" is the estimated current value of the
assets for each investment alternative as of
the end of 1992. The "impact on GNP" is
the estimated 1992 amount of economic
activity that has been (or would have been)
added to GNP by each investment alterna­
tive. The" # jobs" is the estimated number
of employment opportunities that could be
supported by the economic activity gener­
ated by each investment alternative in 1992.
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The "federal taxes" are the estimated ad­
ditional tax revenues accruing to the federal
government during 1992 as a result of the
economic activity generated by each invest­
ment alternative.

The "public transit" investment option
is, of course, the actual government invest­
ment made during this time period. The
"corporate tax cut" investment option as­
sumes that the amount spent on transit
would have been "spent" on corporate tax
relief (for example: an investment tax credit
or a cut in corporate income taxes) and that
this money would have been invested in
business assets earning average rates of
return. The "capital gains tax cut" invest­
ment option assumes that the amounts spent
on transit subsidies would have been
"spent" on reducing the capital gains tax
and that this money would have been in­
vested in the stocks comprising the Stan­
dard & Poor's 500 stock index. Dividends
were not assumed to be reinvested. The
"IRA: treasury bills" investment option
assumes that the amount spent on transit
would have been "spent" by allowing tax­
free investing by individuals and that these
individuals selected a very conservative
investment strategy of buying three-month
treasury bills. The "IRA: S&P 500 stocks"
investment option assumes the same tax­
free investing by individuals, but that they
buy stocks. In this case, dividends are
assumed to be reinvested.

The comparison of these investment al­
ternatives is quite startling. The contribu­
tions to the U.S. economy made by public
transit are pathetically meager compared to
any of the alternatives. Even the least fa­
vorable private sector investment alterna­
tive could have had an incremental impact
on the U.S. economy ten times the size of
that the actual public transit investment has
had. If any of these alternative paths had
been chosen, GNP would have been larger,
more people would have jobs, and the fed­
eral deficit would have been lower.

Recent statistics indicate that there are
about 9 million persons classified as unem­
ployed. The implication of our analysis of
hypothetical investment alternatives is that

unemployment problems would have been
greatly reduced had the government made
different investment decisions. The more
lucrative returns of the alternative invest­
ments would have created more job oppor­
tunities. More people would have been at­
tracted into the workforce. Wages would
likely have risen. The additional capital that
would have been available would likely have
improved labor productivity. So, even if it
does seem improbable that the economy
could sustain an additional 20 million jobs,
as the "IRA: S&P 500 stocks" option im­
plies, it is obvious that the employment
environment would be far more favorable
than it now is.

The projection of a lower federal deficit is
predicated on the assumption that all other
expenditures remain the same. This proba­
bly tends to understate the favorable impact
that a different investment decision would
have had. Surely, the more robust employ­
ment environment that could have existed
would be expected to reduce government
outlays for unemployment compensation
and welfare. Likewise, the higher tax reve­
nues that the government would have re­
ceived would also have reduced borrowing
costs. These factors could have lowered the
deficit even more than the additional tax
revenues projected in Table 1 would imply.

Profits Instead of Deficits
The reason why each of the prospective

investment alternatives would have pro­
duced much better results for the U.S.
economy than the transit investment that
was made is that each alternative would
have earned a profit. Public transit does not
earn a profit. As a whole, it cannot even
cover its operating costs from passenger
revenues. A glance at a graph of the aggre­
gate public transit operating results from
1965 to 1992 (see Figure 1) shows a trend of
deepening annual deficits. The losses suf­
fered by public transit mean that the value of
the outputs of the investment are worth less
than the cost of the inputs. What this means
is that the money invested iIi public transit
is consumed. The investment cannot sustain



74 THE FREEMAN • FEBRUARY 1994

FIGURE 1

ANNUAL PUBLIC TRANSIT DEFICITS
(IN MILLIONS OF DOLLARS)
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itself independent of continual infusions of
new capital.

The superior performance of the alterna­
tives comes from the compounding ofprofits
made on the capital invested. These profits
mean that the value of the outputs of the
investment exceed the cost of the inputs.
Consequently, the money invested grows
with each increment of profit. The process
of making a profit on an investment enables
one to end up with more wealth than he had
when he started. Greater wealth, of course,
would make the U.S. economy stronger and
better able to meet the material needs of
more people..

The last gasp of a defense on behalf of

money-losing government investments like
public transit is that a needed service is
provided. Unfortunately, the fact that pub­
lic transit is subsidized makes it impossible
to determine the need for the service. The
fact that we do not ask the consumers of
public transit to pay what it costs to provide
the service denies us any objective measure
of need. It is probable that a substantial
portion of the so-called need for transit
would dissipate if taxpayers were not paying
over 60 percent of the cost of every transit
ride.

While the need for money-losing transit
has been undemonstrated and exaggerated,
the need for the products and services that
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would have been provided by the forgone
alternatives is easily overlooked. The fact
that consumers of unsubsidized products
and services produced by the private sector
do pay the full costs is proof that a need has
been fulfilled. The voluntary payment by
willing consumers is an objective measure
of need. So, not only has the federal gov­
ernment's 27-year investment in public tran­
sit lost money, it has also prevented trillions
of dollars worth of needs from being ful­
filled.

The federal government's investment in
public transit currently amounts to around
$3 billion per year. This is a relatively small
amount of spending. But as we have seen,
the cumulative economic cost of annually
pouring a small amount of money into prof­
itless transit operations in the past has had
a huge opportunity cost for the U.S. econ­
omy. To place the total negative impact of
excessive government spending in perspec-

tive, consider that the Grace Commission
estimated that there was $140 billion per
year in unnecessary federal spending. As
this process of waste continues year after
year the compound effect on the U.S. econ­
omy has to be devastating.

The inability of the federal government to
contain its appetite for bad investments has
been a disaster of major proportions. The
competitiveness of U.S. businesses, the
standard ofliving ofthe population, even the
health, safety, and welfare of the American
people have been enormously harmed by
the inferior investment choices policymak­
ers have made over the last generation.

When we see what could have been and
compare it to what is, we are observing a
government performance worthy of shame,
not repetition. Unless we want to repeat and
intensify this shame, it is clear that more
government investment is exactly what we
don't need. D

PRIVATE HIGHWAYS IN
AMERICA, 1792-1916
by Daniel B. Klein

F ifteen years ago only technology aficio­
nados and laissez-faire idealists en­

tertained the notion of private highways.
Today, however, public officials and entre­
preneurs are struggling to make the notion a
reality. Four private highway projects are
underway in California and many other
states are following suit.

The notion of private highways, which

Dr. Klein is an assistant professor ofeconomics
at the University of California, Irvine.

would seem fantastic to our parents, was
commonplace to our great-great-grandpar­
ents. Initiated in the 1790s in the growing
Republic, these roads stimulated com­
merce, settlement, and population. During
the nineteenth century more than 2,000
private companies financed, built, and op­
erated toll roads. States turned to private
initiative for much the same reason they
are doing so today: fiscal constraints and
insufficient administrative manpower.
Knowledge of our toll-road heritage may
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Table 1
Turnpike Incorporation, 1792·1845

State 1792-1800 1801-10 1811-20 1821-30 1831-40 1841-45 Total

New Hampshire 4 45 5 1 4 0 59
Vermont 9 19 15 7 4 3 57
Massachusetts 9 80 8 16 1 1 115
Rhode Island 3 13 8 13 3 1 41
Connecticut 23 37 16 24 13 0 113
New York 13 126 133 75 83 27 457
Pennsylvania 5 39 101 59 101 37 342
New Jersey 0 22 22 3 3 0 50
Virginia 0 6 7 8 25 0 46
Maryland 3 9 33 12 14 7 78
Ohio 0 2 14 12 114 62 204
Total 69 398 362 230 365 138 1552

Source: Klein & Fielding, Transportation Quarterly (1992)

help encourage today's budding toll-road
movement.

The Turnpike Heyday,
1800-1825

Once the state of Pennsylvania chartered
a private company in 1792 to build a road
connecting Philadelphia and Lancaster, ri­
val states felt impelled to follow. Private
initiative was the only effective means of
providing new highways, because state and
county finances were almost nonexistent
and town resources were meager. Private
control and user fees were bold steps, but
once taken, states could only continue to
move forward. In an age before the canal
and railroad, legislators were willing to test
community and political custom to get high­
ways built.

The turnpikes were financed by private
stock subscription and set up to pay divi­
dends. Built with a surface of gravel and
earth, turnpikes were usually 15 to 40 miles
in length, and cost $2,000 per mile to build.
They were massive undertakings and relied
on widespread investment from the commu­
nity. Stock purchased was more like a
contribution to community improvement
rather than a business investment. Some
travelers objected to the idea ofpaying tolls,
particularly to a corporate monopoly. Leg­
islators, often suspicious of corporate mo-

tives, wrote extensive (and economically
debilitating) restrictions into company char­
ters, specifying conditions for construction,
maintenance, and toll rates, and toll collec­
tion.

The progress of turnpike incorporation is
shown in Table 1. Only Pennsylvania, Vir­
ginia, and Ohio subsidized their turnpike
companies; New York chartered the most
turnpikes. The opening decade of the nine­
teenth century saw the most charter activ­
ity, though roughly one-third of the compa­
nies chartered failed to construct a single
mile of roadway.

The unprofitability of turnpikes soon be­
came obvious. The vast majority of turn­
pikes paid only very small dividends or none
at all. First, toll evasion was rampant, as
people would circumvent tollgates-a prac­
tice known as "shunpiking." Second, many
roads were built in advance of settlement
and. travel demand was low. Third, legal
restrictions and regulations, limiting both
toll rates and countermeasures to shunpik­
ing, hamstrung the turnpikes' abilities to
improve their financial situation.

But poor financial returns did not neces­
sarily mean unfruitfulness. Even an unprof­
itable turnpike stimulated commerce, raised
land values, and aided expansion. There­
fore, community leaders resorted to a fas­
cinating array of tactics to boost the turn­
pike cause despite the sad prospects for
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dividends. Supporters used newspaper ap­
peals, town meetings, door-to-door solici­
tations, and correspondence to apply social
pressure. In this way as in others, American
communities relied on voluntarism, as so
elegantly described by Alexis de Tocque­
ville, to meet local needs. The result in terms
of turnpike construction in New York is
shown in Figure 1.

Canals, Railroads, and Spur
Turnpikes, 1826-1845

In the late 1820s canals began competing
with many of the major turnpikes. Railroads
joined in a bit later. Between 1825 and 1845
turnpike mileage dropped considerably. At
the same time, however, the canals and
railroads changed the patterns of trade and
development, and stimulated new demands
for shorter toll roads that would serve as

feeders. Table 1shows that turnpike activity
by no means ceased with the advent of
canals and rails.

Plank Road Fever, 1847-1853
High hopes for a new kind of short feeder

road were placed in the idea of plank roads,
organized like turnpikes but surfaced with
wooden planks. Plank surfacing promised
a smooth, inexpensive alternative to turn­
pikes, which sometimes resembled a river of
mud. Plank road fever struck in the late
1840s and thousands of miles of plank roads
were constructed.

Civil engineers and enthusiasts predicted
that plank roads would last eight years
before needing to be resurfaced. Beginning
in 1847, rural Americans financed and con­
structed plank roads in massive numbers.
Table 2 shows total incorporation for sev-
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eral states. Figure 2 shows the plank road
system in New York.

But the planks wore out twice as fast as
predicted-usually within four years. The
movement ended as suddenly as it had
begun. Most plank road companies folded,
while others converted their operations to
gravel turnpikes.

Toll Roads in the
Far West, 1850-1890

The toll road idea endured to the end of
the century. Discoveries of gold, silver,
copper, and other minerals in California,
Colorado, and Nevada sparked rushes of
newcomers. Even before statehood for Col­
orado and Nevada entrepreneurs organized
their own toll road enterprises to serve the
mining communities, and some got rich in
the process. Well over 360 toll roads were
constructed in California, Colorado, and
Nevada alone. This experience indicates

that private initiative can provide infrastruc­
ture for economic development-so long as
government respects people's liberty to do
so.

The Good Roads Movement
and the End of the
Toll Road, 1890-1916

By the end of the nineteenth century,
state and county governments had grown in
capabilities and new agencies began setting
goals for centralized highway management.
Independent private toll roads were not
thought appropriate in the era ofprogressive
governance, and most of those remaining
were bought out or shut down. Observed a
county board in New York in 1906:

The ownership and operation of this road
by a private corporation is contrary to
public sentiment in this county, and [the]
cause of good roads, which has received
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Table 2
Plank Road Incorporation by State

State No. State No.

New York 350 Georgia 16
Pennsylvania 315 Iowa 14
Ohio 205 Vermont 14
Wisconsin 130 Maryland 13
Michigan 122 Connecticut 7
Illinois 88 Massachusetts 1
North Carolina 54 Rhode Island 0
Missouri 49 Maine 0
New Jersey 25

Notes: Ohio is through 1852; Pennsylvania, New Jersey, and
Maryland are through 1857. Few plank roads were chartered
after 1857.
Source: Majewski, Saer & Klein, Journal of Economic History
(1993).

so much attention in this state in recent
years, requires that this antiquated sys­
tem should be abolished.... That public
opinion throughout the state is strongly in
favor of the abolition of toll roads is indi­
cated by the fact that since the passage of
the act of 1899, which permits counties to
acquire these roads, the boards of super­
visors of most of the counties where such
roads have existed have availed them­
selves of its provisions and have practi­
cally abolished the toll road.

Conclusion
In 1991 Congress passed the Intermodal

Surface Transportation Efficiency Act

(ISTEA), which changed the 75-year policy
against toll roads. It permits the use of
federal funds on toll roads, including ones
designed, constructed, and operated by pri­
vate groups. It sheds the old requirement
that states repay federal funds if the facility
is transferred to private control. Although
highway financing should be strictly private,
ISTEA greatly improves the present sys­
tem, which relies on unpriced highways
built and operated by government. Under
ISTEA, America might begin to rediscover
the effectiveness ofprivate management and
the economic virtue of user charges. With
new electronic technologies of toll collec­
tion, toll roads make more sense than ever.

As we enter the potentially new era of
privately managed highways, the historical
experience with toll roads offers some im­
portant lessons. First, private operation is
more flexible, creative, and motivated to
serve than government control. In the nine­
teenth century, private road companies con­
sistently out-performed their public-sector
alternatives. Second, private roads will not
be constructed without the prospect of pri­
vate gain. If governments over-regulate or
renege on their promises, private road de­
velopment will not occur. Finally, infra­
structure is an economic good best left to
private action.

Private roadways have always made
philosophical sense. Now even many public
officials understand that they make eco­
nomic sense as well. D

If Men Were Free to Try

How could roads be built and operated privately? I do not know.
This is a subject to which none of us directs his creative

attention. We never do think creatively on any activity pre-empted
by government. It is not until an activity has been freed from
monopoly that creative thought comes into play. . . .

-JOHN C. SPARKS (1954)
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HUMAN RIGHTS
AROUND THE GLOBE

by Tibor R. Machan

I t is interesting that so many people find
the humanities, especially philosophy,

irrelevant. People have always resisted phi­
losophy. In our time it is often the so-called
practical professionals who regard thinking
about the great questions a waste oftime and
would rather handle problems piece"meal, on
the spur of the moment, with no consider­
ation of the big picture.

Yet no sooner does someone attempt to
defeat philosophy than philosophy tends to
win. Philosophy is, after all, trying to make
sense of the world, of seeking, with spirit
and determination, to attain wisdom, to live
the examined life. And even those who set
out to deny its value get trapped by philos­
ophy-their denial is itself an attempt to
reach wisdom, namely, that seeking wisdom
isn't wise, so it's wiser to give it up!

This was evident at the June 1993 inter­
national human rights conference held in
Vienna, Austria, where the assembled
heads ofgovernmental and non-governmen­
tal organizations debated human rights. One
of the most troubling topics of the confer­
ence was what human rights are. When we
speak of human rights, are these conditions
that everyone everywhere ought to enjoy?
Should these same basic conditions be pro­
tected by governments everywhere in the
world? Or are human rights one thing for

Dr. Machan, a contributing editor ofThe Free­
man, teaches philosophy at Auburn University,
Alabama.

people in one part of the globe and another
for those in another part?

Many leaders of Third World countries­
where various types of dictatorships still
flourish-argue, predictably, that human
rights should not be understood the same
way in Western democracies and their own
societies. Why? Because their societies,
they say, require greater regimentation,
more state interference, and pervasive gov­
ernment planning in order to survive. This
really means, of course, that because those
in power in such societies have goals and
purposes that require subjugating others,
they don't believe that the concept ofhuman
rights-to liberty, autonomy, full political
participation, civil rights, religious worship,
freedom of the press-should apply.

There are, of course, cultural differences
that should be honored. But they do not
concern rights, which are basic principles of
human community life. Cultural differences
are valid only where they include peaceful
practices, customs, mores, etiquette, styles,
and tastes. Different cultures often exhibit
certain prominent temperaments that pre­
vail in a society. The Scandinavians are
often more quiet and collected than Latins.
The Finns are more melancholy than the
French. Verbosity, reticence, even shyness
can be matters of temperament, the kind of
benign difference that is important for an
individual's life. And there is much diversity
in the arts of different cultures, based on

80



different histories, climates, and other fac­
tors.

But human rights are based on universal
human attributes. Indeed, universal human
rights concern the basic freedoms that peo­
ple ought to have protected so as to make
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peaceful choices for themselves in all walks
of life. And it is only if such rights are given
full protection that the valuable differences
based on the highly diverse circumstances
in people's lives can be fully exploited and
realized. D

JURY NULLIFICATION:
CORNERSTONE OF
FREEDOM

by Roger ~oopman

"The Jury has the right to judge both the
law and the fact in controversy. " That

statement was penned not by some modern­
day political theorist, but by John Jay, first
Chief Justice of the United States Supreme
Court. It did not reflect some quaint or
offbeat ideology, but rather, the consensus
ofopinion at the founding ofour nation. Our
Founding Fathers understood that the con­
stitutional republic they had crafted was a
fragile thing. Without the proper safeguards,
it could in time fall prey to tyranny mas­
querading as law. They recognized that one
of the most essential of safeguards was the
power vested in the common citizen through
the jury box.

Ifour nation's founders were able to come
back today and witness the instructions that
judges lay upon the juries, they would react
with horror at the emasculation of our once­
proud jury system. Indeed, it bears little
resemblance to the system they established,
precisely because its most essential ingre-

Mr. Koopman is a free-lance writer and busi­
nessman from Bozeman, Montana.

dient-the individual, independent juror­
has largely disappeared. The juror is in­
structed to accept the letter of the law
without question, and apply no moral judg­
ment to his decisions. To the nation's
founders, today'sjury system would appear
as nothing more than a ghost of its former
self.

They would wonder how we managed to
stray so far from the original pattern they
instituted and why, as a result, America has
chosen to place her freedoms in such obvi­
ous peril. Our forefathers, it seems, under­
stood far better than we that for a nation to
remain free, sovereign power must rest in
the people themselves. They designed the
jury system to act as a constant check on the
excesses of government and the abuses of
unjust law. Individual jurors acknowledged
that they had not only the authority, but the
moral responsibility to acquit just men who
ran afoul of unjust law.

Throughout the history of our republic,
there have been many instances of juries
that stood firmly for justice in the face of
illegitimate law. They commonly refused,
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for example, to enforce the British Naviga­
tion Acts against the colonists and later, the
Fugitive Slave Act against the abolitionists.
American history would have been written
much differently if the juries of the past
functioned like the juries of the present.
Sadly, a modern-day jury would toss those
abolitionists in jail, not because we now
believe in slavery, but because juries today
are consistently misinformed from the
bench about their essential role in securing
justice, and are thus rendered impotent in
the defense of freedom. They are instructed
to determine the facts, apply the law, and go
home.

The "Fully Informed Jury"
It is ironic, then, that proposals to require

juries to be informed of their vested powers
are characterized as "radicaL" There is
nothing radical about recognizing the wis­
dom of our Founding Fathers and re­
establishing those sound principles of jus­
tice which we have allowed, through
carelessness and neglect, to slip away. The
so-called "fully informed jury" is at the
bedrock of our republic.

It is important to recognize that this
concept does not create any "new" powers,
rights, or privileges. It merely asserts those
jury powers and rights that have long ex­
isted. Simply stated, the proposal requires
that juries once again be apprised of their
inherent right to judge not only the facts of
a case, but the law itself as it relates to that
case.

As a practical matter, fully informed ju­
ries would result in little or no change in the
great majority of all jury decisions. But in
the few cases where juries asserted them­
selves and to some degree judged the law
itself, they would help both secure justice
and maintain a free society. Over time, if
juries consistently "nullified" certain stat­
utes by refusing to convict defendants, ju­
ries would be sending a powerful message to
the legislative branch. The "sovereign" (the
people) would have spoken, making an un-

just law unenforceable and dramatically
demonstrating that the law should be
amended or repealed.

Jury nullification could also act some day
as a vital defense against oppressive federal
laws criminalizing behavior that is no crime.
Consider if, for example, Congress voted to
ban gun ownership. Ninety percent of those
living in my home state of Montana would
instantly become "law-breakers," yet none
would be viewed by their neighbors as
having committed any "crime." If Montana
juries were informed of their true powers, it
would be impossible to convict a Montanan
who was simply exercising his Second
Amendment rights. But this kind of check
on abusive governmental power requires
that juries be well informed.

Of course, juries could refuse (and occa­
sionally have refused) to enforce just laws.
But such cases are likely to be rare since
most people agree on the government's
basic duty to protect life, liberty, and prop­
erty.

Once "informedjuries" started cleansing
the system of unpopular and repressive
laws, two changes would begin to take place
among the people themselves. First, peo­
ple's respect for law itself (something that
has declined in recent years, largely because
of the mischief caused by so much bad law)
would be regenerated. Second, people's
moral senses would be sharpened by their
increased individual responsibility to pre­
serve our freedoms. We would become,
once again, a vigilant people, more keenly
aware of the abuse of government power,
jealous of our liberties, sensitive to the
moral and philosophical prerequisites of
freedom.

America's founders did not place their
trust in a "professionalized" judiciary, con­
trolled by lawyers, judges, and organized
interests that make their living from govern­
ment. They had a deep and abiding faith in
the people themselves, and placed the ulti­
mate power of the courtroom in the citizens'
hands. Isn't it time that we returned to this
fundamental principle of our republic? D
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THE UNSEEN COSTS OF
FAMILY LEAVE
by Robert A. Sirico, CSP

Y oung women interviewing for jobs in
the past year may have noticed poten­

tial employers looking carefully at their ring
fingers. No, it's not an example of sexual
harassment. Rather, employers are growing
more skeptical of hiring (and promoting)
young married women of child-bearing age.

Employers have long taken sex into ac­
count when hiring workers. The turnover
rate for women is higher than for men, since
a woman is more likely to leave her job to
have a baby, or move when her spouse is
transferred. Thus, companies were already
less likely to hire and promote women.

But the Family and Medical Leave Act,
which went into effect in July 1993, has
increased the costs of hiring women. The
law requires companies with more than 50
employees to grant full-time workers em­
ployed for one year 12 weeks ofunpaid leave
in any 12-month period. Employees can take
this leave for birth or adoption of a child, or
serious personal or family illness. And com­
panies are legally bound to give workers
theirjobs back-or an equivalent position­
when they return. Employers know that
women of child-bearing age are most likely
to take advantage of this government­
mandated benefit. Thus, the "benefit" is
another reason for firms to choose another
candidate for ajob.

Consider what Tama Starr, president of

Paulist Father Robert A. Sirico is president ofthe
Acton Institute for the Study of Religion and
Liberty in Grand Rapids, Michigan.
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the ArtKraft Strauss company, told The
New York Times: "If you are an employer,
you will look at a young woman and say,
'Can we really entrust her to do crucial
responsibilities that no one else can do
because she's going to take three months
off?' " Starr's answer to the economically
logical, if politically incorrect, question:
"You protect women so they can nurture
babies and that's very nice, but you keep
them at the lower end of the pay scale." Put
bluntly, it is a lot easier to find temporary
help to replace a clerical worker than a
professional.

Some women have already felt the nega­
tive effects of the legislation. A spokesman
for "Nine to Five," the National Associa­
tion of Working Women, complained that
their Long Island branch recently received
22 phone calls from pregnant women who
believed they had been fired by employers
seeking to get them out of the way before the
law took effect. Sex discrimination is illegal,
of course, but it is not always irrational.
Employers are usually going to follow mar­
ket dictates, since that's why they are in
business. To root out rational sex discrim­
ination would require the government to
police virtually every employment decision
in the country.

Obviously, for fear of lawsuits if nothing
else, companies cannot simply stop hiring
women. But business can try to hire women
who seem least likely to take advantage of
the new law. These days, an acknowledged
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lesbian would be a better bet than a blushing
new bride. Similarly, a single woman over
35 is a more attractive candidate for ajob or
promotion since statistically she is less
likely to marry and have children than her
younger counterparts.

Thus, pro-family groups should have led
the fight against family-leave legislation.
Unfortunately, however, many believed the
liberals' claim that family leave really was
good for the family. Isn't it "pro-family" for
employers to give women 12 weeks off to
have kids? Not when the government man­
dates it, creating a powerful incentive for
women with professional aspirations to re­
main not only childless but also single.

Government intervention in the name of
the family didn't begin with this legislation
and, unfortunately, won't end with it. The
next step, demanded by many family-leave
advocates, will be to require companies to
give employees paid leave-something that
would dramatically increase the disincen­
tive to hiring women. And if the inconve­
nience of children is keeping women from
being company workers; politicians are
likely to push for increased subsidies for and
regulation of day care, if not federally run
centers.

Moreover, the Family and Medical Leave
Act must be considered in the context of
other laws that restrict the labor market.
Labor Secretary Robert Reich, for example,

Personal Freedom and
Individual Responsibility

wants to raise the minimum wage and index
it to the rate of inflation. If an employer
can't afford to pay up, he will have to let
workers go. And if Congress passes the
administration's health-care plan, busi­
nesses will have additional heavy expenses
to bear.

Poor economic conditions, largely result­
ing from misguided federal fiscal and mon­
etary policies, in conjunction with ever­
higher rates of taxation, have forced many
mothers to work even when they would
prefer to remain home with their children.
The government's first priority, then,
should be to help relieve the financial pres­
sure on women to work. At the same time,
it should drop measures that artificially
inflate the costs of hiring mothers. Officials
should allow women to negotiate their own
contracts, making the choice of salary levels
and benefits that best meet their own needs
and that of their families.

Many politicians have paid lip service to
reversing the breakdown of the family. Fed­
erally mandated family leave was one of
their answers. But the family is a natural
product of a free society and needs no
special, privileges from government to
thrive. American families would be better
off if government undid the damage it has
previously caused, instead of "helping" by
passing ever more counterproductive mea­
sures like family leave. 0
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Few ofus seem to want to keep government out ofour personal affairs
and responsibilities. Many of us seem to favor various types of

government-guaranteed and compulsory "security." We say that we
want personal freedom, but we demand government housing, govern-
ment price controls, government-guaranteed jobs and wages. We boast
that we are responsible persons, but we vote for candidates who promise
us special privileges, government pensions, and government subsidies.

Many of us are drifting back to that old concept of government that
our forefathers feared and rejected. Many of us are now looking to
government for security. Many of us are no longer willing to accept
individual responsibility for our own welfare. Yet personal freedom
cannot exist without individual responsibility.

-DEAN RUSSELL
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SCHOOL VIOLENCE

by John Hood

W hen politicians talk about education
issues, they often mention such topics

as school spending, teacher quality, paren­
tal involvement, and the curriculum. But
when teachers talk about education issues,
they almost always zero in on the topic that
most concerns them: school violence. In
talking to teachers around my home state of
North Carolina, I have found this to be
universally true. Teachers bring it up­
whether it's retelling a "horror story," com­
plaining about school boards and lawyers
protecting students from punishment, or
simply observing that students "aren't what
they used to be."

The public seems to share teachers' con­
cerns about escalating violence in our
schools. Remember the film Lean on Me?
Despite carping from the education estab­
lishment-made up, to a large extent, of
psychologists, consultants, professors of
education, and professional activists-the
film, which presented a story of one princi­
pal's tough stand against school violence,
captured the imagination of movie audi­
ences. A less successful but arguably better
film, Stand and Deliver, dealt with the
motivational and instructional techniques of
Los Angeles math teacher Jaime Escalante,
who used humor as well as "tough love" to
teach calculus to a class of poor, sometimes
violent teens. Other movies on gang life,

John Hood is research director at the John Locke
Foundation, a state policy think tank in Raleigh,
N.C., and a contributing editor ofReason mag­
azine.

teenage violence, and the drug subculture
have also scored with audiences, while pub­
lic opinion polls have found great concern
about discipline and violence issues. Again,
the public perception, at least, is that things
"aren't what they used to be."

And the evidence is that they aren't.
Violence in schools is up. Discipline is less
predictable and not uniformly enforced.
Students are, according to most teachers,
more difficult to keep quiet, harder to teach,
and deficient in basic personal and behav­
ioral skills. Yet educational activists tend
to focus more on opposing discipline prac­
tices they abhor-such as corporal punish­
ment and expulsion-than on addressing
the problem. In fact, today's public educa­
tors are probably incapable of dealing effec­
tively with school violence and discipline
problems. To do so requires rethinking how
education is organized and the proper rela­
tionship between pupil and teacher, and more
generally, between pupil and school.

Defining the Problem
No one keeps comprehensive statistics

about school violence, but the numbers we
do have are distressing, to say the least.
Young people, who represent about 20 per­
cent of the population, account for over 40
percent of reported crimes-and almost half
of the youths charged with serious offenses
are under 15. Some researchers suggest that
the level of violent crime perpetrated by
juveniles is three times greater today than
it was in 1960. Many of these acts are
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committed at school, some with guns or
other dangerous weapons.

A 1987 survey by the U.S. Department of
Health and Human Services found that
more than a third ofeighth and tenth graders
said they had been threatened with some
sort of violence while at school. Fourteen
percent reported being robbed and 13 per­
cent said they had been attacked within the
past year. Another report, by the National
School Safety Center, found that:

• Almost 300,000 students are attacked in
schools every month.

• Over 2 million students are the victims
oftheft.

• Approximately 5,200 secondary school
teachers are physically attacked at school
in a month's time, while 6,000 per month
report extortion or robberies against them.

A few states have generated more recent
numbers. A 1992 survey by North Caroli­
na's Task Force on School Violence found
that 59 percent of school systems reported
an increase in violent behavior over the
previous five years. School superintendents
also reported marked increases in the prev­
alence ofguns, knives, and other weapons at
school. During this same time period, the
number of reported arrests of young people
15 years old or younger for violent offenses
doubled.

While these crime and violence numbers
are shocking, by far the most pervasive
problem is not criminal behavior per se,
but a destructive and painful pattern of
misbehavior, threats, and disrespect di­
rected toward teachers and principals. This
problem is harder to quantify, because no
crime report is generated, but teachers have
noticed a change in student behavior over
the last 30 years or so. Instructor magazine
columnist Adele M. Brodkin began to call
attention to the problem with a series of
interview features in 1990. Brodkin asked
Wendy Jacobs, a fifth- and sixth-grade
teacher in Caswell County, North Carolina,
what teachers find most challenging about
teaching today's children. "That's easy,"
Jacobs replied, "the biggest challenge is
dealing with discipline. We have to con­
tend with disruptive behavior, fighting

amongst the kids, shouting, physical and
verbal abuse, acting silly, being disrespect­
ful of the teacher-all sort of behavior that
can take so much of a teacher's time and
energy."

William C. Lane, Jr., an assistant princi­
pal at Dunbar Middle School in Ft. Myers,
Florida, says that the process of gaining
control over the classroom is in fact "the
cornerstone" of education and "an integral
part of an effective schooL" Older teachers
who remember a time of stronger discipline
and fewer problems with students are espe­
cially vocal about the change in their per­
ception of child behavior. A July 1989 sur­
vey by the American Federation of
Teachers reported that over 80 percent of
AFT officials around the country considered
teenage violence a bigger problem today
than in the past. Charles H. Wolfgang, a
professor of early childhood education at
Florida State University, tells of meeting a
former English teacher of his at a neighbor­
hood mall and proudly announcing that he,
too, had become a teacher. "The twinkle 1
recalled as being ever-present in her warm
blue eyes seemed to be missing," Wolfgang
remembers. "As 1spoke to her ofour shared
profession, her body stiffened and she re­
sponded in a cold tone of voice. 'I retired
last year, thank God! 1 am glad to have
gotten out of teaching. Students have
changed. They certainly aren't interested in
learning! And there are just too many dis­
cipline problems.' "

In fact, surveys for Phi Delta Kappan (a
prominent education magazine) by the Gal­
lup Organization have consistently ranked
violence and discipline problems as one of
the major reasons why public-school teach­
ers leave the profession-a finding but­
tressed by the fact that private schools,
which generally pay lower salaries and
offer fewer benefits to their teaching staff,
often receive plenty of applications from
public-school teachers. The flight of good
teachers from public schools can't be ex­
plained only by increasing safety concerns,
but violence is undoubtedly an important
factor in many cases. In Policy Review, Ben
Wildavsky reported the case of Tom Masty,



a teacher at a South Florida middle school.
In Masty's first 10 weeks at the school, he
wrote over 300 referrals for student mis­
conduct. He confiscated weapons, broke
up fights, and struggled to maintain control
over his classroom. He quit shortly after­
ward.

Why Violence Is Increasing
Obviously, the wave of American school

violence in many ways reflects underlying
social trends. Crime generally has increased
over the last several decades as well, so it's
not surprising that violent and criminal be­
havior has risen in schools.

An important explanation of the rise in
school violence can be found in changes in
the American family. As the traditional
two-parent model has given way to escalat­
ing numbers of single-parent families, chil­
dren have often been put at risk, neglected,
abused, and marginalized, resulting in dis­
cipline problems at school. One study of
children with teenaged mothers found they
were more likely to exhibit behavioral prob­
lems such as running away, fighting, steal­
ing, and smoking than were children ofolder
mothers. A 1989 study of children whose
parents have divorced noted that five years
after their parents broke up, only 34 percent
of the children were clearly doing well at
school. The remainder exhibited significant
behavioral and academic problems. Many
school administrators report that the major­
ity of students suspended or expelled in their
schools have either been sexually or phys­
ically abused or have a high incidence of
substance abuse in the family.

While many of these social trends are
partially or completely out of the reach of
public policy, some government activities­
such as the welfare system and punitive
taxation of families-put pressure on fami­
lies. Researchers such as Charles Murray
and Mickey Kaus have identified at least
some link between federal welfare payments
and undesirable behavior. By subsidizing
broken families, welfare can rob children of
the stable horne life they need to develop
into healthy, well-adjusted teens.
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But blaming the entire problem of school
violence on social trends and family breakup
would be a mistake, since it would ignore the
crucial role of the school in setting rules of
behavior and enforcing them. School poli­
cies do affect student behavior, as the ex­
perience of inner-city Catholic schools and
other private schools demonstrates. Not
surprisingly, students respond to credible
promises ofpunishment and come to respect
authority when it is exercised constantly
and uniformly.

Unfortunately, the modern public school
in America is ill-suited to develop a realistic
response to school violence. A host of
administrative decisions, court rulings, and
legislative actions have created such a
maze of regulations that school principals
and teachers are often unable to exercise
meaningful control over their schools. Fur­
thermore, the prevailing "ethos" in the
education establishment-made up of re­
searchers, administrators, and bureaucrats
-is suspicious of many forms of punish­
ment, and exhibits a fixation with "sensi­
tivity training" and building self-esteem
among students.

Legal Restrictions and
School Discipline

A range of school disciplinary measures,
ranging from public embarrassment to ex­
pulsion, have been successfully challenged
in court. In the 1975 case Goss v. Lopez, the
U.S. Supreme Court decided that the due
process clause of the Fourteenth Amend­
ment gave students the right to receive oral
or written notice of the charges against them
and, if they deny the charges, an explanation
ofthe evidence and a chance to tell their side
of the story. While no formal hearing was
required for short-term suspensions, the
Court suggested that more formal proce­
dures might be required to impose longer
suspensions or expulsions. While suspen­
sion remains an important response to acts
of violence by students, these procedural
limitations have made administrators more
hesitant to use them.

Restrictions on suspension and expulsion
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are especially troubling because of the great
damage that violent and disruptive students
can do to the educational process. These
students not only disrupt the classroom,
thus making it difficult for other students
to learn, but also generally weaken the
authority of teachers and administrators.
"This type of student," writes education
researcher Kurran Heston, "has a negative
effect on everyone around him or her. " It's
in the interest of the majority of students
that schools be able to quickly eject such
students from class. "Eighty to ninety per­
cent of the kids in a classroom are good
kids, " Oakland, California, schoolteacher
Ruth Meltsner told Policy Review. "A small
number are impossible and you spend all
your time dealing with them."

Other decisions have further limited
school disciplinary practices. Indeed,
Heston notes that since 1950, "schools have
been placed under the jurisdiction of the
courts, whereas the court may decide it is
necessary to step in regarding discipline."
James S. Coleman, who has conducted
landmark studies comparing public and pri­
vate school students, argues that "the
growth of student rights constitutes a fun­
damental change in the relation ofthe school
to the student, which had been that of
trustee for parental authority." This has
been replaced, Coleman says, by a relation
in which the student "is regarded as having
full civil rights."

Extending civil-rights protection to un­
ruly students has created an unworkable,
and sometimes absurd, situation in public
schools. "The due process system assumes
bad faith on the part of teachers," says
Bruce A. Miller, special counsel to the
American Federation of Teachers, "but
teachers aren't lawyers-they have to have
some freedom of action." Sociologist Jack­
son Toby agrees, and observed that a gen­
eration ago it was possible for principals to
rule schools autocratically, to suspend or
expel students without much regard for
procedure. While some injustices occurred,
the administrators were able to avoid sig­
nificant violence and discipline problems.
"Student assaults on teachers· were pun-

ished so swiftly that they were almost un­
thinkable," Toby wrote.

But it is not only the most stringent
disciplinary actions that are subject to judi­
cial negation. Consider, for example, the
commonsensical idea that teachers and
principals should be able to reduce student
grades as a punishment for constant mis­
conduct or violence. Several courts have
struck down grade-reduction policies, treat­
ing grades earned for academic performance
as a constitutionally protected "property
interest. "

Applying the Criminal Justice
Model to Schools

A number of other actions-ranging from
locker searches to dress codes-are fre­
quently challenged by students, parents,
politicians, and judges. Applying the crim­
inal justice model to the school situation
reflects a strange sense of priorities. Fasci­
nated with whether or not an administrator
has "probable cause" to search a locker­
which is, after all, the property of the school
and not the student-these critics prevent
administrators from controlling the avail­
ability of weapons and drugs on school
grounds. (Of course, administrators have at
times gone too far-initiating strip searches
without reasonable cause, for instance.
Thus, schools must remain ultimately ac­
countable for their decisions.)

Even a modest policy such as a dress code
can help reduce discipline problems and even
violence at school. So-called "gang" clothing
often sparks conflict between students, while
valuable jewelry or athletic shoes become
the objectives in robberies and thefts. Such
restrictions are obviously unthinkable in
adult society, but the school environment
is-or, at least, should be-different.

Not only are school policies found to
violate students' so-called constitutional
rights, but school officials are also poten­
tially liable for civil damages. Naturally,
administrators act increasingly warily when
disciplining students. Classroom safety and
student performance have deteriorated as a
result.



How the Education
Establishment Views Discipline

Surveying the academic literature on
school violence and discipline will leave the
average person with an almost irresistible
urge to alternately laugh and cry. When you
see such article titles as "Should Students
Be Punished?" and "Multicultural Class­
room Management," you know you've en­
tered a world of make-believe, divorced
from the reality of dangerous classrooms
and disruptive students. "The case against
punishment has been steadily growing,"
wrote John Martin Rich, a professor of
education at the University of Texas at
Austin. "Critics claim that [even] nonphys­
ical punishment can damage relationships,
create resentment, and compel rather than
encourage obedience. Moreover, punishment
may promote school absenteeism, dropping
out, school vandalism, and excessive anxi­
ety. " Education "experts" hated the film
Lean on Me because they thought it sent an
overly simplistic message about the efficacy
of discipline and expulsion to reduce vio­
lence and increase student achievement.
, 'Its popularity shows how badly the public
can be deceived when offered easy solutions
to its fears of teenagers, blacks, Hispanics,
drugs, and crime," wrote one particularly
excitable professor in Education Week. "In
fact, the public support [Joe] Clark has
gained for his tough-guy antics may well
demonstrate the fragility of democracy. "

The self-esteem craze is particularly
amusing. Over the past couple of decades,
programs to boost self-esteem among stu­
dents have proliferated in many school sys­
tems. "The litany of statistics about self­
destructive tendencies such as substance
abuse, crime, and suicide must surely be
seen as a signal from young people that
many do not find much about themselves to
like, " wrote education professor James A.
Beane in Educational Leadership, a prom­
inent journal. Beane argues that enhancing
self-esteem in school will, in addition to
addressing behavioral and academic prob­
lems, "extend the idea of personal devel­
opment beyond coping with problems and
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into personal efficacy or power, which, in
turn, may lead toward action," thereby
helping to "build the personal and collective
efficacy that helps us out of the morass of
inequity that plagues us."

Beane and others assume that a lack of
self-esteem leads to crime and substance
abuse. In fact, violent students are often
fixated with themselves and quite comfort­
able with their actions-and continue to
commit crimes because they think they
won't be punished.

Other education "experts" contend that
school violence stems from racial and cul­
tural inequities and therefore cannot be
effectively combatted by disciplinary ef­
forts. Herbert Grossman, a teacher at San
Jose State University, wrote in Contempo­
rary Education that the population of the
United States is rapidly becoming less
"EuroAmerican. " As a result, he says,
fewer students respond positively to and
profit from classroom management tech­
niques "that have been designed with Eu­
roAmerican middle-class students in
mind." Grossman advocates "cultural sen­
sitivity" when operating classrooms con­
taining racial minorities. What about mis­
behavior and discipline? Grossman
questions whether minority students can be
expected to "sit in a quiet and controlled
manner."

Education "experts" often argue that
discipline is used in a discriminatory man­
ner, and that attempts to' combat school
violence are merely smokescreens for pu­
nitive actions against minority students.
Prejudice, Grossman writes, "drives many
minority and working-class students to ac­
tively resist both their teachers and the
system by purposefully misbehaving." Prej­
udice, he continues, "may also contribute to
the unnecessary suspension of so many
African-American, Hispanic, and working­
class students." In conclusion, Grossman
asserts that "the elimination of teacher
prejudice is one of the most important steps
educators can take to reduce disciplinary
problems with minority students."

Both the self-esteem and multicultural
fixations represent a fundamental challenge
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to the role of punishment and discipline in
deterring school violence. Even more radi­
cal theorists enjoy some following in the
education establishment, which has tradi­
tionally included ra~icals whose view of
incorrigible students and nonconformists
was more positive than negative. They're
the kind ofpeople who refer to the 1992 riots
in Los Angeles as a "rebellion." In the
school context, they view strong action
against violent students as punishing soci­
ety's victims, rather than addressing crime's
so-called "root causes."

Toward Solutions
Radical theorists like these would present

little threat to sound school administration if
it were not for the current structure of
American education. A system of publicly
owned, controlled, and regulated schools,
staffed by public employees and subject to
the control of outside public authorities, is
incapable of withstanding today's assault
against punishment and common sense.
Similarly, the legal restraints and require­
ments that have been placed on the admin­
istration of school discipline and security
measures exist because of school's public
nature.

In some district~" to be sure, violence has
become so common that traditional obsta­
cles to security measures have been over­
come. A number of schools have banned
gang clothing and insignia, as well as opaque
book bags. San Diego's school system got
rid of lockers, which resulted in inconve­
nience for students but also reduced gun
crimes, robberies, and graffiti. Programs to
encourage positive behavior and involve
parents are great, says San Diego school
police chief Alex Rascon, but in the mean­
time "the answer is to lock the campuses
down. Have everyone enter through one
door, sign in, and have permission to see a
teacher ahead of time." Good security,
Rascon adds, is inconvenient "but we just
cannot dilly-dally around with the way
things are now. " It's unfortunate, however,

that conditions have to escalate to crisis
level before school administrators are given
leave to take basic steps to reduce the threat
of violence.

Private schools, by comparison, often
maintain strict and uniform regulations that
result in few incidents of violence or disrup­
tion, even in inner cities or other areas where
crime is an integral part of the surrounding
neighborhood. Private schools mete out not
only more effective, but in many students'
minds, fairer discipline, according to James
Coleman: "This suggests that the legalistic
approach to ensuring fairness in discipline
may be less effective than other approaches
... [and] may indeed be counterproductive
for effectiveness of discipline. "

In a private school setting, the role of
the student is not that of "citizen" (to use
the Supreme Court's term) with constitu­
tional rights. Rather, the relationship with
teacher and administrator is an economic
one; if school personnel no longer believe
they can handle a violent student, they do
not have to continue providing him with
educational services. In addition, private
schools are often smaller, less bureau­
cratic, and, frankly, better able to keep
kids interested in learning-all of which
contribute to a greater sense of safety and
security.

Thus, to address the epidemic of school
violence in America, we will have to recon­
sider the governance of schools themselves.
Any other measure-from peer counseling
to handgun control-will ultimately fail
without a fundamental change in the rela­
tionship between student and school.
.Schools must discipline, but they will be free
to do so only when released from the polit­
ical constraints of the present system. At the
same time, they must be held directly ac­
countable to. parents and students (their
customers) if punishment becomes capri­
cious or excessive. In short, we must adopt
a private model for education. The intellec­
tual and psychological development of all
our children-and, some cases, their lives­
depend on it. D
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THE NEW YORK
ASBESTOS DEBACLE

by Tim Brown

I n August 6th of last year a bomb went
off, sending shockwaves throughout .the

New York City public school system. The
explosion, which subjected millions of par­
ents and schoolchildren to fear, anxiety, and
emotional distress, was not set by terrorists,
but by politicians. It was the result of a
national climate of environmental hysteria
and an urban political system that could not
rationally deal with three words-possible
asbestos contamination.

The day before, special investigators from
the City's School Construction Authority
Inspector General's office called the State
Department of Education in Albany to ask if
they could see the asbestos management
plans for each of the 1,069 New York City
public schools. Without warning, investiga­
tors showed up 20 minutes later armed with
service revolvers and search warrants.
What they found, as they pored over thou­
sands of documents, was that the school
reports: "in addition to being incomplete
and inaccurate, are so confusing and poorly
organized that even an expert would have
difficulty in determining specifically where
asbestos is pr~sent in a particular school.
For the ordinary concerned parent or
teacher, the reports are incomprehensible. "

The next day New York Mayor David
Dinkins held a press conference and ordered
every New York City public school closed

Tim Brown, a free-lance writer, is a former
Warren T. Brookes Fellow at the Cato Institute.
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pending a reinspection for asbestos contam­
ination. Operation Clean House had begun.

The New York asbestos saga really began
in 1986 with the passage of the Asbestos
Hazard Emergency Response Act
(AHERA) which mandated that local gov­
ernments survey all schools to inventory
and identify asbestos-containing material.
New York's original inspection process be­
gan in 1988 and was conducted by a 53­
member Asbestos Task Force, under the
School Construction Authority. The inspec­
tions were originally to be completed in
October 1988, but the task force asked for an
extension until May 1989. As of February
1989, only 630 inspections had been com­
pleted; at least 300 inspection reports were
filed within the last few days of the deadline.
Task force inspectors allegedly fabricated
reports to indicate that inspections had
taken place when in fact they had not.

By 1990 construction workers and build­
ing inspectors were reporting the discovery
ofdamaged, exposed asbestos during school
renovations in places that had been declared
free of asbestos. Only in 1993 was the
Inspector General's office asked to investi­
gate, however, after which city officials
panicked.

Then they mismanaged the ensuing public
communications effort. In fact, the actual
risk of asbestos exposure to children was
extremely low. The city's acting Health
Commissioner, Dr. Benjamin Chu, said that
there was no evidence that students and staff
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had been exposed or harmed, and there "is
really no basis for alarm now." Even the
Inspector General's report that set the stage
for Operation Clean House admitted that
"Although the AHERA reports may be
completely unreliable, it does, not neces­
sarily follow that every school is unsafe or
must be closed." But the mayor's precipi­
tous school closings left parents convinced
that their children had been at risk. And the
government would not release any specific
information on which schools_had been
found to contain damaged asbestos, until
after the particular school had been cleaned
up, further reducing the city's credibility:
John C. Fager, co-chairman of the Parents
Coalition for 'Education, said that "Parents
are totally in the dark. . . not informing them
is just inviting more fear and hysteria."

However, city officials, too, were obvi­
ously in the dark. Contrary to popular as­
sumptions, neither AHERA, nor Environ­
mental Protection Agency regulations, nor
state environmental laws required closure of
all the schools. After all, the schools re­
mained open during the original AHERA
inspections. Rather, like so many environ­
mental issues, asbestos in schools is a po­
litical rather than scientific issue.

Mugged by Reality
But even the politicians eventually had to

give in to reality. With only a handful of
trained and certified' asbestos inspectors,
their original Herculean goal of visiting 35
schools a day was never realistic. As the
deadline neared, and the pressure to open
the schools on time increased, inspectors
facrd the same deadline pressures as the
first asbestos task force. With 18 days to go
only 197 schools had been inspected, leav­
ing 743 to go. Something had to give. The
new Schools Chancellor, Ramon C. Cort­
ines, declared that all schools would open on
September 20 except for a handful in which
asbestos would be sealed or removed. As
Cortines admitted, "If we had known what
we know now on the 9th of September we
might have made a decision to open [the
schools on time]."

Obviously, the actual risk posed by as­
bestos did not change throughout this pro­
cess, but rather, remained somewhere be­
tween hundreds and thousands of times
lower that other everyday hazards facing
schoolchildren. Scientists agree that the
mere presence of asbestos does not pose a
hazard if the asbestos is encapsulated-in

, wall plaster, for instance. Only if asbestos is
damaged so that the fibers are exposed to the
air is a person likely to inhale asbestos
particles, and even then, a very large con­
centration of airborne asbestos is necessary
to pose a health risk. Yet, the city never
attempted to measure airborne asbestos con­
tamination, the only empirical evidence upon
which to base a decision. In mid-September,
a group of 17 scientists criticized city offi­
ciais for not taking into account the wealth
of scientific data available on asbestos.

As it turns out, samples taken after the
school closings revealed particle levels be­
low the Occupational Safety and Health
Administration standards, much lower than
safe limits, and even lower than ambient
outside levels. The latter should come as no
surprise. A $4 million EPA review of asbes­
tos data, including a survey of 170 schools
published in 1991 by the Health Effects
Institute-Asbestos Research, found indoor
asbestos levels to be lower than that outside
buildings.

Unfortunately, the asbestos scare reflects
a larger pattern: the routine politicization of
the environment in areas ranging from Alar
to global warming. Offthe record, even New
York city officials admitted that closing the
schools was less a scientific necessity and
more a political remedy to mollify irate
parents who had lost confidence in the
school system.

In the end, the schools reopened. Along
the way asbestos contractors made some
money, parents were frightened, politicians
postured, and scientists struggled to be
heard. But while the New York schools
seemed to get back to normal, the public
remains as vulnerable as ever to new attacks
of environmental hysteria-perhaps involv­
ing lead poisoning, perhaps ozone deple­
tion, or perhaps something else. 0
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Edward Walter's The Rise and Fall of
Leftist Radicalism in America is, in the

author's words, "a defense of liberal de­
mocracy and the United States as its fore­
most practitioner" from the onslaught of the
leftist radicals, whose attacks he views as
"devious, unfair, and unprincipled."

What united the numerous strains of left­
ist radicals, says Walter, is not their vision
of an alternative society but their uncom­
promising opposition to free market capital­
ism and, consequently, the United States.
The primary reason that intellectuals, seri­
ous artists and writers as well as many in
academe, harbor such resentment against
American society, the author claims, is that,
in contrast to, say, Europe where intellec­
tuals are at least respected if not hand­
somely compensated, they see themselves
as being neglected and even derided by the
American mass media which, in its quest for
profit, panders to the lowest common de­
nominator. The irony is that while the anti­
American mindset of some intellectuals
stems from their feeling of being unjustly
ignored, they actually have a significant,
long-run impact on American attitudes and
beliefs emanating from their strategic posi­
tion as educators.

It is mainly for this reason, believes Wal­
ter, that a stable, prosperous, and open
nation such as the United States finds itself
beset with chronic, fundamental, and gen­
eral opposition.

What most disturbs the author is the
radical leftists' unscrupulous, even Machi­
avellian, tactics, which Walter does a su-
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perbjob of documenting. As Walter puts it,
a moral principle' 'was hired like a cab to get
the radical leftists to the destination they
desired . . . and dismissed . . . when it
would take them elsewhere. The destination
was all that mattered." The radical leftists
hated America because it was capitalist, and
thus intrinsically immoral; they embraced
the Soviet Union since it was "anti-capital­
ist and anti-American" and therefore mor­
ally sacrosanct. The task was to defend the
Soviet Union by adopting whatever "moral
principles" the situation called for.

Walter examines the abuse of such terms
as "liberty" and "democracy" running
throughout radical leftist literature. Massive
violations of civil liberties in the Soviet
Union were rationalized by American left­
ists such as Roger Baldwin, founder of the
American Civil Liberties Union, who
claimed that there were two kinds of liberty,
economic and civil. The latter was more
important than the former and since some
violations of the former were necessary to
achieve the latter, they were justified.
America, by contrast, was a system based
on the economic serfdom of capitalism.

And Yale sociologist Jerome Davis con­
tended that although America may have
political democracy, that was of little con­
sequence since it did nothing to prevent
"industrial autocracy." By contrast, al­
though the Soviet Union was "politically
dictatorial, " that was unimportant in light of
its democratic economic institutions. By
such sophistries, Walter shows, radical left­
ists were able to posture as champions of
liberty and democracy while simultaneously
justifying political tyranny.

Walter appropriately describes the radical
left's track record as "shameful." Stalin's
liquidation of millions of kulaks, or middle­
class farmers, because they resisted agricul­
tural collectivization was justified as neces­
sary in order to eliminate the reactionary
elements blocking the transition to Commu­
nism. A good end, pronounced Walter Dur­
ranty, Moscow correspondent for the New
York Times, "justifies any means however
cruel. " The treatment of tens of thousands
who were executed or imprisoned during the



tention to other matters, such as El Salva­
dor. The only explanation for such behav­
ior, believes Walter, is the radical left's
hatred for capitalism and their desire to
weaken U.S. foreign policy.

Walter is far from a mere cheerleader for
America. He readily acknowledges that the
United States made mistakes and at times
these were serious. Vietnam is a case in
point, and he is certainly no fan of McCar­
thy. But since policies are made by human
beings and human beings are fallible, mis­
takes are to be expected in every society.
What Walter stresses, however, is both the
self-corrective character of liberal democ­
racy, where wrongs can be peacefully cor­
rected and the victims recompensed, and
the fact that only societies in which free
markets have flourished and natural rights
have been respected have succeeded in
improving the material positions of all its
members.

The Rise and Fall ofLeftist Radicalism in
America provides the reader with engaging
reinterpretations of the major events in
twentieth-century America. Walter's inter­
pretations are compelling largely because,
in contrast to the Machiavellian tactics of
the leftist radicals documented in his book,
his key terms are so carefully defined and
consistently applied. D
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Soviet show-trials of the 1930s was. de­
fended on the ground that the accused had
not proven their innocence, thereby endors­
ing the legal principle that one is guilty until
proven innocent. Moreover, radical leftists
argued in a moral asymmetry of breathtak­
ing proportions, Americans had no right to
take the Soviets to task since the convic­
tions of Sacco and Vanzetti in the 1920s
showed that the United States was just as
bad. And besides, said writers like Corliss
Lamont, Soviet oppression was made nec­
essary by the imperialist threat of Western
capitalism, thereby placing responsibility
for Soviet police state tactics in American
hands and conveniently exonerating the So­
viet Union.

Yet, radical leftists repudiated these prop­
ositions when it suited them. During the
McCarthy period in the early 1950s, radical
leftists like Lamont defended the First
Amendment rights of free speech and press
on the ground that they were categorical
guarantees, repudiating their earlier utilitar­
ian position that an important end justifies
the abridgment of rights. Congressional loy­
alty investigations were condemned be­
cause they violated the traditional presump­
tion that individuals "are not guilty until
evidence proves their guilt." And the tra­
ditional American legal system, guarantee­
ing rights for the accused, was suddenly
seen as not so bad after all. The late David Osterfeld was a professor of

Walter convincingly demonstrates that political science at St. Joseph's College in Rens-
selaer, Indiana.

both the abuse oflanguage and the misuse of
ethical principles have been hallmarks of
leftist radicalism down to the present. Al-
though far from commendable, the record of A Retrospective on the Bretton Woods
the South Vietnamese governments during System-Lessons for International
the Vietnam war was far superior to the Monetary Reform
record of either the government of North edited by Michael D. Bordo and
Vietnam during the war or the government .
that replaced it following the war. And while . Barry Elchengreen
hardly admirable, the record of the Shah of The University of Chicago Press • 1993
Iran, by any reasonable reckoning, was 690 pages • $75.00
much better than that of the Ayatollah. Yet, ------------­
in both cases, it was the former that was Reviewed by Robert Batemarco
vilified and excoriated by the radicals while
the latter was applauded and given every What constitutes the ideal international
benefit of the doubt until there was no doubt monetary system? To this reviewer,
left, at which time leftists turned their at- and presumably most readers of The Free-



man, it would be a system which could not
be manipulated by governments and central
bankers, thus subject to neither inflationary
expansions nor deflationary collapses. Its
various currencies· would all be fully con­
vertible into a base money that would be
free of exchange rate risks which might
impede the free flow of goods and capital
between nations. Indeed, under the ideal
system, exchange between people in differ­
ent nations would be no more complicated
than trade between people in different
states.

A Retrospective on the Bretton Woods
System makes obvious just how far we are
from achieving this ideal and showcases
many of the attitudes responsible for our
current problems. The volume consists of
twelve papers plus two panel discussions at
a conference held under the auspices of the
National Bureau of Economic Research on
the twentieth anniversary of the breakdown
of the Bretton Woods par value system.

The standard interpretation of the inter­
national monetary system parallels the stan­
dard interpretation of Keynesian econom­
ics, which, as this volume often reminds us,
inspired Bretton Woods. Just as Keynesi­
anism was thought to have "saved" capi­
talism by removing the balanced-budget
constraint which had prevented govern­
ments from dealing with the otherwise in­
tractable problem of the business cycle, so
the Bretton Woods system was seen as
"restoring" the liberal international trading
system by uncoupling international and do­
mestic policymaking. The rapid pace of
growth of global output and trade in the
post-war period through 1973 is usually
trotted· out as evidence to this effect, al­
though several contributors at least consider
the possibility that the Bretton Woods sys­
tem was not responsible for that perfor­
mance. In fact, the shortcomings of both
Bretton Woods and the system's underlying
Keynesian theories prevented either from
lasting a whole generation. A large part of A
Retrospective discusses the factors which
led to the system's demise.

The book is divided into three main sec­
tions, dealing with Bretton Woods's origins,

BOOKS 95

operations, and legacy, plus a conclusion.
The initial article, written by editor Michael
Bordo, traces the evolution of the Bretton
Woods system from its initial arrangements
through its inglorious replacement by float­
ing exchange rates in 1973. Bordo weaves a
wealth of historical and statistical detail into
a coherent narrative. He also compares the
macroeconomic performance of the system
with the classical gold standard, the inter­
war gold exchange standard which degen­
erated into a free-for-all offloating rates, and
the post-Bretton Woods set-up.

Bordo's characterization of Bretton
Woods as exhibiting' 'the best overall macro
performance of any regime," including the
gold standard, rests on his judgment that
price stability should be accorded lower
priority than per capita growth of real GDP.
It also leads him to find it paradoxical that
the Bretton Woods system was so short­
lived (the U.S. shut the gold window, effec­
tively ending the par value system, only
thirteen years after the European currencies
achieved de facto convertibility).

He believes part of the solution to this
paradox to be the occurrence of events­
particularly the rapid recovery of Europe
from the war and the subsequent replace­
ment of a dollar shortage with a dollar
glut-which the Bretton Woods planners
could not foresee. He attributes the rest to
either flaws in the system or inappropriate
policies by member countries, especially the
United States. He points, for example, to
the built-in instability of any gold exchange
standard plus the fact that capital mobility
made it too costly for nations to adjust their
exchange rates in the way permitted by the
system. As inappropriate policies he cites
America's inflationary course taken after
1965 and the failure ofcountries with a dollar
surplus to adjust. I question this dichotomy
between systemic flaws and bad policies: a
system which metes out no effective penalty
for bad policies is for that reason a flawed
system. Maurice Obstfeld makes this same
point in his paper, noting that "a well­
designed system should provide incentives
that ensure successful operation." Bordo
himself admits that Bretton Woods was, in
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some ways, a failure. Except for deflation,
he writes, "the problems of the interwar
system that Bretton Woods was designed to
avoid re-emerged with a vengeance."

Despite providing some rather incisive
analysis of the problems with Bretton
Woods' attempt to devise a workable inter­
national monetary system, the book's au­
thors are by and large enamored of fiat
money and the right ofnations to inflate their
currencies at their own pace. Among the
most egregious examples of this viewpoint
are Bordo's and Obstfeld' s citing as a prob­
lem the failure of countries with surplus
dollars to adjust (Le., to inflate as rapidly as
their trading partners), Genberg' s and Swo­
boda's calls for a world currency and central
bank, and Garber's statement that "There
need be no inherent problem with a fiat
monetary system with one country's central
bank providing the liquid funds. "

The one common denominator of these
views is that the international monetary
system must never permit the slightest hint
of deflation. Thus, any kind of true gold
standard, in which gold actually circulates
as money and constitutes reserves into
which all other forms of money are convert­
ible, is anathema to the volume's contribu­
tors. Keynes himself described the system
put in place at Bretton Woods as "the exact
opposite of [a gold standard]. " The aversion
to gold might be defensible if the uninter­
rupted inflation which has characterized the
last sixty years (with gold demonetized for

the last twenty) had freed us from the
business cycle. The record, however,
clearly shows that the business cycle has
continued, with neither gold nor deflation
anywhere in sight to shoulder the blame.

Ultimately, the international monetary
system set up at Bretton Woods was an
attempt to shield nations from the conse­
quences of irresponsible fiscal and monetary
policies, in sharp contrast to the pre-war
gold standard, which penalized such behav­
ior. Bretton Woods did this by using ex­
change rate devaluations in an attempt to
short-circuit the mechanism that normally
triggers the slumps that follow inflationary
booms. To the extent that governments and
central banks believed that such a strat~gy

would succeed, they were encouraged to
engage in more inflationary policies. But
since the laws of economics prevent nations
from escaping boom-induced slumps, coun­
tries ended up with more downturns as well.

The primary value of A Retrospective lies
in laying out enough facts about the Bretton
Woods system to permit readers to draw this
conclusion. The book's greatest failing lies
in the reluctance of its contributors to make
the same judgment. Instead, they stub­
bornly adhere to the belief that the problem
is not with politically managed currencies,
but rather only with the particular frame­
work of management which was developed
at Bretton Woods. D
Robert Batemarco teaches economics at Mary­
mount College in Tarrytown, New York.
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