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From the President

The Cost of the Federal Government

1 a Freer America

BY RICHARD M. EBELING

n February, President George W. Bush submitted his
Iproposed federal budget for the fiscal year that

begins in October. It called for total government
spending of over $2.9 trillion. The administration and
the Republicans in Congress insisted that this budget
reflected fiscal responsibility and the promise of a return
to a balanced budget a few years down the road. The
Democrats, on the other hand, declared the budget
“dead on arrival” because it set the wrong priorities and
was too harsh to the “neediest” in society.

What the two major political parties and the admin-
istration are debating is how much should be spent and
on what. What none of them ask, or even seem to con-
sider, is whether the federal government should be spend-
Ing taxpayers’ money on the vast majority of these
programs and activities.

The late Senator Everett Dirksen is purported to
have once quipped in the 1960s, “A billion here, a bil-
lion there, pretty soon you're talking about real money.”
In President Bush’s budget it is the hundreds of billions
to be spent here and there that add up to the real money.
If we break down the President’s budget we find the fol-
lowing planned expenditures: $919.1 billion on Medicare
and Medicaid; $607.7 on Social Security; $510.8 on
other nondefense spending; $602.9 on defense expendi-
tures; and $261.3 on net interest owed on the national
debt.

“Entitlement” spending (Medicare, Medicaid, and
Social Security) would absorb 52.6 percent of the budg-
et; other nondefense spending would consume 17.6
percent; defense spending would take 20.8 percent;
and interest payments on the federal debt would be 9
percent.

Among cabinet-level departments there would be
the following increases in spending:Veterans Affairs, 13.3
percent; State, 12.9 percent; Health and Human Ser-
vices, 8.7 percent; Labor, 7.9 percent; Housing and
Urban Development, 7.1 percent; Treasury, 6.9 percent;

Energy, 5.4 percent; Defense, 4.1 percent; Agriculture,
3.6 percent; and Transportation, 2.7 percent. These
increases are all above the current rate of increase in the
Consumer Price Index.

The administration estimates that total federal rev-
enues from all taxing sourccs would be $2.662 trillion.
The deficit for the fiscal year, therefore, would come to
$239 billion, or about 8.2 percent of expenditures.

It is estimated that $1.247 trillion dollars would be
collected in individual income taxes; $927.2 billion
would come from Social Security, Medicare, and related
receipts; $314.5 billion would be obtained from corpo-
rate income taxes, $68.1 billion from excise taxes, $25.7
billion from estate and gift taxes, $29.2 billion from cus-
toms duties and fees, and $50.6 billion from “‘miscella-
neous” sources of tax revenue.

With a U.S. population of about 301,150,000, a fed-
eral budget of $2.901 trillion means a per capita federal
burden on every man, woman, and child of about
$9.634. With an estimated 112,250,000 Amecrican
households, this means each household would bear a
burden, on average, of $25,845. (This does not count the
burden of state and local taxes.)

Some of the more “strict constructionist” conserva-
tives in Congress occasionally say the federal govern-
ment is “out of control” and far beyond the “original
intent” of the Constitution. But virtually none chal-
lenges what the federal government does, nor do they
propose abolishing those departments, bureaus, agencies,
and activities that clearly are not “strictly” enumerated in
the Constitution.

And most certainly no one in the halls of power asks
the fundamental question: What should be the functions
of government if its only purpose is understood to
be securing each individuals right to life, iberty, and

property?

Richard Ebeling (rebeling@fee.org) is the president of FEE.
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The Cost of the Federal Government in a Freer America

According to the 1868 World Almanac (the first year
it was published), the responsibilities of the federal gov-
ernment were far fewer than today, even in the after-
math of the Civil War. There were only seven executive
departments: Treasury, State, War, Navy, Interior, Attor-
ney General, and Postmaster General.

Let’s suppose the federal government’s responsibili-
ties today were only as extensive as they were in 1868.
And just for the sake of argument, let’s suppose each of
these departments and branches of government only
cost half of what President Bush proposes, since the fed-
eral arm of government would be far less intrusive in
people’s lives. What would be the cost of government
and the tax burden on the American citizenry?

Making the roughest of estimates from the Presi-
dent’s budget, the federal government would cost only
about $622 billion. (This includes the $262.3 billion in
net interest payments on the federal debt. If this debt did
not exist, the hypothetical budget would be around
$360 billion.)

Again roughly speaking, the imagined budget would
mean a tax burden of only $2,065 per capita. And the
average tax imposed on households would be about
$5,540. In other words, the burden would be almost 80
percent less than what President Bush wants. Also, this
would assure a balanced budget in the coming fiscal year,
not in some politically manipulated and uncertain
future.

What makes the real ditference between this imag-
ined budget and the one actually submitted? Of course,
the welfare state! All the departments, bureaus, and
agencies that have been added to the federal govern-
ment since those far more laissez-faire days of the mid-
nineteenth century have been the product of the
interventionist and redistributive state.

In 1887 J. Laurence Laughlin, who founded the eco-
nomics department at the University of Chicago,
warned:

Socialism, or the reliance on the state for help, stands
in antagonism to self-help, or the activity of the indi-
vidual. That body of people is certainly the strongest
and the happiest in which each person is thinking for
himself, is independent, self-respecting, selt-confi-

dent, self-controlled, and self-mastered. When a man
does a thing for himself he values it infinitely more
than if it is done for him, and he is a better man for
having done it. . .. If, on the other hand, men con-
stantly hear it said that they are oppressed and down-
trodden, deprived of their own, ground down by the
rich, and that the state will set all things right for
them in time, what other effect can that teaching
have on the character and energy of the ignorant than
the complete destruction of all self-help? They think
that they can have commodities which they have not
helped to produce. They begin to believe that two
and two make five. . . . The danger of enervating
results flowing from dependence on the state for help
should cause us to restrict the interference of legislation as
far as is possible, and should be permitted only when
there is an absolute necessity, and even then it should
be undertaken with hesitation.

Laughlin added, “The right policy is a matter of
supreme importance, and we should not like to see in
our country the system of interference as exhibited in
the paternal theory of government existing in France
and Germany.”

Unfortunatcly, America did import the theory and
policy of political paternalism from the collectivist
trends then growing stronger in Europe. They became
the basis and rationale for a far bigger government in the
United States beginning in the Progressive Era in the
carly decades of the twenticth century and accelerating
in the New Deal days of the Roosevelt administration
in the 1930s. They have continued ever since under both
Democrats and Republicans.

But the ideological wind 1s out of the sails of the
interventionist welfare state. It continues to exist in
America and indeed around the world not because most
people really believe that government can solve all their
ills and make a paradise on earth, but out of pure polit-
ical 1nertia. Our task, however daunting it may seem at
times, 1s to offer a new vision of a free society that can
once again capture the excitement and confidence of
our fellow citizens. When that is accomplished the size

and cost of government, over time, will be reduced

@
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Extortion 1n
Port Chester

he least appreciated form of tyranny in the Unit-

ed States goes by the names “redevelopment”

and “government-business partnership.” While
everyone knows about the threat of development-ori-
ented eminent domain, thanks to the 2005 Supreme
Court decision in Kelo v. New London, local tyranny goes
much deeper than the “mere” taking of property in order
to give it to another private party.

A case out of Port Chester, N.Y., illustrates the dan-
ger. In 1999 the Village of Port Chester and the devel-
opment firm G&S Port Chester agreed to embark on a
$100 million 27-acre redevelopment project in which
dilapidated buildings would be torn down in favor of
stores, a movie complex, and other amenities. Under the
agreement the Village government gave G&S sole
authority to obtain properties in the project area both
through negotiation and eminent domain. Only G&S
can build there, and any profits from the project belong
to the developer.

This smells bad enough already, but it gets worse
because Bart Didden, who owns property that is partly
in the project area, wants to build a CVS drugstore. The
local Village planning board said okay, but under the
redevelopment agreement G&S has veto power. Rather
than vetoing the plan, however, G&S made Didden an
offer: You can build your store if you fork over $800,000
or make G&S a 50 percent partner.

When Didden balked, G&S threatened to have his
property condemned and to build a Walgreens drugstore
there instead. Didden called the developers bluft, and
before he could blink, the Village moved to condemn his
land. Didden went to federal court to stop the abuse, but
the case was dismissed at the district and appellate levels
because, the courts said, he filed too late. The Institute
for Justice (I]) tried to get the case before the U.S.
Supreme Court, but the Court declined to take it. The
Christian Science Monitor thought Didden’s case could be
the “next big test of the power to seize property.” But it
is not to be.

Before the Court refused the case, IJ lawyer Dana
Berliner had said that a victory for the Village “would
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mean that every redevelopment area in the country
would be a Constitution-free zone. Any taking, no mat-
ter how private, would be OK as long as it was in those
areas.”” Afterwards she added, “This abuse will only grow
worse until the courts do their job and set some limits
on government’s power of eminent domain.”

Village officials defend G&S, maintaining that in
return for developing the area, the developer was assured
all the profits from the project. If Didden were allowed
to proceed, the agreement would in effect have been
changed. “A contract is a contract,” says Mark Tulis,
attorney for the Village.

There’s just one problem: Didden was not a consenting
party to the contract. The Village made commitments on
behalf of Didden and his property without his permis-
sion. So G&S’s ability to threaten condemnation if Did-
den refuses to pay up is an outrage, all the more so
because it was bestowed by the government.

This sort of thing is all too typical. Local planning
entities and politically connected developers have been
running roughshod over property rights for years. It has
become so common that its hardly controversial for
most people. It’s just the way things are done. Most peo-
ple think economic development couldn’t happen with-
out such practices. (See Steven Greenhut’s August 2006
Freeman article, “Central Planning Comes to Main
Street,” and George Leef’s November 2005 Freeman arti-
cle, “Kelo v City of New London: Do We Need Eminent
Domain for Economic Growth?”)

There’s a word for what’s going on in Port Chester,
and Didden does not shrink from using it: “My case 1s
about extortion through the abuse of eminent domain;
it is about payoffs and government run amok. It took me
years of hard work to buy that property, pay off my
mortgages and really feel like I own it. How dare the
Village of Port Chester and this developer threaten me
in this way.”

How dare they, indeed?

*x k %

i PERSPECTIVE: Extortion in Port Chester

A student wonders if the presence of illegal immi-
grants mitigates the negative effects of the minimum
wage. His professor, Howard Baetjer, responds.

Property rights, which are so critical to the progress
of society, are anything but static. They undergo change
in response to many factors, including technology.
Andrew Morriss explains as he continues his series on
property in America.

The “Swedish model” has long been thought of as a
blueprint for the welfare state. But if that’s what it is,
Sweden must have failed to apply it during its years of
economic progress. Waldemar Ingdahl sets the record
straight.

One of the most consequential of recent laws passed
by Congress to regulate the economy is the Sarbanes-
Oxley Act of 2002. Enacted in response to the Enron
collapse and other corporate scandals, the new law has
been praised as the key to good corporate conduct.
That’s not how it’s working out, Barbara Hunter writes.

The Food and Drug Administration has been under
fire simultaneously for keeping life-saving drugs oft the
market and letting pharmaceutical companies market
dubious products. Larry van Heerden sifts through the
facts and proposes an alternative to top-down regulation.

Reports of “old” Europe’s economic recovery are
greatly exaggerated. So says Norman Barry.

Our columnists serve up a copious intellectual feast:
Richard Ebeling analyzes the proposed federal budget.
Lawrence Reed describes a Polish hero. Burton Folsom
identifies another killer New Deal program. Thomas
Szasz wonders when people will come to their senses
about the “drug war””Walter Williams points out that the
minimum wage hurts minority teenagers most. And
Richard McKenzie, reading assertions that the minimum
wage does no harm to unskilled workers’ total compen-
sation, objects, “It Just Ain’t So!”

This month’s book reviewers weigh volumes on big-
government conservatism, environmental solutions, for-
eign aid, and welfare-state liberalism.

—Sheldon Richman
srichman(@fee.org

MARCH 2007


mailto:srichman@fee.org

Raising the Minimum Wage Will Do No Harm?
[t Just Ain’t So!

BY RICHARD B. MCKENZIE

resident Bush and the Democratically controlled

Congress had all but done it. As this went to press,

they were on the verge of hiking the federal min-
imum wage, which has not budged since 1997.The min-
imum wage has likely risen by 70 cents, or to $5.85, an
hour by the time these words are read. The minimum
will jump to $7.25, or by a total of $2.10, an hour over
the next two years.

Supporters of the proposed minimum-wage hike of
all political stripes have, once again, fallen prey to a com-
mon delusion that government can, with a wave of its
magic legislative wand, suppress competitive market
forces in any way deemed desirable.

Nevertheless, any actual increase in the minimum wage
will likely have a minimum cffect on employment and
overall earnings of covered workers. This is partly because
the federal legislative wand has never proved very potent.

A couple of hundred econometric studies on the
employment effects of minimum-wage increases over
the last four decades show that modest hikes (say, 10 per-
cent) tend to have little to no employment impact, even
among the most vulnerable worker group—-teenagers (with
teenage employment falling no more than 3 percent and
very likely less than 1 percent of those employed with a
10 percent wage hike).

As usual, in the short recent congressional debate
both opponents and proponents of minimum-wage
hikes pushed totally wrongheaded arguments, because
both groups fail to realize that while mandated wage
laws contain competitive pressures exerted on money
wages, they do not materially suppress the overall force
of labor-market competition that low-wage workers
have to confront. With a higher minimum wage, com-
petitive pressures will simply be felt in nonmoney-

wage dimensions of employment contracts.

Proponents have argued (as did Steven Pearlstein in
the Washington Post, January 10) that the proposed wage
hike will have “minimal” to no effect on employment,
partly becausc the higher wage will inspire a productiv-
ity jump among covered workers and/or the higher
wage costs will be passed along to consumers in higher
prices. If competitive forces have these effects, should we
not also expect those same forces to pressure firms to
contain their labor costs in all ways possible, including
curbs in nonmoney forms of compensation provided
workers, which can dampen firms’ need for productivi-
ty improvements and product price increases?

Opponents of minimum-wage hikes (for example,
Gary Becker and Richard Posner writing for the Wall
Street Journal, January 26) will magnify as best they can
the employment effects of any mandated wage hike, not
realizing that the available findings of little to no
employment cffects from modest minimum-wage
increases actually support their more fundamental posi-
tion, that government should not try to tamper with
Mother Nature—or competitive market forces.

Menial workers are paid little not so much because of
employer greed as because of their low productivity and
competitive pressures in both their own labor markets
and their employers’ product markets. Those competitive
pressures do not subside when the minimum wage is
increased. If the wage hike gives rise, initially, to more
workers looking for jobs than there are jobs available

Richard McKenzie (mckenzie@uci.edu) is a professor of economics and
management in the Merage School of Business at the University of
California, Irvine. He is coaithor (with Dwight Lee) of In Defense of
Monopoly: How Market Power Fosters Creative Production,

Sorthcoming this year.
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l IT JUST AIN'T SO!: Raising the Minimum Wage Will Do No Harm? \

(as both sides agree will happen), employers can respond
simply by taking away fringe benefits and increasing
work demands, thus largely reducing, if almost negating,
the cost effects of the mandated money-wage increase.
(This explains the minimal measured eftects of any min-
imum-wage hike.) A number of research studies support
such an outcome:

¢ Writing in the American Economic Review, Masanori
Hashimot found that under the 1967 minimum-
wage hike, workers gained 32 cents in money
income but lost 41 cents per hour in training—a
net loss of 9 cents an hour in full-income com-
pensation. Several other researchers in independ-
ently completed studies found more evidence that
a hike in the minimum wage undercuts on-the-job
training and undermines covered workers’ long-
term income growth.

¢ Walter Wessels found that the minimum wage
caused retail establishments in New York to
increase work demands by cutting back on the
number of workers and giving workers fewer hours
to do the same work.

e The research of Belton Fleisher, L. E Dunn, and
William Alpert shows that minimum-wage increas-
es lead to large reductions in fringe benefits and to
worsening working conditions.

¢ Mindy Marks found that workers covered by the
federal minimum-wage law were also more likely
to work part time, given that part-time workers can
be excluded from employer-provided health insur-
ance plans.

¢ If the minimum wage does not cause employers to
make substantial reductions in nonmoney benefits
and increases in work demands, then an increased
minimum should cause (1) an increase in the labor-
force-participation rates of covered workers
(because workers would be moving up their supply
of labor curves), (2) a reduction in the rate at which
covered workers quit their jobs (because their jobs
would then be more attractive), and (3) a significant
increase in prices of production processes heavily
dependent on covered minimum-wage workers.
Wessels found that minimum-wage increases had
exactly the opposite effect: (1) participation rates

went down, (2) quit rates went up, and (3) prices
did not rise appreciably—which are findings con-
sistent only with the view that minimum-wage
increases make workers worse off.

Quantifying the Harm

ith the money-wage hike and the reduced bene-

fits, workers can be left worse oft since the fringes
and slack work demands taken away were provided in the
first place because workers valued them more highly than
the wages forgone for those benefits. Given the findings
of his own as well as other researchers’ studies, Wessels
deduces that every 10 percent increase in the hourly min-
imum wage will make workers 2 percent worse off. This
means that the presumably enacted $2.10, or 39 percent,
minimum-wage increase can be expected to leave affect-
ed workers 8 percent worse off in terms of their overall
“payment bundle” (including the money and nonmoney
benefits of employment).

Employers facing strong competition will be forced
to cut out workplace advantages to neutralize as much
as they can (but not totally) the imposed money-wage
cost increase. That will be necessary just to avoid losing
market position to those employers who respond to
competitive pressures by cutting out the costly extras.
The workers whose jobs are most at jeopardy from any
minimum-wage hike will be thac small group of (truly
desperate) workers whose only form of compensation is
their money wages and who are working as hard as
humanly possible.

The sad outcome from any minimum-wage hike is
that both employers’ and employees’ welfare will be
undercut. The better news is that the forces of market
competition will ensure that the damage done by politi-
cians will be smaller than critics of minimum-wage
hikes have heretofore recognized.

Congress and the President, of course, are doing
what is politically expedient. In the process they have
once again failed to heed a lesson that many market-
oriented economists have always taught indirectly, if
not directly, in their writings: You can’t fool Mother
Nature, and there is little constructive point in trying
to fool competitive markets, even with the best of
intentions.
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At the Intersection of the Minimum Wage
and Illegal Immigration

BY HOWARD BAETIJER

his question from a former student named Blake

I addresses the interaction of two hot political
issues: ‘I remember in class that raising mini-

mum wage is a bad thing to do. My question to you is,
since illegal immigrants don’t get paid minimum wage

most of the time, does that aid in bringing down wages
and creating a positive outcome for

employer and you believe that a low-skilled young per-
son contributes about $6 of value to your company
every hour, you'll be willing to pay that person up to $6
an hour. If an increase in the minimum wage then forces
you to raise his pay to $7 an hour, you'll lose a dollar an
hour if you keep him on.You’'ll have to lay him off.

Minimum-wage laws that force

the economy?”

My answer was an uneasy yes and
no. Any positive or negative outcomes
are not for “the economy” as such,
only for people. And the people in the
economy are all of us, including the
illegal immigrants. [legal immigration
may reduce the overall harm done by
increases in the minimum wage, but
better all around would be legal immi-
gration and no minimum wage. Let’s
sort the 1ssues out to see why.

First, Blake is correct that “raising
minimum wage is a bad thing to do”
because it does most harm to the least-

advantaged among us. The benefits of tO the business, at

a higher minimum wage are much
casier to perceive than the harms. The

The harm done by
the minimum wage is
harder to perceive.
The key to
understanding it 1s
the insight that
nobody will pay an
employee more than
that employee’s value

least not for long.

wages above the rates that would be
freely negotiated in the market throw
people out of work. This is a funda-
mental conclusion of economic rea-
soning, supported by the vast majority
of scholarly studies of the minimum
wage.

What kinds of workers, exactly, get
thrown out of work? Suppose you
employ a number of low-skilled
young people at $5.15 an hour at your
fast-food restaurant along with your
higher-skilled managers. Some of
these minimum-wage workers are
more skilled, more responsible, or
more experienced than others. Now
suppose the minimum wage 1s raised

to $7.25 an hour (as is being discussed

benefits go to all workers who keep
their jobs when the minimum is raised (without losing
enough hours’ work to decrease their incomes). They get
a pay raise. These are the benefits that minimum-wage
advocates focus on.

The harm done by the minimum wage is harder to
perceive. The key to understanding it is the insight that
nobody will pay an employee more than that employee’s
value to the business, at least not for long. If you are the

in Congress as of this writing). Sup-
pose you calculate that the higher wage rates you now
must pay will make it unprofitable for you to keep your
restaurant open during the same hours at the same
prices. You’ll have to either raise prices or shut down at
the least-busy times of day, or some combination of the

Howard Baetjer (hbaetjer@towson.edu) is a lecturer in economics at Towson
University.
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‘ At the Intersection of the Minimum Wage and Illegal Immigration

two. Whatever course you take, you’'ll reduce the num-
ber of hours’ work for your employees. If you raise
prices, you won't have as many customers, so you’ll need
fewer workers to serve them. If you reduce your hours
of operation, you won'’t need your workers for as long.

Whose hours will you cut back? Those of the more-
skilled, more-responsible, more-experienced workers?
Probably not. You will cut back on the hours of, or
perhaps lay off altogether, the least-skilled, least-respon-
sible, least-experienced workers. Those who will have
the hardest time getting another job, those who most
urgently need the experience of an entry-level job, are
the ones who get laid off.

Who clse is harmed by the mini-

the output of the higher-skilled workers and managers
driven into other work elsewhere is not worth as much
to consumers as the lost output of your restaurant would
have been—that’s why the wages paid in those alterna-
tive jobs are lower than at your restaurant.

Here is the clear harm done to “the economy”—the
people in society—taken as a whole: Because of the legal
minimum wage (or its increase) valuable productive
resources are forced into idleness. In our example, lower-
skilled workers, better-skilled managers, the restaurant,
and its equipment are all idled (or, in the case of your
managers, diverted to less-valuable production), even
though workers, owners, and customers all would prefer

that those resources be at work in

mum wage? In our example, your man-
agers and other more-skilled workers
are also harmed by having their hours
cut back. Unlike the least-skilled work-
ers who have nowhere else to go when
they lose their entry-level jobs, the
more-skilled workers can find work
elsewhere. But when they do, it will be
at jobs that don’t pay quite so well or
otherwise are not as attractive to
them—or else they would have chosen
to work there instead of at your restau-
rant in the first place. Thus these work-
ers are hurt even if they keep the same
number of work hours.

It 1s incorrect to
think that illegal
immigration as such
is beneficial for the
economy. It is better
than no immigration
at all, but compared
to free immigration,
1t 1S Worse.

your restaurant. Productive effort and
mutually beneficial exchanges that
would have occurred dont occur.
Society overall is poorer as a result.

lllegal Immigration’s Effects
How might illegal immigration

reduce this harm?

Some immigrants, here illegally to
begin with, are also willing to work
for illegally low wages. When they do,
they help produce goods and services
that would otherwise go unproduced,
or be produced only at greater cost.
Their willingness to work for below-

While some workers lose their jobs
(or enough hours of work to reduce their total
incomes), other workers get paid more. We can’t know
which effect is greater without unknowable details
about the lives and values of the different workers. But
clearly the law harms the most disadvantaged—the very
workers that minimum-wage advocates claim to want to
help. This is the overlooked human tragedy of the min-
imum wage.

What about consumers (who are rarcly considered in
public commentary on the minimum wage)? Con-
sumers who would like to eat at your restaurant during
off-hours are harmed because now you are closed at
those times. If you stay open the same hours but charge
higher prices, consumers are hurt by the added expense.
The output of your laid-off workers 1s denied them, and

minimum wages thus reduces costs
and increases output for consumers. This is probably
what Blake had in mind when he referred to illegal
immigration “bringing down wages and creating a pos-
itive outcome for the economy.” In our example, after
the legal minimum wage is raised, you might be able to
find illegal immigrants willing to work for less than the
minimum. If so, you will be able to keep your prices
down and/or stay open later in the evening. Your store,
equipment, and workers would stay in productive usc;
consumers would benefit.

But not everything about this scenario 1s positive
even if illegal immigration does keep actual wages and
costs down closer to an appropriate, market-deter-
mined level. In certain cases it would be better still for

“the economy”—for the people in the economy—to
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have certain illegal immigrants paid higher wages than
they would receive while immigration is illegal.

Some illegal immigrants who would earn higher
wages in a free labor market find themselves trapped in
jobs that pay below minimum wage. Why? Because they
are afraid that if they leave those jobs for others that pay
more, they might be reported and thrown out of the
country. This hurts consumers: it would be better to have
those immigrants working at the higher-paying jobs
instead, because the output of thosc jobs is more valu-
able to consumers. Let us imagine, for example, a talent-
ed carpenter who can find little work in his own
country—Ilet’s call him Juan. Suppose Juan sneaks across
the border, or gets himself smuggled into the United
States, to work as a manual laborer at a landscaping com-
pany for below minimum wage. Though it is not much
to us, that wage is much higher than he can earn in his
home country.

Now suppose that a local carpenter needs an assistant
whom he would pay $15-20 an hour. Juan’s greatest
value in the economy would then be to work as the
carpenter’s assistant. This is clear because the local car-
penter’s willingness to pay him $15 or morc an hour
shows that people in the community value at that
amount the carpentry Juan might do each hour. For
Juan’s manual labor, by contrast, pcople are willing to pay
only $6 or §7 an hour. Juan is worth more in the econ-
omy as a carpenter.

Nevertheless, when immigration is illegal Juan might
well choose to do the less-valuable work because he is
afraid of being deported. Perhaps the man who smug-
gled him in has an agreement with the head of the land-
scaping company and Juan worries that if he moves to a
better job the smuggler might report him. Or he might
worry that working as a carpenter’s assistant would put
him at risk of being turned in by other carpenters who

would resent his competition. Or the state might require
a license for carpenter’s assistants, for which only legal
immigrants may apply.

For these kinds of reasons illegal immigrants often
hold jobs in which their work is less valuable than else-
where. All such cases represent a clear loss to society
because even though the illegal immigrants’ willingness
to work for below minimum wage keeps wages and
costs down in the markets for lower-skilled labor, their
talents are sadly wasted. They would be better used pro-
viding services that people in the community value
more.

Reducing Production

ust as minimum-wage laws reduce society’s overall

wealth by decreasing the production of valuable goods
and services, so also do laws hindering immigration.
Both interfere with the labor market’s essential function
of directing human talent—what the late, great econo-
mist Julian Simon called “the ultimate resource”™—to
their most valued uses.

In answer to Blake, then, yes, it may be that illegal
immigration helps to reduce the damage done by
minimum-wage laws and minimum-wage increases. But
no, it is incorrect to think that illegal immigration as
such is beneficial for the economy. It is better than no
immigration at all, but compared to free immigration, it
1s worse.

The problem with illegal immigration is not that it’s
immigration, but that it’s illegal. The proper immigration
policy for a free and prosperous nation is open bor-
ders—free immigration for all people who will live and
work peacefully. Liberty, including liberty to move
peacefully about the planet, cannot justly be infringed.
It is a basic human right, and it promotes economic
well-being. ()
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Ideas and Consequences

A Tribute to a Polish Hero

BY LAWRENCE W. REED

ne year ago the world lost a gifted science-

fiction writer and critic of totalitarianism

when Poland’s Stanislaw Lem died in March
2006. Lem was best known internationally as author of
the classic Solaris—twice adapted for the silver screen—
but the majority of his fiction featured damning alle-
gories against the suppression of the human spirit.
Bruce Edward Walker, cultural critic and editor of
MichiganScience, says Lem “skillfully dissected the 20th
century’s foolhardy efforts to create
utopias by stifling individuality and
economic freedoms.”

Lem ranks high in the Polish pan-
theon of independent thinkers and
dissidents, any list of which would be
long and distinguished. Poland’s role
in the historic unraveling of the
Soviet empire was pivotal by any
measure. And while world leaders
from Pope John Paul 1l to Ronald
Reagan played a part, the audacity of
the homegrown resistance is a story
that is still underemphasized to this
day.

In November 1986 I spent nearly
two weeks in Poland with the anti-
communist underground. This was
five years after the Warsaw govern-
ment declared martial law and threw many pro-freedom
activists in jail. It was still many months before the big
changes of 1989 that would liberate Eastern Europe
from the communist yoke. One night during my visit |
met in a private home with a half~dozen underground
printers. They were cager to impress me with examples
of many great pro-freedom books they had illegally
translated, printed, and distributed throughout the coun-
try. | asked, “Where did you get the paper to publish all
this stuft?”

Stanislaw Lem (1921-2006)

“From two places,” replied a young man named
Pavel. “One, we smuggle it in from the West. Two, we
steal it from communists.” When [ asked him to explain
the second source, he revealed that many of the workers
in the communist government’s publishing houses were
sympathetic to the resistance. When those workers saw
the opportunity, they smuggled the paper out or even
printed resistance literature on the government’s own

printing presses.

The mmpressive stack of illegally
printed books those printers showed
me included works by great scholars
of liberty from the West—Hayek,
Mises, R othbard, to name just three.
I later raised $5,000 for the under-
ground to translate, publish, and
distribute Milton Friedman’s classic
Free to Choose, a copy of which I
proudly display today in a glass case
in my study. But there were books,
essays, and 1deas by native Poles that
the underground took risks to dis-
seminate as well. Stanislaw Lem was
one of them.

Born in 1921, Lem survived both
Nazi occupation and Soviet rule in
the town of his birth, which was
known alternately as Lwow in free
Poland, Lvov in the Soviet Union, and Lviv in modern
Ukraine. His father was a doctor, and Lem was poised to
follow in his footsteps until Hitler’s invasion in 1939. He
was forced to work as a mechanic but became a crack
saboteur: “I learnt to damage German vehicles in such a
way that it wouldn’t be discovered.” he said.
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Lem resumed his medical studies following the war,
eventually finishing his degree in Cracow in 1946. He
intended to pursue a career in theoretical biology, but
abandoned his plans rather than adhere to the since-
discredited practices of Soviet geneticist Trofim Lysenko.
He turned to writing, only to have his first novel, The
Hospital of the Transfiguration, banned by communist cen-
sors for nearly a decade.

By 1951 Lem realized that his only hope of publish-
ing was to mask his views as allegorical works of science
fiction. State apparatchiks in charge of expunging sub-
versive works from the public square were too stupid to
appreciate his subtlety, but Polish intellectuals and many
ordinary readers knew full well what the underlying
message was. What Lem did with a wrench to German
vehicles, he later did with pen and ink to the commu-
nist state.

Lem used his considerable intellect (he reportedly
had an IQ of 180) and writing skills to parody Soviet
and Polish leaders and subtly convey the torments of
communist life. He is seent as in the same mold as satir-
ical fantasists Jonathan Swift, George Orwell, and Franz
Kafka. In the estimation of many who took great risks
to criticize the Soviet and allied Eastern European
regimes, his work sits comfortably alongside such anti-
totalitarian classics as Arthur Koestler’s Darkness at Noon
and Alexander Solzhenitsyn’s The Gulag Archipelago. His
writings have been translated into at least 40 languages,
have sold nearly 30 million copies, and span a wide
range from screenplays, short stories, and mystery novels
to more serious matters of philosophy, cybernetics, and
the nature of intelligence itself.

The Astronauts, published in 1951, was followed by
Time Not Lost, a fictionalized account of Nazi occupa-
tion of Poland. Return from the Stars, published in 1961,
presented a world devoid of “the hell of passion, and
then it turned out that in the same sweep, heaven, too,
had ceased to be. Everything now is lukewarm. . . ”This
bland reality, noted reviewer Marilyn Jurich, “reduces
the possibility of individuals accepting personal risks,”
resulting in “a monotone, denatured safe world at the

cost of direct experience in a nature that is open,
unknown, risky; a world where wild animals have disap-
peared along with human emotion and initiative. Indi-
viduals have few means left to test physical capacity or
mental endurance.”

Nightmarish Conformity

he short story “The Thirteenth Voyage,” in the col-

lection The Star Diaries, depicts the totalitarian urge
at its most invasive. In that story “The Angelicans,” a
group of social engineers, determine that all human
foibles can be solved by collectivization, producing a
nightmarish, stagnant conformity. Having lived through
collectivism of both national socialist and communist
varieties, Lem knew his subject well.

Lem published his last collection of fiction in 1988,
before the collapse of the Berlin Wall and the subsequent
implosion of the Soviet Union, He told interviewer
Istvan Csicsery-Ronay, Jr.,in 1985:“The literature of the
20th century has lost its battle, or at least finds itself in
retreat. . . . The tales of refugees from totalitarian coun-
tries reduce themselves to an exhaustive catalogue of
social and psychological suffering that such systems treat
their citizens to. These books cannot pick their readers
up, and the lessons they teach are not pleasant. One
could say that the job of literature is not primarily to
entertain, move, and cheer us up, but as [Joseph] Conrad
said, to ‘bring the visible world to justice” Well, in order
to bring this world to justice, it is first necessary to
understand it with one’s intellect, to appreciate the
wealth of 1ts diversity.”

Another Polish dissident, Stefan Kisielewski, was
once jailed for an eloquent three-word sentence:
“Socialism is stupidism.” As a rule, dictators understand
the power of ideas better than most people, which is
why they often make it illegal to simply harbor a certain
thought or give that thought expression in ink on paper.
Thankfully, courageous men and women like Stanislaw
Lem found creative ways around evil regimes—a key

reason those very regimes now exist only in the history

books. @
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The Economics of Property Rights

BY ANDREW P. MORRISS

roperty rights play a critical role in a wide range

of economic institutions. From understanding

why owners are generally better stewards of prop-
erty than renters to finding ways to resolve environmen-
tal problems, property rights are at the center of the
analysis. It is unsurprising, therefore, that economics
offers important insights into property rights. The eco-
nomic approach i1s not the only way to think about
property, and economic analysis is often misused, but it
is an important part of understanding why property
rights are so important to liberty and human progress. In
particular, economics can help us understand two fun-
damental aspects of property rights: how they change
and the types of problems they solve.

A simple example illustrates the evolution of proper-
ty rights in land. The basic form of property in land in
the United States is called the fee simple absolute. The
owner of a fee simple absolute has the maximum extent
of rights possible in the land under the law; most pri-
vately held American land is in this form.

An owner of a fee simple absolute in a plot of land in
1800 and an owner of a fee simple absolute in the same
plot in 1900 had different sets of rights because of
changes in the law. Between 1800 and 1900 the federal
government abandoned a claim it had in mineral rights
in private land. Most national governments in 1800
claimed a share of any minerals produced from any land
within their boundaries. (Indeed, most national govern-
ments still make such a claim today.) Although American
law was not completely clear on the subject in 1800,
many thought that the federal government had inherit-
ed the English government’s claim of a share of mineral
rights, and such claims were asserted by the federal gov-
ernment a number of times during the first part of the

nineteenth century. By 1900, however, the United States
had eftectively abandoned its general mineral-rights
claim and recognized that private landowners with fee
simple title had property rights to both the surface and
subsurface of their land. Indeed, the U.S. government
went further and through a series of laws in the 1860s
and 1870s, culminating in the General Mining Law of
1872, recognized individual claims of ownership of min-
eral rights and surface rights by those who discovered
valuable mineral deposits on federal land.

Now compare the rights held by todays owner of
this land with the rights held in 1900. Over the past cen-
tury or so, various governments took important parts of
the property-rights bundle from many landowners.
Local governments passed zoning laws, reducing
landowners’ freedom to use their property as they see fit.
State governments adopted a wide range of land-use
restrictions. Some, such as Florida, adopted statewide
land-use planning programs that imposed major restric-
tions on how property could be used. Others simply
increased taxes on land. The federal government signifi-
cantly reduced landowners’ rights through regulatory
statutes such as the Endangered Species Act and the
assertion of jurisdiction over a wide range of “wetlands”
under the Clean Water Act. As a result, an owner of a fee
simple absolute in that same property today has many
fewer rights than the 1900 owner did.

At the same time, the rights that remain in that fee
simple absolute have evolved in ways that make them
potentially more valuable today through private efforts

Andrew Morriss (morriss@law.uiuc.edu) is the inaugural H. Ross and
Helen Workman Professor of Law and Professor of Business at the
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Research Center. This is the second of three articles on property in America.
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at rebundling rights. For cxample, one of the fastest-
growing forms of property ownership today is owner-
ship in communities in which a developer has
rearranged the property rights through covenants, ease-
ments, and servitudes. One of the best known such
communitics is the town of Celebration in Florida,
constructed by Disney. There restrictions in the deeds
govern a multitude of details of the houses constructed
on the property. Houses must conform to a particular
architectural style, have front porches and white window
hangings fronting the street, be painted a color from a
specified range, and so forth. While the deeds to the
properties Disney sold were notable for the number and
detail of restrictions, they were by no means unique. In
fact, millions of Americans
now own property in which
they paid a premium price to
receive a deed with many
more restrictions on use than
was common even 30 years
ago. Why?

The solution to this scem-
ing paradox of paying more
tor less lies in the relative val-
ues of the rights lost and
gained. Property owners in
Celebration did not just give
up property rights; they also
acquired negative rights in
their neighbors’ property. architectural style.

A homcowner in Cele-
bration is limited in her choice of colors for her house

but so are her neighbors. A homeowner in Celebration
1s limited in the color of blinds she can hang in the win-
dows facing the street—but so arc her neighbors. The
success of Celebration in boosting property prices in the
development over the prices for property in surround-
ing areas that lack the restrictions tells us that property
owners are more concerned with limiting their neigh-
bors’ ability to create aesthetic annoyances than they are
with maintaining their own ability to do so. Reallocat-
ing the property rights among the property owners in
Celebration increased the value of the bundle of rights
each person purchased because it added rights worth
more (the ability to prevent an aesthetic disaster down

In Celebration, Florida, there are restrictions in the deeds that govern a
multitude of details of the houses constructed on the property, including

the street) than those it took away (the ability to create
one’s own aesthetic disaster).

Not everyone wants to live in Celebration, or even in
a community with fewer restrictions, such as the one in
Yuma, Arizona, where my parents live and all houses
must be painted a shade of sand color. Enough people
do, however, that property owners and entreprencurial
developers have discovered that they can increase the
value of some properties by incorporating such restric-
tions into their deeds. Property law makes such transac-
tions possible by providing a mechanism for embedding
such reallocations in deeds and so binding futurc pur-
chasers of the property. It also provides a way out of
deed restrictions that become obsolete, as a future entre-
preneur could change or
abolish by
reuniting the parcels bene-
fited and burdened by

them.

restrictions

There’s an important
difference in how property
rights changed in these
examples. In the expansion
of property rights to
include subsurface rights
between 1800 and 1900,
rights became more secure
as the result of govern-
ment’s limiting its claims
against individuals. In the

of

involved in creating developments with a particular aes-

rearranging rights
thetic, private entrepreneurs used contracts and deeds to
increase their property values through voluntary transac-
tions. In the contraction of property rights from 1900 to
the present through regulatory statutes, however, interest
groups used the power of the state to forcibly redistrib-
ute property rights. (Anyone who doubts the “forcibly”
portion of the preceding sentence need only speak to
one of the landowners criminally prosecuted for violat-
ing federal endangered-species or wetlands laws and reg-
ulations.) Unfortunately, the wvalue created by the
combination of property rights and voluntary transac-
tions all too often makes property rights a tempting tar-
get for expropriation.
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Property Rights Evolve
The first key economic insight is thus that property

rights are not static. They evolve. How does this

evolution work? As a type of property becomes more
valuable, people are willing to invest more in efforts to
define rights to it. Property rights thus naturally evolve
in response to changes in technology, changes in costs,
changes in tastes, new discoveries, and other changes in
individuals’ preferences. A critical role in this evolution
is played by entrepreneurs who identify opportunities to
increase value by rearranging property rights.

How do property rights evolve? It is useful to think
about five different ways in which they regularly change:

(1) The subject of property rights changes, making
new things property that were not previously
considered property.
(2) The bundle of rights changes, making it possi-
ble to divide property rights in new ways and
trade those rights.
(3) The method of establishing property rights
changes, making the cost of establishing proper-
ty rights different.
(4) The method of protecting property rights
changes, making the cost of securing property
rights different.
(5) The method of stealing property rights changes,
making property rights more or less secure.

Property rights can evolve to include new subjects.
A classic example is the development of water rights in
the nineteenth-century American west. Settlers from the
more humid east found that the water-law institutions
they brought with them, derived from English law and
custom, were inadequate. Eastern water law gave ripari-
an rights to landowners adjacent to bodies of water.
These rights generally included the right to use water
but not to diminish its flow for downstream users. In the
west, where water was scarcer, however, the right to
divert water for irrigation or mining was valuable. West-
ern states and territories quickly recognized a doctrine
of prior appropriation, whose essentials came out of the
practice of early miners and farmers in the region.
Under prior appropriation, water users had the right to
divert water, with users’ rights ranked in the order in
which it was originally appropriated.

Unfortunately, western water rights subsequently

‘ The Economics of Property Rights

became the subject of a massive resource grab by the
federal and state governments. Wyoming initiated the
process by asserting a claim of state ownership to all sur-
face water in its 1889 state constitution and placing the
state engineer’s office in charge of water allocations. The
federal Bureau of Reclamation built massive water proj-
ects across the west with tax dollars, further distorting
water rights. The combination made western water
rights less secure and limited their evolution in response
to changes in technology and demand for water. Today,
however, many states have loosened their control of
water rights and are beginning to allow markets to
emerge.

Rights also evolve into different bundles through
voluntary transactions that benefit both parties. As dis-
cussed earlier, entrepreneurs in the United States discov-
ered that reallocating the rights to make aesthetic
decisions about the appearance of homes could increase
the value of properties in some cases. Other examples
include sale of easements to neighbors that allow an
adjacent property owner to guarantee the preservation
of a desirable view and conservation easements that
allow a property owner to sell development rights to a
preservation group while continuing to use his land.

The method of establishing rights also evolves in
response to demand. Creation of an easy-to-use title sys-
tem increases the value of all property, facilitating trans-
actions by making it inexpensive to determine who
owns a particular piece of land. The development of title
insurance facilitated property transactions by reducing
the risks for buyers. More recently, the securitization of
mortgages in the United States has vastly increased the
financial resources available to prospective property
owners by making it possible for investors to buy diver-
sified portfolios of mortgages. What all these examples
share is that they are the result of entrepreneurs identi-
fying an opportunity for profit and using the tools pro-
vided by the law to create a means of earning that profit.

Finally, property rights evolve in response to changes
in how they can be defended. Property owners often
play a critical role in physically defending their rights, as
anyone knows who has seen the broken-glass-topped
walls, gates, and razor wire routinely used by property
owners in countries where land is vulnerable to inva-
sion. New technologies can repeat the role of barbed
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wire on the American Great Plains, making it possible to
cost-effectively control access to resources that cannot
be safeguarded today. For example, in the not-too-
distant future we may see a combination of GPS and
DNA-testing technologies provide a means to create
property rights in migratory sea animals, such as whales.

The evolution of property rights is a remarkable phe-
nomenon. In the United States and elsewhere, positive
developments have produced better-defined, more
secure, and more valuable bundles of rights over time.
That evolution has occurred as the result of individuals’
seeking to fulfill their own plans, to earn profits, and to
use their property to serve their own needs. In short, the
voluntary transaction-driven cvolution of property
rights is a Hayekian spontaneous order.

At the same time, however, there have been value-
destroying, liberty-restricting developments in property
law. The widespread adoption of central-planning meth-
ods for land-use control, the seizure of private property
to redistribute it to favored interest groups masquerad-
ing as “economic development,” and regulatory restric-
tions on property owners in pursuit of special interests’
agendas, as has happened with laws such as the Endan-
gered Species Act and Clean Water Act, are the result of
the combination of an unconstrained state and the
attraction of the wealth individuals create through the
trade made possible by property rights.

Property Rights Solve Problems

here are two fundamental problems solved by prop-
Tcrty rights: (1) how to exchange goods in the
course of trade and (2) the commons problem.

The problem of how to exchange goods in trade is a
serious one, although not one we often consider today.
If goods belonged to whoever happened to pick them
up, there would be little reason for me to trade with you.
I could simply wait until you fell asleep or were dis-
tracted and take the goods without giving you anything
in return. Even it you and I agreed between ourselves,
or if all the people in our neighborhood or even our
town agreed on who owned what, we would still not be
close to unlocking the potential value made possible by
a system of well-defined property rights.

To take but one example, many new businesses in the
United States are started by entrepreneurs using their

homes as collateral. If a bank could not be sure who
owned the property offered as collateral, it would not be
willing to lend the money. Similarly, if the bank thought
that it could not collect on the collateral, it would be
unwilling to lend. When banks can rely on clear titles,
however, they arc willing to advance money, holding the
titles as collateral. When property rights are sufficiently
clear and markets well-enough developed, bundles of
security interests in land can be combined and turned
into new investment sccuritics. These securities then
make it possible to expand the pool of money invested
in real estate, and so enabling even more, even cheaper
loans. The economic power of property rights in such
cases is so extraordinary that they almost seem to be
alive with energy. Indeed, Peruvian economist Hernan-
do de Soto refers to property in societies where rights
are so poorly specified that using it as collateral is impos-
sible as “dead capital” because it cannot be used to pro-
duce new value in this way.

This critical feature of property rights—that they
permit trade and so permit the creation of wealth—is
central to the economic case for them. It provides the
solution to some thorny philosophical issues as well.
Philosopher 1David Schmidtz suggests that the solution
to the problem of the Lockean Proviso—the require-
ment that “cnough and as good” be left for others in a
just system that includes original appropriation—is that
allowing the original appropriation produces more for
those who come after by permitting trade to take place.
In his essay “The Institution of Property” Schmidtz
points out that “Philosophers are taught to say, in effect,
that original appropriators got the good stuff for free.
We have to pay for ugly leftovers. But in truth, original
appropriation benefits latecomers far more than it ben-
efits original appropriators. Original appropriation is a
cornucopia of wealth, but mainly for latecomers. The
people who got here first never dreamt of things we
latecomers take for granted.”

The second important problem property rights solve
is the tragedy of the commons. Made famous by Garrett
Hardin in his 1968 article in Science, a tragedy of the
commons occurs when there is no means to exclude
others from a resource. Under these conditions, the
resource will be overused to the point of destruction so
long as each user gains more benefits than the costs he
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The commons is a problem only for societies that lack property rights.

bears as a result of his actions. In Hardins example, vil-
lagers shared access to a common field. Each could put
as many cattle on the field as he desired since no one had
the right to exclude another. As a result, each villager
added cattle so long as the last cow he added benetited
him more than it cost him. Since a portion of the cost
created by the additional cow was the reduction in grass
available to the cows owned by others, no villager took
mnto account the total cost to the village of the additional
cows. Unsurprisingly in Hardins example, the field
ended up with so many cattle grazing on it that it was
overgrazed and destroyed. All the villagers were worse
off, yet no one had had an incentive to stop the over-
grazing. Why?

Without the power to exclude, any grass left for
tomorrow would be eaten by someone else’s cow today.
Even if the villagers had all recognized that there were
too many cows on the land, no one would rationally
agree to reduce his herd because any grass “saved” would
be eaten by somcone clse’s cow.

As Hardin recognized, in a passage rarely cited by
those eager to use his work as an excuse for state inter-
vention, the commons is a problem only for societies
that lack property rights. The tragedy, Hardin declared, is
solved by “private property, or something formally like
it.” And in fact there was no tragedy of the commons in

| The Economics of Property Rights [

medieval English common fields, the
case Hardin used as his example, pre-
cisely because there were property
rights in them, known as “stinting,”
that limited the ability to add ani-
mals. Stinting rights were based on
the amount of property in the private
fields cach villager held.

By making it possible for a prop-
erty owner to gain from good stew-
ardship, private property creates an
incentive to Invest in maintaining and
improving resources. Just as impor-
tant, if someone is not engaged in
good stewardship, whether due to
ignorance, indolence, or idiocy, pri-
vate property rights make 1t possible
tfor someone who is able to engage in
good stewardship to offer a premium
over the value of the property to the current owner. By
buying the property and improving its management, the
new owner can generate enough income to pay the
higher price. (Of course, not every owner will sell when
offered more money than he 1s getting from his proper-
ty, but many will.)

Government-Caused Problems

conomics can also shed light on how governments
Ecan cause problems with property rights. Two prob-
lems are particularly acute today. The first is that gov-
ernments may impede efforts to create tradable property
rights by attempting to steal resources for themselves.
The second is that governments may fragment property
rights into so many small bundles that the cost of
reassembling them into useful arrangements 1s too high
to be worthwhile.

The problem of predatory states is as old as the state
itself. Simply taking property without compensation is
of course possible, but predators that engage in such
naked aggression kill the goose that lays the golden egg.
More common are efforts to chip away at property
rights on the margin, transferring specific rights from
property owners to favored interests. For example, local
governments often attempt to condition construction

permits on grants of easements or restrictions on use of
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the property in question. Similarly, “regulatory takings”
are a major area of concern, as property rights become
entangled in a web of regulatory restrictions. Unfortu-
nately, the American courts have been even less protec-
tive of property rights in the face of regulatory takings
than they have been with respect to outright takings.
The problem of fragmentation of property rights is
particularly acute in countries attempting to privatize
state-owned property. In some instances, rather than
decide to whom to award a particular property, officials
simply gave it to everyone. As a result, there were mul-
tiple “owners” able to veto any particular use of a prop-
erty. Professor Michael Heller termed this the “tragedy
of the anticommons” after observing it in post-Soviet
Russia. Heller wondered why so many Moscow store-
fronts were empty while businesses occupied kiosks on
the sidewalks in front. He discovered that the reason
was that granting of rights to the former employees of
the stores so fragmented ownership that reaching an

agreement on a use of the property was virtually
impossible. The tragedy of the anticommons 1s a crea-
ture of the state. Overcoming it is largely a matter of
preventing fragmentation of property rights in privati-
zation efforts.

In his history of property rights and civilization, The
Noblest Triumph, Tom Bethell concludes that private
property makes possible liberty, justice, prosperity, and
peace. Secure property rights make liberty possible
because they fence off a private domain out of the reach
of the grasping hand of the state. They make justice
possible because property owners reap the rewards and
suffer the losses caused by their actions, linking reward
to merit. They make prosperity possible because they
allow trade. Finally, secure private property rights make
peace possible because they enable each individual
property owner to pursue his or her own plan, free from
the interference of others and without interfering with
others. (i
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The New Sweden

BY WALDEMAR INGDAHL

he European Social Model is being heavily dis-

I cussed in Europe. Some still laud it, but its prob-
lems are obvious, with low economic growth,

an aging population coupled with “pay-as-you go” pen-
sion systems, and widespread persisting unemployment.

In Sweden we have already solved this problem; we
discarded the social model and replaced it with a free-
market system.

This announcement may come as a big surprise to
many in Europe, especially after former Prime Minister
Goran Persson’s article in a Newsweek Special Issue, where
he exalted the Swedish model for

attempt to introduce the radical “next step” toward
Yugoslav-style trade-union-controlled socialism ended
the decade. The expansion of government was an effect
not the cause of the system’s previous success. The result
of this expansion was the dismal crisis of the early 1990s,
when the Swedish Central Bank vainly tried to link an
overvalued krona to the European Exchange Rate
Mechanism and then protect it with 500 percent inter-
est rates.

The rest of the decade consisted in the slaughtering
of many of the Swedish model’s most sacred cows by the
Social Democratic Party, but the

being both fair and competitive.

But in fact, from his election in
1996 until his defeat last September,
Persson, former leader of the Social
Democratic Workers’ Party, radically
transformed what had been perceived
abroad as the Swedish model. What we

Sweden has discarded
the social model and
replaced it with a
free-market system.

process was executed in silence. It was
not the conscious and explicit change
of policy effected by Britain’s New
Labor. Rather, it was a change of
course in practice but not in theory or
in the government’s rhetoric. The gap
between word and action was wide.

believe about a model might not be

the truth but solely a projection of our ideological
predilections and dated assumptions. (Persson was suc-
ceeded by Fredrik Reinfeldt, leader of the “center-
right” Moderate Party.)

Initially the Swedish model meant the 19505 full
employment and low inflation, something that was
achieved through competitive industries, relatively low
taxation (lower than the U.S. level at the time), and
unregulated markets.

The admired Swedish model was in fact abandoned
in the 1970s, precisely when it gained its international
fame and admiration. Then the world’s highest tax rates
were introduced, together with interventionism, partic-
ularly in social policy and the labor market. An ill-fated

When looking at Sweden today
and comparing it to the rest of the EU, one is struck by
its relatively free-market approach. It ranks 21st and
24th, respectively, in the latest Heritage Foundation and
Fraser Institute indexes of economic freedom.

For a long time Sweden has been favorable to free
trade, which is understandable since 60 percent of GDP
derives from it. For a time in the early 1990s Sweden
abolished all farm subsidies and had one of the most
deregulated agricultural sectors in the world, before
unfortunately being forced to re-regulate when enter-
ing the European Union’s (EU) Common Agricultural
Policy.

Waldemar Ingdahl (waldemar.ingdahl@eudoxa.se) is director of Ludoxa,
a liberal think tank in Stockholm, Sweden.
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In 1996 Sweden deregulated 1ts market for electrici-
ty, allowing private competition in distribution. Today,
half the nuclear power plants are owned by a German
corporation.

Telecommunications, postal services, and public
transportation have largely been deregulated, opening
up new markets. The state monopolies have been abol-
ished, and the telephone company has been partially
privatized.

The introduction of a voucher system has opened up a
market in which parents have a high degree of choice over
where to send their children to school.

against local politicians who restrict full competition.

Sweden has high immigration per capita and was,
along with the Britain and the Republic of Ireland, the
only original EU member not to impose restrictions on
workers from new member countries.

The pension system has been reformed from the
problematic “pay-as-you-go” formula to a program
funded according to the performance of the economy.
In the fully funded system all Swedes choose invest-
ments for their pensions. If the economy does not grow,
pensions will be low, and there are mechanisms that pre-

Health
opened to private alternatives, thanks
to the labor
unions. In fact, one of Stockholm’s
St.

GOran’s, 1s a private company listed on

care has largely been

doctors’ and nurses’

largest emergency hospitals,
the stock exchange.

Sweden has a comparatively low
corporate tax rate of 28 percent. The
process for opening a business is rela-
tively straightforward, ranging from
one week to a couple of months. Swe-
den presents few barriers to foreign
investment, maintaining restrictions
only in some limited national-securi-
ty—related sectors. Most commercial

Granted, it is an easy
task to become a
paragon of liber-
alization in today’s
Europe. But it shows
that what many
Europeans favorably
refer to the Swedish
model is not applied
anymore in Sweden.

vent the system from going bankrupt.

These changes, which would have
been seen as radical if enacted in the
“Anglo-Saxon” market model, have
paid off for Sweden, permitting a 2006
GDP growth forecast of about 4 per-
cent. Inflation was lowered to an aver-
age 1.4 percent last year.

Granted, it is an easy task to
become a paragon of liberalization in
today’s Europe. But it shows that what
many Europcans favorably refer to as
the Swedish model is not applied any-
more in Sweden. The remnants of the
old model—high income taxation
(60.3 percent on average), the high
value-added tax (25 percent), the reg-

banks in Sweden are privately owned
and operated. Banks are allowed to offer a full range of
services, and foreign banks have access to the sector. Few
working days are lost to strikes. It is easy to close down
factories and move investments abroad. There is no legal
minimum wage. Unlike in other European countries,
retailers do not have their hours regulated. In 2005 the
government abolished inheritance and gift taxes. The
Swedish Competition Authority has forcefully reacted

ulated labor market, and the insuffi-
ciently reformed social-redistribution systems—are the
problematic areas in the Swedish economy, not its bold
vanguard.

If someone had predicted in the 1980s that Sweden
would follow the social-democratic model set by France
or Germany, I as a libertarian would have agreed. Today
[ can say that Europe should embrace the Swedish

model.
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The Therapeutic State

On Not Admitting Error

BY THOMAS SZASZ

ccording to a September 2006 report in the
ANew York Times, Afghanistan’s opium harvest has

increased almost 50 percent from the year
before and reached the highest levels ever recorded.
Antonio Maria Costa, head of the United Nations
Oftice on Drugs and Crime (sic) explained: “It 1s indeed
very bad, you can say it is out of control. .. . The Taliban
had distributed leaflets at night, inviting farmers to
increase their poppy cultivation in exchange for protec-
tion. ... I am pleading with the government to be much
tougher. A new high-security prison block would be
inaugurated in a few weeks. We have place tor 100 peo-
ple and [ am asking the government to fill it within six

months.”

can drug prohibitionists—Democrats and Republicans
alike—seek to cast the ignoble war on drugs into a
noble, therapeutic rhetoric, and the more they fail, the
more they insist that they are on the right track.
Coercive world-savers have always been blinded by
their reformist zeal. Communists denied the importance
of man’s need for private possessions, a propensity they
perceived as “property abuse,” and called individuals and
institutions that catered to that need “capitalist
exploiters.” Drug prohibitionists deny the importance of
man’s need for mind-altering chemicals, a propensity
they perceive as “drug abuse,” and call individuals and
institutions that cater to that need “narco-terrorists” and
“narco-states.”

History is a chronicle of people
clinging to erroneous ideas authenti-
cated as religious or scientific truths.
Max Planck (1858-1947), one of the
of all

observed: “A new scientific truth does

greatest physicists time,

not triumph by convincing its oppo-
nents and making them see the light,

but rather because its opponents

truths.

eventually die, and a new generation

History is a chronicle
of people clinging to
erroneous ideas
authenticated as
religious or scientific

The opium trade is said to consti-
tute one-third or more of Afghanistan’s
gross domestic product. People who
grow and sell opium, like people who
grow and sell olives, are engaged in
agriculture and trade not terrorism.
Using explosives and herbicides to
destroy crops—especially the crops of
faraway people with different tradi-

tions and religions—is terrorism.

grows up that is familiar with it.”

In the natural sciences the lifetime of belief in false
truths tends to be brief. In contrast, beliefs in false truths
in human affairs—in custom, religion, politics, and
law—typically linger for decades, centuries, even millen-
nia.“[H]ow can we agree,” declared Mikhail Gorbachey,
“that 1917 was a mistake and all the seventy years of our
life, work, effort and battles were also a complete mis-
take, that we were going in the ‘wrong direction’? No

.. it is the socialist option that has brought formerly
backward Russia to the ‘right place’”

Gorbachev sought to put a human face on the inhu-
man visage of communism, and the more he failed, the
more he insisted that he was on the right track. Ameri-

The story of the trade in alcohol in
America and the West 1s familiar, and so also are the
medical and social effects of drinking. In the United
States alone, intoxicated drivers cause an estimated
17,000 traffic deaths per year, onc cvery 30 minutes.
Twenty percent of all traffic facalities are due to driving
while under the influence. The same day that the New
York Times ran its report on opium cultivation in
Afghanistan, it also ran a story about the use of alcohol
in the United States.

Thomas Szasz (iszasz@aol.com) is professor of psychiatry emeritus at
SUNY Upstate Medical University in Syracuse. His forthcoming book is
Coercion as Cure: A Critical History of Psychiatry (Transaction).
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The entire state of Wyoming, said the writer, is like “a

small town with long streets. . . . The open space means
room to roam and a sense of frontier freedom. It also
means that on any given night, an unusually high per-
centage of young people here are drinking alcohol until
they vomit, pass out or do something that lands them in
jail or nearly gets them killed.” Rosie Buzzas, a Montana
state legislator and part-time alcohol counselor, tells the
reporter:

We're a frontier culture, and people say, “I work hard
and I'll be damned if I'm not going to have a beer or
two on the way home.”. .. There’s a church, a school,
and 10 bars 1n every town. It has never been hard for
young people to get alcohol in Montana, Ms. Buzzas
said, in part because many parents think it is a rite of
passage for children to drink. “There are plenty of
adults who tell ne, “What’s the big deal? Kids just
have to learn to drink’ ” ... Not long ago, three chil-
dren, ages 9, 11 and 12, died of alcohol poisoning in
an isolated town in Montana, but the deaths did lit-
tle to change attitudes.

Customs and traditions are more powerful than laws,
guns, and herbicides. We have our customs, other people
have theirs. “Why,” asks an unidentified Afghan, “does
the government tell us to stop growing opium when it’s
doing nothing about alcohol use and prostitution?
Opium is not mentioned in the Koran, but alcohol and
prostitution are.”

A scholar on Iranian culture reminds us that before
Qajar’s period (which began in the late eighteenth cen-
tury), “optum was deeply integrated into Iranian social
and daily life. People consumed opium each morning in
order to be in a good mood to go to work. . . . Opium
funcuoned in Iranian society the way that wine does in
French society.”

We define certain goods, in particular opium and
cocaine, as presenting irresistible temptations, especially
to Americans; persecute the tempters and regard their
oppression as the protection and promotion of public
health; call the people who justify and promote the per-
secution “medical scientists” and “lawmakers”; and honor

the individuals who engage in the mayhem and murder
integral to the enterprise as heroes in a noble “war on
drugs.”’

Taxpayer-Funded Cathedral

fghans who grow poppy are criminals, and Ameri-
Acans who use heroin are patients suffering from a
“diagnosable no-fault disease” we call “substance abuse”
To combat this “plague,” we have erected and consecrat-
ed a taxpayer funded-cathedral, the National Institute on
Drug Abuse. NIDA’s official “Mission” is:

to lead the Nation in bringing the power of science
to bear on drug abuse and addiction. Recent scien-
tific advances have revolutionized our understanding
of drug abuse and addiction. The majority of these
advances, which have dramatic implications for how
to best prevent and treat addiction, have been sup-
ported by the National Institute on Drug Abuse
(NIDA). NIDA supports over 85 percent of the
world’s research on the health aspects of drug abuse
and addiction. . .. NIDA research is a critical element
to improving the overall health of the Nation.

Under a subhead, “NIDA for Teens: The Science
Behind Drug Abuse,” we read: “By abusing drugs, the
addicted teen has changed the way his or her brain
works. . . . These changes cause addicted drug users to
lose the ability to control their drug use. Drug addic-
tion 1s a disease. ... There 1s no cure for drug addiction,
but it is a treatable disease.”” In short, government sci-
entists teach American children that the use of some
drugs is a “disease” they cannot control and doctors
cannot cure, which only lifelong submission to the
government anti-drug priesthood can keep in “remis-

LENT3

sion.” “Our goal,” NIDAs mission statement concludes,
“is to cnsure that science, not ideology or anecdote,
forms the foundation for all of our Nation’s drug abuse
reduction etforts.”

Could all this deception, self-deception, effort, and
expense be the practical consequence of a simple con-

ceptual error consecrated as truth?
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Punishing the Innocent:
The Sarbanes-Oxley Act

BY BARBARA HUNTER

f any person or any group had set itself the task of

creating a law whose purpose was to destroy the

American free-enterprise system, it could not have
done a better job than what has been produced by the
Sarbanes-Oxley Act of 2002. The law 1s predicated on
the principle that all companies are inherently evil and
untrustworthy and thus must be governed from above
by benevolent bureaucrats with both dictatorial and
second-guessing powers.

What brought on this draconian law? In all likeli-
hood, anyone born before 2000 who has been living in
anything other than a deep cave is familiar with the
name Enron, which is emblematic of corrupt corporate
dealing and disastrous losses to employees and stock-
holders. It is significant, however, that the fraudulent acts
of the principals of that company were prosccuted under
existing law and within the then-existing rules of the
public stock exchanges. It follows that new laws were
not in fact necessary either for punishment of the
malefactors or for prevention of further criminal acts.
What was needed, however, at least from the view of
members of Congress, was some evidence of their
“doing something”; that is, not a legal solution but a
political solution.

What then has Sarbanes-Oxley accomplished? So far,
the history of the law has been an endless list of com-
pliance requirements that (with few exceptions) have
been of no productive benefit but that have inflicted
enormous losses on the affected companies both in dol-
lars and time.

Sarbanes-Oxley imposes such draconian demands
that everybody’s money is affected—including yours.
The full text of the law essentially turns much of the
nation’s corporate governance on its head. Its effect is to

place a new government agency—the Public Company
Accounting Oversight Board (PCAOB)—in charge of
the financial, accounting, reporting, procedural, and
security operations of every corporation registered with
the Securities and Exchange Commission (SEC). The
Board is authorized in effect to look over every corpo-
ration’s shoulder, decide whether the firm “complies”
with the Board’s own interpretations of law, and even
punish the principals (such as the chief operating offi-
cer, chief financial officer, and chief information officer)
with fines and, incredibly, incarceration for such infrac-
tions as failure of sufficient supervision. As noted in a
“white paper” (informational document) prepared for a
prominent software company, Sarbanes-Oxley “signifi-
cantly increases penalties . . . with maximum jail terms
that now exceed the penalties for crimes such as armed
robbery, assault with a deadly weapon and negligent
homicide.”

Congress can pass laws pretty much at will, with lit-
tle concern for the associated costs on those who must
comply. It should come as no surprise that former gov-
ernment employees are valued, even sought after, by
companies forced to deal with the new bureaucracy. For
many companies, compliance skills now trump an
understanding of corporate goals.

Sarbanes-Oxley empowers the Board with the most
authoritarian powers imaginable. It can conduct investi-
gations and disciplinary proceedings at will and can
impose fines and otherwise discipline companies and the
accounting firms they employ. In effect, it 15 prosecutor,

Barbara Hunter (brhunter@aol.com) is a free-lance writer. She recently
retired after more than 25 years in the field of information technology,
primarily at high-technology companies and law firms.
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judge, jury, and exccutioner. The notorious Section 404
requires that any “process” that could in any way affect
financial results be audited and reported and, further,
that the chief executive of the company must personal-
ly accept responsibility for the accuracy of all reports,
under penalty of up to 20 years in prison. Exhaustive
procedures required have entailed thousands of hours of
work and expenditures in the billions of dollars. Because
these requirements affect all publicly traded corpora-
tions, large and small, the law has had the perverse result
of according large companies an unfair advantage over
their smaller rivals, which must devote a larger percent-
age of their time, moncy, and human assets to obeying
the law.

To add insult to injury, the Board is permitted to
make any changes it wishes, which

According to the Board’s rules, every e-mail and even
every Instant message must be preserved permanently,
giving rise to a whole new industry offering products
(both hardware and software) that can store almost
inconceivable quantities of data. One effect is likely to
be that more communications, especially simple ques-
tions or comments, will be made by telephone or in per-
son. The perverse effect is to make information less
available.

Field Day for Law Firms

arbanes-Oxley has contributed mightily to the
demand for lawyers at all levels of government, as
well as for legal assistance for the companies themselves.
To make things even worse, the stock exchanges
(NYSE, ASE, and NASDAQ), at the

places companies in the position of
forever trying to hit a moving target.
The changes issued last November,
eliminating some of the minutely
detailed
widely hailed as good news. Unfortu-

auditing requisites, were
nately, this does not take into account
that both the companies and the audit-
ing firms had already instituted these
procedures at enormous cost in money
and computer-design talent, and thus
would be unlikely to expend even
undo these

morc of the same to

Sarbanes-Oxley has
contributed mightily
to the demand for
lawyers at all levels
of government, as
well as for legal
assistance for the
companies themselves.

behest of Sarbanes-Oxley, have man-
dated that the majority of company
directors be “independent”; that is,
directors can have no material relation
to the firm itself, either directly or
indirectly, within the previous five
years. It appears the requirement for
director independence would exclude
anyone who knows anything about
the company.

The accounting firms that haven’t
already been sued out of cxistence

have more work than they can handle.

efforts. (This 15 explained further
below.)

The law prohibits auditors from providing any other
services, such as bookkeeping, financial information-
systems design and implementation, appraisal or valua-
tion services, fairness opinions, or other advisory serv-
ices. The result 1s that auditors must report whatever may
be amiss but are forbidden to advise the company how
to correct it and thereby comply. Also thanks to the new
law, audit continuity will be a thing of the past, because
an accounting firm can provide audit services for no
more than five years. And in a provision that sets up the
Board as final arbiter of corporate America, it is author-
ized to prohibit national securities exchanges and asso-
ciations from listing any stock from a corporation that
fails to meet its audit rules.

However, the law is certainly doing
corporations, and by implication their shareholders, no
favors. The now-overburdened larger accounting firms
can cherry-pick the most lucrative clients, leaving the
other companies to find whatever they can among the
second-string firms.

If Sarbanes-Oxley has been difficult for publicly list-
ed companies, it has been positively sunshiny for con-
sultants and producers of software dealing with sales,
financial reporting, and document storage. It is all but
impossible for corporations to comply with the various
rules, or even to determine whether they have com-
plied, without the purchase of pricey software. Trade
publications and websites are replete with advertise-
ments for products to assist in both complying and test-
ing compliance. Consulting services have been raking in
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abundant revenue based in part on the sheer difficulty of
knowing how to meet requirements.

In addition to the quandary faced in locating inde-
pendent auditors, the hefty filing fees embodied in the
new law, similar to the other expenses detailed above,
have hit small companies especially hard.

The hope that the law’s requirements would eventu-
ally provide payback in more effective company man-
agement once the initial measures were put in place has
been illusive for most firms. This effort and expense is
especially galling to the majority of companies, which
have striven throughout their existence to maintain the
highest standards of business ethics. For them Sarbanes-
Oxley has been an endless series of repetitions of what

unerasable form has created an information behemoth
that is not only massively expensive to create and run,
but is also far more difficult to search and otherwise use
than anything required heretofore. If one multiplies the
size of such documentation by the number of companies
affected by the law, it becomes evident that no matter
how massive a bureaucracy may be created, there is close
to zero possibility that any of this will benefit compa-
nies, shareholders, or the public.

With Sarbanes-Oxley bureaucrats watching everyone
in corporate America, there can be no doubt that com-
panies are practicing defensive management. The chair-
man of a large software house has commented, “We
might have killed the goose that lays the golden egg.

they already knew and were already
doing in principle, if not in precise
form.

But
According to CNNMoney.com Jast

the costs arc tremendous.

year:“A recent study conducted by the
Securities Industry Association esti-
mated that the cost of compliance has
nearly doubled in the past three years
to an estimated annual total of more
than $25 billion in 2005, up from $13
billion in 2002 Note that the costs

With Sarbanes-Oxley
bureaucrats watching
everyone in
corporate America,
there can be no
doubt that compa-
nies are practicing

...You’re mitigating every possible risk
that can be conceived. Risk didn’t use
to be a bad thing” This person has
suggested that, as a result, the biggest
opportunities for private equity com-
panies over the next ten years will be
in China and India.

In light of the foregoing, it may
seem attractive tor publicly listed com-
panies simply to go private, and in fact
the rush to do so has become a tor-
rent—almost 200 companies as of

were supposed to go down with time. defensive mid-2005. However, 1t may not be
The law’s toll on time, talent, and either as simple or as helpful as it
productivity has affected virtually management- might seem. There is a significant pos-

every publicly listed company. It isn’t
bad enough that the actual productive activities of com-
panies have been delayed to the detriment of both prof-
itability and competitive advantage. Once they actually
get started on the postponed work, the Sarbanes-Oxley
hammer is wielded anew. Company projects, especially
those involving information technology and other com-
puter-related activity, must now document the same
type of internal controls as are mandated for the compa-
ny as a whole. The effect on project life-cycles in many
cases has been little short of disastrous with regard to
meeting deadlines, which are the heart of profitability.

Effects of the Data-Retention Rules

The requirements of retaining all data (every change,
every correction, every previous version) in

sibility that even privately held com-
panies may come within the Sarbanes-Oxley sway in the
future. While on the surface this may seem remote, it
should be borne in mind that all incorporated compa-
nies are subject to many state and federal laws, not just
publicly listed ones. In this case, the PCAOB has been
delegated enormous powers by Congress, and at least so
far, most of those powers have not been challenged
either for legality or constitutionality.

In 2004 the full force of the law took effect for for-
eign firms listed on U.S. exchanges, and the result has
been an unmitigated disaster. Bearing in mind that other
countries, as well as the EU, already have their own
requirements, Sarbanes-Oxley has only heaped more
burdens on the backs of foreign entities. According to
the law, a foreign company listed on a U.S. exchange
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must meet all the Sarbanes-Oxley requirements if its
shareholders include at least 300 Americans (even if they
are merely invested indirectly through funds). Thus we
see the phenomenon of U.S. law being enforceable on
non-U.S. companies. As noted in a French-language
paper directed to U.S. readers:

The largest European conglomerates want to
leave Wall Street but are having a hard time making
this move happen. The French Association of Priva-
tized Industry, a powerful group of corporate heads,
has just joined their German, British, Greek, Dutch,
[talian, Austrian, Swiss and Polish counterparts in an
effort to persuade the Securities and Exchange Com-
mission (SEC), the federal regulatory agency of the
American securitics market, to liberate them. ... In
other words, these corporations are trapped, held
captive by their American sharcholders, whose
interest is protected above all else. As of 2002, or
more specifically, since the Sarbanes-Oxley Law was
passed . . ., this law has become increasingly repressive
and costly to foreign owned companies.

It is indeed sad that foreign firms now view the U.S.
financial markets, which were once the shining example
of freedom and opportunity in the world, as something
from which to be “liberate[d],” “allowed to leave,” but
are “trapped,” “held captive” by “repressive” U.S. laws.
How far we have come! Some foreign firms have already
decided to do the obvious: They are buying out U.S.
shareholders.

The other eftect of the demands on foreign firms
(which certainly should have been understood and
anticipated) is that their new listings on U.S. exchanges
have been reduced almost to zero. As a Wall Street Jour-
nal editorial succinctly expressed it:“In 2000, nine out of
every 10 dollars raised by foreign companies through

new stock offerings were done in the U.S. ... [L]ast year
[2005] not one of the top 10 initial public offerings
(IPOs) measured by market capitalization was registered
in a U.S. market”

Is There Hope for Meaningful Change?
What has Sarbanes-Oxley accomplished? The

answer Is that it 15 just what would be expected
of a law that was thrown together in great haste in order
to “do something” about corporate malfeasance. Every-
one pays the price, although, as noted, the price is larg-
er for some.

By the usual standards by which the federal bureau-
cracy is judged, we might be tempted to throw in the
towel and live with whatever Sarbanes-Oxley sends our
way. There is, however, one faint ray of light: a legal chal-
lenge to the PCAOB from a Washington D.C.-based
lobbying group that has joined with a small Nevada-
based accounting firm. The basis of the suit is that the
Board has government-like powers, such as the ability to
levy fines, but little oversight by the government and
thus is a violation of the Constitution’s separation-of-
powers clause.

It is also possible (though not likely) that the pow-
ers that be in Congress will realize that Sarbanes-
Oxley has been one giant mistake brought about by
misguided notions of where such qualities as honesty
and ethics come from and will revisit the law and its
reason for existing. It makes sense, but don’t hold your
breath.

The full extent of the destructiveness of this law may
not be known for years. However, there 1s no denying
that the bloom of creative possibilities has been replaced
by the blight of endless fears of compliance violations.
Will the Law of Unintended Consequences eventually
be recognized and the effects ameliorated? Only time

will tell.

THE FREEMAN: Ideas on Liberty

26



Abolishing the FDA

BY LARRY VAN HEERDEN

he Food and Drug Administration (FDA) start-

I ed out as a bulwark against snake-oil peddling.

It has since swung back and forth between hos-

tility and subservience to the drug industry. The FDA

seems indifferent to the many deaths its own intransi-

gence has caused and imperious when forced to defend

its actions in court, resulting in a system that withholds

life-saving drugs from the market, approves dangerous

drugs, and denies everyone freedom of choice. The time
has come to seriously consider abolishing the FDA.

Before 1992 the FDA was no friend of the drug
industry. A 1980 General Accounting Office (now called
the Government Accountability Office) report found
that average drug-approval times in four other countries
were six to 18 months shorter than the FDA’s approval
time. The report listed several reasons for delays in the
United States: imprecise FDA guidelines, inadequate
feedback to industry, lengthy reviews, incomplete drug
applications, industry’s siow rate of resolving deficien-
cies, congressional and consumer scrutiny of the drug-
approval process, adversarial relationships between the
FDA and industry, and the FDA’ conservative approach
to drug regulation.

A 1985 study by Dale H. Gieringer used mortality-
rate reductions due to new drugs and casualties from
new drugs to estimate the costs and benefits of FDA reg-
ulation. On the benefit side, Gieringer examined avoid-
ance of drug disasters, such as the thalidomide tragedy of
the early 1960s. He concluded that the benefit of FDA
regulation compared to regulation in other countries
was about 5,000 to 10,000 casualties avoided per decade.
On the other side he concluded: “[T]he evidence sug-
gests that regulatory delays in new drug approval may be
quite costly, with casualties on the order of tens of thou-

sands of lives per decade.” On the other hand, according
to one estimate, at least 106,000 people died from
adverse reactions to FDA-approved drugs in 1994,

Ovwer the last few years, exposés and articles on the
FDA’s cozy relationship with drug companies have
appeared in a WGBH Frontline telecast, the Boston Globe,
the Washington Post, and the New York Times. Beginning
with the Prescription Drug User Fee Act of 1992, Con-
gress required drug companies to pay up to half a mil-
lion dollars to the FDA with each new drug application.
The money was used to hire more reviewers to get
drugs on the market more quickly. By 2003 over half
the FDAs drug reviewers were paid with industry
money and approval time for drugs had gone from
over two years to less than six months. In fiscal 2006
industry money paid to the FIDDA was estimated to hit
$382 million.

Meanwhile, the culture at the FDDA had become
industry friendly, which included a reluctance to chal-
lenge company claims about drug safety and effective-
ness. The number of drug approvals became part of
FDA employees’ performance evaluations. FDA review-
ers were pressured to approve drugs or soften the lan-
guage in their reviews or on drug labels. It became
common for researchers with ties to the drug industry
to serve on FDDA advisory panels. In 2005, in the wake
of a series of drug-safety scandals and criticism from
Congress, the FDA changed course again, issuing a flood
of drug-safety warnings and slowing approval times for
new drugs, prompting charges that the FDA was over-

reacting.
[t’s not hard to find cases of FDA abuse. A May 1995

Larry van Heerden (lvanheerden@comcast.net) operates the Free-Market
Medicine website (wurv. MarketMed.org).
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article in Reason discussed the case of Edwin Cohen,
president of Barr Laboratories, who in 1989 testified
before a congressional subcommittee about unfair treat-
ment he had received from the FDA. Within hours FDA
inspectors invaded Barr’s facilities in retaliacion. Barr
sued the agency repeatedly for relief from harassment,
while it worked tirelessly to close him down. The com-
pany was hit with a blizzard of minor inspection viola-
tions and delays in drug approval. Its share price fell to
one-sixth its former value. Production on several prod-
uct lines was stopped, and onc-quarter of the company’s
employees were laid off. In 1993 Cohen was replaced by
someone more agreeable to the FDA.

For years the FDA refused to allow manufacturers to
advertise the cardiovascular benefits of aspirin, despite
clinical studies that supported the claim, resulting in the
premature deaths of many thousands of people. Regular
aspirin use slightly increases the risk of stroke for some,
and the FDA was worried that this risk would be over-
looked by consumers. As Paul H. Ruben explains: “This
behavior is typical of the agency. It invariably places a
much greater weight on any potential harm from a drug
than on any benefit.”

“Tough on Vaccines”
n the March 2006 issue of Health

Articles in Life Extension (May 2001
and April 2002) describe the case of
Durk Pearson and Sandy Shaw, who
have been battling the FDA since 1994
for permission to sell folic acid with a
label which includes the claim that the
supplement i1s more effective than food
sources of the vitamin in reducing the
risk of neural-tube defects. The claim is
well established in the medical litera-
ture and supported by the Institutes of
Medicine and the National Academy
of Sciences. In 1999, after years of
bureaucratic delay, Pearson and Shaw
sued the FDA. In an 11-0 decision, a
federal appellate court ruled that the
FDA had unconstitutionally suppressed
this health claim.The FDA ignored the
ruling and refused to authorize the

of people.

For years the FDA
refused to allow
manufacturers to
advertise the
cardiovascular benefits
of aspirin, despite
clinical studies that
supported the claim,
resulting in the
premature deaths

of many thousands

Care News, Henry 1. Miller, former
head of the FDA’s Office of Biotech-
nology, argued that the risk-averse
FDA “has been especially tough on
vaccines. The agency has rejected evi-
dence of safety and efficacy from
European and Canadian vaccine
approvals, prematurely withdrawn
life-saving products from the market
because of mere perceptions of risk,
and set the bar for the testing of new
vaccines almost impossibly high.”

An April 2005 Boston Globe article
on the collapse of a promising drug
for lung cancer noted that challenges
await the FDA as researchers continue
to develop precision cancer drugs that
benefit small groups of patients. These
drugs will require a meticulous

claim, eventually issuing a regulatory
ruling that it was “inherently misleading.”” Pearson and
Shaw sued the FDA again to force it to comply with the
court’s previous ruling. In 2001 the court ruled that the
FDA’s health-claim stcandard was arbitrary and capri-
cious. District Court Judge Gladys Kessler found the
FDA’s failure to comply with the earlier decision inex-
cusable and indicated she thought the plaintiffs and the
public had been harmed. One survey showed that only
30 percent of women of childbearing age knew that
folic acid reduces birth defects. By suppressing this infor-
mation, the FDA had condemned thousands of babies to
crippling birth defects.

process of trial and error to match
patients with the right drug. Pulling such a drug off the
market could deny treatment to a subset of patients who
have experienced remarkable recoveries with it. The
article questions whether the FDA’s approval process,
which is geared toward drugs that work broadly across
the population, can handle such precision drugs.
According to a 2002 WGBH Nova telecast, Dr. Brett
Giroir isolated a compound, called BPI, which is an
exact copy of a protein found in human white blood
cells and which appears to neutralize the primary toxin
responsible for meningococcal discase. Known also as
meningitis, it is a rare affliction that strikes children and
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young adults, spreads rapidly, and can result in multi-
system failure, lost fingers and limbs, deafness, perma-
nent brain damage, or death. In a major trial for FDA
approval, BPI seemed to reduce the number of limb
amputations by 68 percent and increase survival by 25
percent, but the results were not considered statistical-
ly significant. Further trials to get the drug to market
may take years. Giroir commented: “But it’s very diffi-
cult to do a trial in a rapidly progressive disease like
meningococcal disease, that by the time you get the
patients many of them are dead, in a disease that’s so
rare, and in a disease where, 1 think, the rules are
different.”

Given the devastating consequences of the disease,
doctors and parents might choose, on behalf of a child,
to accept the risks of using BPI, since it is made from a
protein that is part of the body’s own defense system.
However, the FDA thinks otherwise,

ﬁboushing the FDE

False Sense of Security

f abusing patients by withholding drugs is a problem,
Iso is the reverse: creating a false sense of security.

A Consumer Reports exposé in January 2006 found
that tens of millions of people may have been exposed
to the rare but serious side effects of a dozen common
prescription-drug types in the United States during the
12 months ending in September 2005. Most of the
drugs are used to treat conditions that are not usually
crippling or life-threatening. However, these drugs can
cause rare side effects such as heart attack, stroke, muscle
breakdown, kidney damage, increased cancer risk,
neurotoxicity, irreversible bone loss, increased asthma-
related deaths, increased blood pressure, heart arrhyth-
mias, psychosis, depression, and paranoia.

The FDA seems not to realize, as Consumer Reports
argues, that drug companies: (1) sometimes withhold

and patients are left to suffer their fate
without BPL

In 2001 Abigail Burroughs, an hon-
ors student at the Untversity of Vir-
ginia, died of cancer, the Wall Street
Journal reported, “after she was stymied
in her efforts to obtain new cancer
drugs that her oncologist believed
could save her life, but which were still

[f abusing patients by
withholding drugs is
a problem, so is the
reverse: creating a
false sense of security.

publication of studies that are disap-
pointing or worrisome; (2) present
study results to the FDA in ways that
minimize safety concerns; (3) have
often failed to conduct post-market-
ing studies needed to identify risks
that often emerge after drug approval;
and (4) engage in misleading advertis-
ing about safety and efficacy.

in clinical trials.” The Abigail Alliance

was subsequently formed to help terminally ill patients
gain access to promising drugs that have not yet been
approved by the agency. In a lawsuit against the agency
the Alliance argued that for terminally ill patients the
restrictions on pre-approval availability of such drugs
amount to a death sentence. The problem, the Journal
argued in 2005, is that the FDA’s oncology division is
stuck with an outdated mindset that insists on placebo-
controlled trials when newer statistical methods have
been developed that could get promising therapies to
terminally ill patients sooner.

Economists Daniel Klein and Alex Tabarrok have put
their finger on the FDA’ fatal conceit: Beginning in
1962 “the FDA began to act on the premise that it could
establish authoritative knowledge of efficacy prior to
experience and experimentation in actual market
processes.”

Yet people think the FDA is look-
ing out for them.

FDA-defender Philip J. Hilts argues that such mis-
conduct occurs when drug-company officials lose the
moral sense of their actions as they act out their role of
company and shareholder advocate, knowing that the
FDA exists to play the (legally mandated) countervailing
role of consumer advocate. Another factor that helps
explain (though not excuse) such industry behavior is
the “all or nothing” system that FIDA gatekeeping per-
petuates. Companies spend huge sums of money to
shepherd a drug through FDA approval. The withdraw-
al of a single approved drug may affect a company’s
finances to the point of endangering its survival. In a sys-
tem without such gatekeeping, where drugs were avail-
able along with all the information on risks and benefits,
the market would sort the wheat from the chaff, dra-
matically lowering the financial stake in any single drug
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—

and reducing the temptation for drug companies to
engage in fraud and deception.

End the FDA

The first step to correct these problems is to abolish
the FDA, stripping the government of the power to
approve drugs (and medical devices) for the market or to
remove them from the market. Any rule-making for dis-
closure and lawsuits for fraud should be devolved to the
states.

Even if the FDA were omniscient, objective, and
impervious to outside influence, it would be wrong to
give it the power to withhold drugs from the market.
The proper function of government is to protect indi-
vidual rights and guard against fraud, not to restrict free-
dom of choice to protect people from their own
ignorance. In fact, the FDA has shown

In short, the FDA is wrong to withhold drugs from
the market and wrong to put the government’s impri-
matur on them.

As early as 1985 Dale Gieringer recommended
replacing FDA drug approval with patient package
inserts and a “system of graded safety and efficacy ratings
for unproven drugs.” The wording used in such a grad-
ed system would be the subject of much debate. Here is
an example of one such system for the safety of drugs
that treat chronic diseases: 5: “Consumed by millions of
people for at least 5 years with no known problems; safe
at recommended doses.” 4: “Consumed by millions of
people for at least 4 years; considered safe at recom-
mended doses except for certain populations or situa-
tions; see package insert for details.” 3: “Consumed by
hundreds of thousands of people for at least 3 years; like-
ly to be safe for most people except

itself to be imperious, subject to pre-
vailing political winds, and indifferent
to the thousands of deaths and injuries
it has caused.

No amount of pre-market testing is
sufficient to declare a drug safe and
effective, which the FDA implicitly
does when 1t approves a drug for the
market. Other writers have pointed out
that most adverse drug reactions are
associated with prolonged use or heavy
dosages, which don't arise in pre-mar-
ket tests. Safety and efficacy depend

No amount of pre-
market testing is
sufficient to declare
a drug safe and
effective, which the
FDA implicitly does
when it approves a
drug for the market.

for certain populations or situations;
see package insert for details.” 2:
“Exercise caution; consumed by tens
of thousands of people for at least 2
years; see package insert for popula-
tions or situations of known risk;
unknown risks may be present” 1:
“Exercise extremec caution; although
extensive clinical trials suggest this
drug is safe, except as noted on pack-
age insert, it has been not consumed
by enough people for enough time
to clearly establish populations or situ-

strongly on individual factors, such as

age, sex, genetic makeup, physical strength, condition,
activities, allergies, diet, and disease combinations, which
cannot be exhaustively examined in pre-market testing.
Consumer Reports on Health noted in May 2005 that “even
the best research of new therapies can’t provide evidence
of their long-term safety and efficacy” The best that can
be done is to gradually accumulate information on the
safety and cffectiveness of a drug for varying populations,
conditions, and circumstances as an increasing number of
people consume it over longer periods. On the other side
of the issue, withholding promising but untested (and
possibly dangerous) drugs from patients who are at
death’s door and have no other options left, as the FDA
routinely does, 1s unconscionable.

ations where it may be harmful”
0: “Little or no clinical testing; not widely consumed;
presumed dangerous or fatal.”

With such a rating system patients would be able to
decide for themselves what level of risk they were will-
ing to assume. As consumption of a particular drug
increased and adverse reports failed to materialize, its
rating would slowly rise.

A crucially important part of the drug market, and
one at which the FDA has failed abysmally, is the collec-
tion, analysis, and dissemination of information on
adverse drug reactions. In line with the government’s
typical command-and-control approach, busy physicians
are supposed to report serious drug reactions to the
FDA’s MedWatch program without compensation for
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their time. As Consumer Reports noted in January 2006,
the unsurprising result is that only 1 to 10 percent of
such incidents are ever reported. Terminating the Med-
Watch program would allow superior private-sector ini-
tiatives to compete for this crucial function. One can
imagine, for example, a health-information company
paying a fee for every adverse drug report submitted as
well as paying a premium for the first 100 reports of
what turns out to be an adverse safety trend with a par-
ticular drug. Such a company would have little trouble
finding a market among consumers and drug makers for
its reports on drugs with safety problems.

In the late 1960s the FDA’s Drug Efficacy Study
examined the effectiveness of drugs that had been on the
market before enactment of mandated pre-market drug
testing. As a result of the study, around 300 drugs were
removed from the market after being judged ineffective.
In a market-driven system, such as the one proposed
here, what would prevent the reappearance and wide
consumption of worthless or even dangerous drugs?

One answer 1s private testing and certification of
pharmaceutical drugs along the lines of what Under-
writers Laboratories does for household appliances. Sev-
eral writers have discussed how, in the absence of the
current FDA monopoly, private firms could adequately
and profitably fill this role.

However, a consumer’s ace-in-the-hole for selecting
the right drugs is the information available from reliable

{Abolishing the FDA l

sources on the Internet and in print. Consumer Reports
launched a free website (www.CRBestBuyDrugs.org) in
December 2004 that allows consumers to check on the
safety, efficacy, and price of drugs. The site ofters reports
on a dozen widely used drug categories, and new cate-
gories are added regularly. A Consumer Reports subscrip-
tion website (www.ConsumerReportsMedicalGuide.
org), “developed in collaboration with two prestigious
organizations of international physicians and pharma-
cists, offers in-depth information for more than 60 com-
mon conditions and 900 prescription and over-the-
counter drugs.” Further, Consumer Reports publishes in
hardcover the Complete Drug Reference, which provides
information on more than 11,000 drugs.

Regulation advocates may protest: “What about the
guy who consumes a drug without reading the package
insert, consulting a medical professional, or looking at
consumer websites or reference books? Shouldn’t he be
protected?” In short, no. Forcing all consumers to live by
rules that cater to the least responsible individuals
imposes huge costs on everyone else and ultimately fails
to protect even the willfully ignorant. Something as sim-
ple as an aspirin may be a life-saving treatment under
certain conditions (onset of a heart attack) and a death
warrant in other circumstances (when combined with
blood thinners). There is no alternative to becoming an
informed consumer of pharmaceutical drugs. Ignorance

is not an option.

Start your weekday morning with
In brief

One click of the mouse ... and FEE’s popular news e-commentary
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Our Economic Past

Death by Public Works

BY BURTON W. FOLSOM, JR.

Imost all historians who write on the New Deal

praise Franklin Roosevelt for using government

to “solve” economic problems. Often, however,
these historians only tell part of the story. One example
is Roosevelt’s vast public-works program. Here most
historians wax cloquent on the dams built by TVA, the
roads built by WPA, and the bridges built by FERA and
CCC.

What the historians omit are the high taxes levied for
these projects, the sometimes inept construction, and the
behind-the-scenes politics where votes were traded to
bring projects to the districts of powerful congressmen.

In some cases, New Deal pro-
grams not only failed, they also
had death rates along the way.
For example, there’s the story of
how Roosevelt sent World War [
veterans to build bridges in the
hurricane country of south
Florida. At least 256 of thesc vet-
erans died in FERA (Federal
Emergency Relief Administra- g
tion) camps in the Florida Keys, # o
where they were sent in hurri-
cane season with poor provisions and no plan of retreat
or rescue.

The hurricane tragedy had its origin in a seemingly
shrewd political decision by FDR. Unemployed veterans
had been difficult to deal with. Ever since World War 1
they had campaigned in Congress for a special “bonus”
for their service. In 1932 they put pressure on President
Hoover by traveling to Washington, camping near the
White House, and publicizing their demands for imme-
diate payment for their wartime service. In a political
blunder, Hoover decided to restore order among the
rowdy veterans by sending Douglas MacArthur to con-
front them with cavalry, infantry, and six tanks.
MacArthur decided to fire on them and disperse their

FERA camp in the Florida Keys before the 1935 hurricane

camp—and photos blanketed the country showing the
fleeing vets under fire from their own government. It
was an election vear, and when Roosevelt, then the
Democrat candidate, saw the pictures and news reports,
he reportedly told Felix Frankfurter, “Well, Felix, this
will elect me.”

Once in office, Roosevelt was determined not to
repeat Hoover’s mistake. Protesting veterans were not
allowed to camp in Washington. They were directed to
Ft. Hunt,Virginia, where they received offers to work in
CCC (Civilian Conservation Corps) and FERA camps
for $1 day plus food and shelter. Thousands of veterans
accepted this offer, and Roosevelt
sent them far away from Wash-
ington to camps in South Caroli-
na and Florida. In December
1934, over 400 veterans were
specifically transterred to the
Florida Keys, where they were
told to build bridges and roads
that would help connect the 90-
mile area from Miami to Key
West.

Roosevelt’s plan to export the
contentious vets to Florida was clever, but Harry Hop-
kins and FER A officials in Washington tended to ignore
the veterans once they were out of the capital. In Flori-
da, Fred Ghent, the director in charge of the three camps
of 400 veterans, had trouble, first, getting supplies and,
second, enlisting help in preparing for hurricanes. The
veterans were housed on low land, almost at sea level, in
tents and flimsy barracks with poor food, inadequate
supplies, and no water for bathing. They had no scrious
shelter to protect them from a hurricane or even high
tides.

Burton Folsom, Jr. (Burt. Folsom@Hillsdale.edu) is the Charles Kline
Professor in History and Management at Hillsdale College. His book
The Myth of the Robber Barons is in its_fourth edition.
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In April, three months before hurricane season, Ghent
became concerned about the possibility of storms.
He wrote FERA in Washington that “this area is subject
to hurricanes” and “it is our duty . .. to furnish a safe
refuge during a storm.” Specifically, he requested that a
solid two-story warehouse be built and arrangements be
made with the Florida Easc Coast Railway to transport
the men out of the Keys if a hurricane warning should
occur. Ghent never received a response from Washington,
and in the absence of instructions he took no action.

Trouble began in late August with weather reports of
possible hurricanes coming toward Florida. On Sunday,
September 1, at 10 a. m. a weather bulletin reached Key
West warning of hurricane danger. Residents 20 miles
west boarded their houses. The owner of the Hotel
Matecumbe, who was within one mile of the veterans’
camps, boarded his hotel as well. Ghent was in Miami.
The following day he finally sent a Florida East Coast
Railway train to the veterans’ camps.
The railroad was in receivership and
many crewmen were unavailable
because of the holiday weekend. That
day a severe hurricane hit the Keys and
knocked the train off the tracks before
it ever made it to the FERA camps.

When the full force of the hurri-
cane hit the camps the carnage began.
First-hand accounts among the few
survivors reveal part of the horror:
feet high—20,
maybe,” reported one veteran. [t swept over those shacks

“There was a big wall of water—15

and messed them up like they were match boxes.”
Another reported,“I heard William Clark holler that the
roof [of the canteen| was coming down. We all started
away in the same direction and the roof came down on
us. [t must have hit every one of us. After the roof fell all
I could hear was the grunting and groaning of the boys.
I never saw any of them after that”

After hours of the swirling hurricane one survivor
said, “[BJodies were lying all over the roadway and lum-
ber piled on them and some of them had holes in their
heads”” In the aftermath another said, “I saw bodies with
tree stumps smashed through their chests—heads blown
off—twisted arms and legs torn off by flying timber that
cut like big knives”When the body parts were finally re-

¥
Destruction of the Florida East Coast Rail-
way in the aftermath of the storm

‘( Death by Public Works J

assembled the total count was 256 veterans dead. As
Time magazine reported, “|I]t was slaughter worse than

?

war.

Roosevelt Administration Takes Heat

hen the news of the deadly hurricane reached

Washington, many newspapers began criticizing
the President and FER A. Hopkins denied responsibility,
and his assistant, Aubrey Williams, called the tragedy an
“act of God.” The Washington Post, however, disagreed.
“In spite of Relief Administrator Hopkins™ denial that
his organization was negligent in failing to evacuate the
veterans on the Florida Keys, there is considerable evi-
dence to support Governor [David] Sholtz’s conclusion
that ‘gross carelessness somewhere’ was responsible.”
D. W. Kennamer, whom the Veterans Administration
assigned to investigate the deaths, concluded that “the
only extenuating circumstance’” for the failure to evacu-
ate the veterans was Ghent’s regret
“that his letters to the National Emer-
gency Relief Administration regarding
this matter were unanswered.”

In the search for responsibility, nov-
elist Ernest Hemingway wrote an essay,
“Who Murdered the Vets?” “[Wlho
sent nearly a thousand war veterans . . .
to live in frame shacks on the Florida
Keys in hurricane months?” he asked.
“Why were the men not evacuated on
Sunday, or at latest, Monday morning, when . . . evacua-
tion was their only possible protection?”

Neither President Roosevelt nor Harry Hopkins
answered these questions.

The tragic deaths of America’s hard-working veterans
have almost disappeared from historical memory. Gary
Dean Best's FDR and the Bonus Marchers, 1933—-1935 ) is
an excellent book, but 1t 1s the only one ever written on
this tragedy. No U.S. history text I have ever scen even
mentions the unnecessary deaths of these 256 men in a
New Deal project.

This story needs to be remembered and retold. How
can students make sound judgments on the proper role
of government if they are sheltered from the negative
unintended consequences of so many failed government

programs?
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Europe: Still a Laggard Economy

BY NORMAN BARRY

here have been increasing signs of optimism
from European economy watchers. After some
years in the doldrums, with slow growth and
rising unemployment, things appear to be looking up:
labor markets are more efficient; growth was good for
2006; and the euro is doing well against the dollar after
years of weakness following its inception in 1999,
However, as T shall show, these promising signs must
not be misunderstood as indications of permanent
improvement, for the conditions that caused Europe’s
decline—rigid and inflexible markets, too-high public
spending, and excessive taxation—are still there. The
long-term survival of the European “social model.” with
its massive welfare spending, will ensure that the conti-
nent will lag behind America, much to the chagrin of
the chauvinistic French. The increasing hold that the
policies of European Union (EU) institutions have on
the member states will guarantee that the familiar and-
market strategy will be pursued. Indeed, one method for
opening up Europe’s markets—the admission of former
communist regimes of Eastern Europe that have pio-
neered Jow taxation and deregulation—will be weak-
ened as they are compelled to adopt the standard
inefficient European practices. The EU has never valued
competition either in product markets or the markets
for regulation and taxation. The most disappointing case
of all 1s the United Kingdom: for a long period it was
the least “European” of the member states and some-
thing of a free-market beacon for the continent. But
under the allegedly nonsocialistic New Labor, the coun-
try has drifted toward the European “social model”
while doggedly remaining outside the euro currency
area.

To maintain my argument that signs of a European

economic recovery are premature, | shall look at the
major economies, Germany, France, Italy, and the Unic-
ed Kingdom, in some detail since they set the standards
for the continent as a whole and illustrate its many
weaknesses and few strengths. They also dominate the
institutions of the EU, which are endeavoring to set

common continental economic standards.

Germany. This is the most interesting and instructive
country, for in its postwar history it has revealed both the
strengths and lamentable weaknesses of European
economies. It is still the world’s third-biggest economy,
after the United States and Japan, but seems to have lost
the secret of that success. Germany’s economic greatness
came in the immediate postwar period when it adopted
the Sezialemarktwirtschaft (Social Market Economy)
under Finance Minister, and later Chancellor, Ludwig
Erhard. Tt tried to combine the requisite free-market
efficiency with a measure of state welfare. Thus it accept-
ed Bismarck’s welfare state but vowed it would not
introduce a Scandinavian version. Welfare measures
should be marktkonform, designed so as not to disturb the
efficiency features of the free market.

But the “philosophy” of the Social Market Economy
extended beyond the welfare imperative into the organ-
ization of the capitalist economy itself. Postwar Ger-
many did not have a sharcholders’ economy. It included
other “stakeholders,” that is, non-owners who were con-
sidered to be equally important, such as trade unions and
banks. Thus the two-board system of company manage-

Norman Barry (norman.barry@buckingham.ac.uk) is a professor of social
and political theory at the University of Buckingham, UK, the country’s
only private university.
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ment included a supervisory board with heavy union
representation. Also, investment was funded not only by
share issues but by bank lending. This gave the banks
inordinate influence on company policy and shielded
the managers from shareholder pressure; it eventually
brought a loss of competitiveness to German industry.
Not surprisingly, the Social Market system became pop-
ular across all political parties, including the former
Marxist Social Democratic Party (SPD).

Over time the behavior of successive governments
brought about the very thing the founders of the Social
Market Economy did not want: a Scandinavian welfare
state. Unfunded pensions were extended, as were unem-
ployment benefits, so that it became irrational to work
at all. State-funded education was gen-
erous enough to cncourage students to
stay at school past 30. The elimination
of sharcholder pressure from business
protected incompetent managers—
takeovers were rare and foreign
acquisitions almost unheard of. A com-
bination of all these factors led to the
decline of the German economy, exac-
erbated by the costs of reunification,
which involved the partial extension of
the welfare benefits to the former com-
munist East.

Not surprisingly, the German econ-

Angela Merkel

omy found it difficult to cope with

globalization, especially with competition from the Far
East. It has remained a manufacturing economy, but its
rigid labor market was easily outperformed by the newly
marketized China. The once-powerhouse of Europe
became the weakest-growing EU economy between
1994 and 2003. When unemployment hit 5 million, over
10 percent of the workforce, even the Social Democrats
realized something had to be done. Under Gerhard
Schroeder they introduced mild reforms of the labor
market, but they met with intense trade-union opposi-
tion. Hopes rose with the election in 2005 of the Chris-
tian Democrat Angela Merkel, who had a more radical
market-oriented program. But she has been hampered
by the fact that she was compelled to form a coalition
with the SPD, which has representatives in the top eco-

nomic positions in government.

—L Europe: Still a Laggard Economy

Not All Bad

ut things are not all bad for Germany, and there has

been some improvement in recent years. Economic
growth has resumed, albeit falteringly, and the flow of
capital to more hospitable countries has been stemmed
though not stopped. Many employers’ organizations are
now saying that Germany is a good place to invest.
While still a manufacturing economy, the proportion has
fallen from almost 27 percent in 1992 to 22 percent in
2002. Much of the improvement has come about not
from government’s relaxation of the labor laws but
rather from voluntary agreements between employers
and unions. Economic reality has dented the woolly
optimism of the politicians.

There is still a long way to go before
Germany restores its economic great-
ness. Politicians could make a start by
reading up on the conditions that led to
Erhard’s success and remembering that
he was never happy with the inclusion of
the word “social” in his model. And
before Germans get too optimistic about
their should
remember they face a hefty value-

recent recovery, they
added-tax (a kind of European con-
sumption tax) rise of 3 percent fairly
soon—another confrontation with the
reality of big government.

France. This is not a country that we look to for a
free-market past to inspire its present and future. It is
true that in the Fourth Republic the economy modern-
1zed itself, largely because no government was in power
long enough to do lasting damage. De Gaulle’s Fifth
Republic was tied up with the Algerian problem and
foreign affairs in general to either extend or foul up its
basically market economy.The trouble really started with
the election of Francois Mitterrand in 1982 and his
extreme socialist program of nationalization and redis-
tribution. Some sort of order was restored with the elec-
tion of Jacques Chirac in 2000, but France remains a
dirigiste (directed) country, whoever is in power. Today
the government is still involved in banking, energy, auto-
mobiles, transport, and telecommunications. Unemploy-
ment was at 9.1 percent last July, down from 10 percent,
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but it 15 still a big problem, and public debt is at 6 per-
cent of GDP, way above the mandated EU limit of 3
percent. The country is weighed down by a welfare state
and a minimum wage of almost $10 per hour.

There have been some measures to address unem-
ployment, especially among the young. Thesc include
some minor tax cuts and a scrious attempt to break the
rigidity of French labor laws with the “First Employ-
ment Contract” (known as CPE), which would have
allowed employers with more than 20 workers to dismiss
them at will for the first two years of the contract. Ade-
quate safeguards were built in to help the “victims,” but
the proposed law still met with tremendous opposition
from the left and the unions, no doubt fearing that
something worse would follow. As a

are still powerful in the government sector and capable
of great economic damage. One might ask: how does
France survive at all? Well, despite the dirigiste govern-
ment the French workforce 1s educated and highly pro-
ductive, and growth is picking up. But both taxation and
government spending are far too high for long-term
economic success. There is a big public deficit, but the
idea persists that it can be dealt with by high taxes and
not reduced spending.

If the government won’t do anything about this
nightmare, the people will. Thousands are already flock-
ing to hated England and are taking up well-paid jobs in
the equally hated City of London.

Perhaps the saddest thing about France 1s the lack of

any serious debate about the free mar-

result, Prime Minister Dominique
Villepin felt compelled to abandon it.
That was bad news for free marketeers
in France; for such a mild measure to
meet with such opposition, and for the
government to cave in so abjectly,
indicated that France remains a social-
ist country even under a conscrvative
administration,

Some other minor measures have
been introduced to tackle unemploy-
ment but nothing substantive or struc-
tural. French productivity has been
badly affected by the law limiting work shadow.

to 35 hours per week. It was intro-

Although there once
was a radical free-
market tradition in
France, this i1s now
but a distant memory.
Formal Marxism
might be dead, but

it still casts a long

ket. There was once a politician, Alain
Madelin, who understood it. He ran
for president and served in Chirac’s
government, but he has been mute in
recent years.

ltaly. Tt is always a pleasure to visit
this country, and cven to write about
it. That legendary Italian cynicism
about politics is a welcome dampener
on the euphoria of the Europhiles. A
prominent Italian conservative said to
me last April of Silvio Berlusconi, the
former conservative prime minister:
“He may be a crook but he is at least

duced allegedly to create jobs. One can

almost hear the great French laissez-fairc economist
Frédéric Bastiat say: “Why not make it 10 hours per
week. Think how many jobs that would create!”

The European Disease

rance is afflicted by the European disease more than
Fany other country. This is the illusion that wealth
can be created by laws, that poverty can be solved by
administrative decree, and that happiness and prosperity
are a function of goodwill rather than reward for effore.
Although there once was a radical free-market tradition
in France, this 1s now but a distant memory. Formal
Marxism might be dead, but it still casts a long shadow.
Trade unions may be weak in the private sector, but they

he is our crook.” But Italians can be a
little pleased at the moment. They will record a growth
rate of 6 percent for 2006, the best in years. They have a
socialist government but carry on making money. They
are impossible to regulate and difficult to tax.

I am sure they won’t get too carried away by their
current success, for trouble is just around the corner. As
the Italian finance minister Tommaso Padoa-Schioppa
recently said: “A recovery must last for years not just six
months.”” And will it last? Probably not. Retail sales have
recently dipped; public debt is still above the recom-
mended EU figure; and business confidence has recently
taken a knock. Moreover, there is a scrious long-term
problem: the emigration of its skilled workers. Graduate
emigration quadrupled relative to total emigrants in the
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1990s. Economic conditions must be pretty bad for qual-
ified people to want to leave such a wonderful country,
and they will probably get worse in the future. The cur-
rent growth rate is unlikely to be sustained next year, and
[talians are facing serious tax rises. Like other European
countries, Italy is trying to solve a government debt
problem by raising taxes rather than by cutting spending.

The United Kingdom. It is always a puzzle to talk about
Britain in the context of Europe since it is never clear
that it wants to be in the EU anyway. The conservatives
are definitely Euroskeptic, and some would leave the
EU.The tragedy 1s that the country is moving in a Euro-
pean social-democratic direction without being proper
Europeans. Some Europhiles regard the country as an
outpost of hated American free-market capitalism.

How then is Britain moving in a European direction?
Answer: one man—the current chancellor of the
exchequer and soon-to-be prime minister Gordon
Brown. Okay, he doesnt believe in old-fashioned
nationalization, but he does believe in tax and spend just
like the Europhiles. Since his tenure began, government
spending has reached 45 percent of GDP, up from 37
percent, and taxes have gone up on 63 occasions. And
still government debt is about $39 billion and threaten-

i Europe: Still a Laggard Economy

largely to pay for the 800,000
new civil servants he has hired. Brown writes articles of

ing to go even higher

a Euroskeptic persuasion for the Wall Street Journal and
takes his vacations in the United States. But that does
not make him seriously pro-capitalist. Under Brown the
United Kingdom has whittled away the Thatcher legacy.

The Delusions of Europe

glance at the four major economics of Europe

shows that the continent is far from recovery. It is
still social democratic in its outlook. Its current moder-
ate success conceals deep problems brought about by the
earlier adoption of discredited economic policies, and its
only hope is to reverse the trend and follow the strate-
gies of its new member states. [ am thinking primarily of
the Baltic states: Latvia, Lithuania, and Estonia. They
now have flat taxes of something over 20 percent, com-
pletely privatized economies, and almost no agricultural
subsidies. Therein lics the future, not in old Europe. And
I have not mentioned the looming pension problem that
threatens to engulf Germany, France, and Italy. Neither
have I mentioned the two successtul economies of old
Europe, Spain and Ireland, both of which have pursued
market policies. No wonder the Europhiles rarely men-

tion them.

1, Pencil

I, Pencil

by Leonard E. Read
Introduction by Richard M. Ebeling
Afterword by Milton Friedman

I I undreds of thousands of Americans of all ages continue to enjoy this sim-
ple and beautiful explanation of the miracle of the “invisible hand” of
the market through the life story of an ordinary old-fashioned pencil.

In this timely classic Read eloquently demonstrates that none of us knows
enough to plan the creative actions and decisions of others.

Single copy: $2.00, postpaid ® 10 copies: $15.00, postpaid
30 or more copies, $1.00 each, plus shipping and handling

Please call (800) 960-4333, or order online at wwuw.fee.org.

37

MARCH 2007


http://ivtvtv.fee.org

Capital Letters

Is the Income Tax Unconstitutional?

Sheldon Richman, writing in your September 2006
issue, asserts that the income tax as we know it is not
unconstitutional. However, his reasoning is less than
conclusive.

He cites the U.S. Supreme Court as ruling that the
tax in question “is indirect and therefore does not
require apportionment, only uniformity”” Undeniably, he
is relying upon Article I, Section 8, paragraph 1. But the
requirement of uniformity is laid upon “Duties, Imposts
and Excises.” There is, then, no provision for any uni-
form tax, whether on incomes or any other transaction.
The only tax that the Congress is cmpowered to lay and
collect is that of Article I, Section 2, paragraph 3,“Rep-
resentatives and direct taxes shall be apportioned .. this
1s affirmed in Article [, Section 9, paragraph 4,“No Cap-
itation, or other direct, Tax shall be laid. .. ”

... One can hardly concede the author’ assertion that
the framers of the Constitution were less than agreed in
their understanding of the word “direct”; the Articles of
Confederation had given the Congress the power to tax
indirectly, that is, the taxes were collected by the States
and forwarded to the Congress.

Bearing in mind that the Constitution can be
amended by a mere three-fourths of the States, it is hard-
ly plausible to suggest that the Sixteenth Amendment
has authorized a tax which, far from being uniform, falls
more heavily upon rich than poor States. . ..

—BRIAN W. FIRTH
Bronxville, N Y.

Sheldon Richman replies:

My response must be brief. First, in the United States
the income tax has long been regarded as an excise tax;
thus it falls under the “indirect” category in the Consti-
tution and requires uniformity not apportionment. Mr.
Firth’s claim that only direct and apportioned taxes may
be levied is contradicted by the very constitutional pro-
vision he quoted previously about duties, imposts, and
excises. It 1s just not the case that “There is, then, no pro-

vision for any uniform tax, whether on incomes or any
other transaction.”

Second, James Madison, Fisher Ames, and Alexander
Hamilton could not agree on whether a tax on the pos-
session of horse-drawn wagons was a direct or indirect
tax. According to Madison’s notes from the Constitu-
tional Convention, no one responded when a delegate
asked the meaning of direct and indirect as applied to tax-
ation. It is odd to say the Articles of Confederation
granted Congress the power to levy indirect taxes. It
granted no power of taxation at all. That is precisely why
Congress had to ask the states for money.

Third, the courts have held that the uniformity clause
means that tax rates must be the same state to state. Pro-
gressive rates satisfy that requirement.

Let me repeat what I said in the article, the income
tax can be constitutional without being morally legiti-
mate. Much confusion results when we conflate these

two categories.

[s Tax Reform Really a
Waste of Time?

{In his November Freeman article, “Sales, Flat, or
Spherical, Tax Reform Isn't the Answer,” Gene Callahan]
compare|d| withholding and the sales tax receipt as hav-
ing equal visibility.

The problem here is that the cost of government is
not reflected in your pay stub. Income taxcs are split
from FICA taxes; FICA taxes are split between employ-
ee and cmployer; corporate taxes are not visible; compli-
ance costs are not visible, etc. Under the current tax
system, the federal government collects revenue through
a wide variety of taxes on individuals and businesses.
Thus the cost of government is spread out among many
different avenues that are not fully visible to individual
citizens.

In addition, your limited pay-stub view of the cost of
government is based on your mcome and dependents
claimed. Politicians use such views to play class warfare
with the tax system. While I believe there is a difference
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in the government taking your money before you see it
as opposed to after you have it, perhaps, as [Callahan]
stated, citizens would become used to the tax
“receipt.”” The point is that the Fair Tax receipt would
show the true cost of the federal government for all cit-
izens, including tax compliance. . . .

[Callahan further pointed out] that a business could
pay for as much employce consumption as possible,
avoiding the tax. To prevent businesses from purchasing
everything for their employees, in a family business, for
example, goods and services bought by the business for
the employees that are not strictly for business use would
be taxable. Health insurance or medical expenses would
be an example where the business would have to pay the
Fair Tax on these purchases. It is unlikely with the high
potential for audits that businesses would purchase on
behalf of their employees for personal consumption. . . .
In order for an individual to purchasc items tax-free tfor
business purposes, the business would be required to be
a registered seller with the state sales tax authority, and
thereby be subject to audit. . . . Businesses would be
required to submit monthly or quarterly reports
(depending on sales volume) of taxable sales and sales tax
collected on their monthly sales tax return. . ..

—JEFFREY GENTES
Jjeffe@carolina.rr.com

[Gene Callahan] wrote in reference to The Fair Tax
Book: “The authors are guilty of counting the savings
their readers will see from ending the income tax twice,
once in the price of the things they buy and again in
their own paychecks. In reality, getting rid of any tax will
result in some combination of lower prices and higher
incomes, the proportion depending on the particular
circumstances of each case. But the total of the two

‘ Capital Letters

effects will only sum to the gross reduction in taxation,
and certainly not to double that figure!” Does anyone
besides Mr. Callahan follow his logic? The untaxed price
of goods will reduce under the Fair Tax as a result of
(God love it!) free enterprise. This is a result of the elimi-
nation of taxes during the manufacturing process. The
elimination of the income tax puts 100 percent of your
earnings in your bank account. These are two separate
issues and to convolute the two in some form of double

talk is simply an effort to make it sound like a bad idea.

—DOUGLAS MCCUE
Rutherfordton, N.C.

Gene Callahan replies:

In response to Mr. Gentes: In my article I admitted
that the method of collection could make some differ-
ence. Nevertheless, it remains true that, just like the Fair
Tax, the target of the income tax gets a receipt showing
how much he has paid. People simply ignore their pay
stubs,and T don'’t see why they wouldn't learn to take for
granted their Fair Tax receipts.

As far as tax avoidance goes, my contention was not
that business would be able to dodge the tax, but that it
is disingenuous for Neal Boortz and John Linder to con-
tinually tout the benefits of doing away with the IRS
without any discussion of how they would deal with tax
compliance.

Mr. McCue has missed my point: The authors of
The Fair Tax Book contend both that producers pass all
taxes on to consumers and that the reader will have an
increased income from not paying the income tax. But
the reader, in terms of his income, is a producer! Why
isn’t the reader passing on the incidence of the income
tax like all other producers? &

We will print the most interesting and provocative letters we receive regarding articles in The Freeman and the issues they raise. Brevity is
encouraged; longer letters may be edited because of space limitations. Address your letters to: The Freeman, FEE, 30 S. Broadway, Irvington-
on-Hudson, NY 10533; e-mail: freeman@fee.org; fax: 914-591-8910.
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Book Reviews

Leviathan on the Right: How Big-Government
Conservatism Brought Down the Republican
Revolution

by Michael D. Tanner
Cato Institute * 2007 * 299 pages » $22.95

Reviewed by Richard M. Ebeling

uring the first six years of the

George W. Bush administra-
tion, government domestic spend-
ing has increased by 27 percent in
real terms. Domestic discretionary
(non-entitlement) spending has
grown at a real annual rate of 4.5
percent over these six years, com-

pared to 2.1 percent per year under
Bill Clinton. Indeed, President Bush has been the biggest
big spender since Lyndon Johnson and his Great Society
policies of the 1960s.

Furthermore, government’s intrusiveness in the social
and economic life of the country has also gone up dra-
matically. Bush and a Republican Congress enacted the
Medicare prescription-drug benefit, the largest new
entitlement program since President Johnson signed the
Medicare bill four decades ago. Bush also expanded the
tentacles of federal control over education by pushing
No Child Left Behind, which promises more and more
regulation and national standards imposed by Washing-
ton. Federal spending on education has increased by
more than 50 percent; the Department of Education
budget has gone up from $33.6 billion in 2001 to $51.1
billion today.

A Republican Congress happily passed bill after bill
that increased the spending on a pork barrel full of pro-
grams to benefit every conceivable special-interest
group. The most notorious are “earmarks,” which target
money for particular states and designated constituents.
The corruption scandals of the last few years have mere-
ly been the tip of the iceberg of a Republican congres-
sional mentality that nothing was more important than
reelection and power.

| Book Reviews

In his new book, Leviathan on the Right, Cato Institute
policy analyst Michael D. Tanner details the degree to
which the Republicans in charge of Congress from
1995 through 2006 were drawn into the vortex of polit-
ical plunder and abuse. That politicians, regardless of
their ideological labels, take advantage of political office
1s nothing new. Eighty vyears ago, Austrian economist
Ludwig von Mises pointed out that “Even [classical] lib-
eral politicians, on gaining power, have usually relegated
their liberal principles more or less to the background.
The tendency . . . to abuse political power . . . is too
deeply ingrained in the mentality of those who control
the government apparatus of compulsion and coercion
for them ever to be able to resist it voluntarily.”

What Tanner tries to explain is why the American
political party that claimed to defend individual freedom
and limited government over the last 70 years has seem-
ingly turned its back on those ideas. The essence of this
story is the transformation of American conservatism
into what has become known as neoconservatism. Tan-
ner points out that before World War II American con-
servatism was really classical liberalism. But after the war,
the anti-statist movement was made up of two distinct
strands of thought: libertarianism, which continued to
uphold the classical-liberal banner, and a reconstructed
conservatism that emphasized tradition, was suspicious
of policy based on reason alone, and adhered to a reli-
gious foundation for liberty.

At the same time, however, there was slowly emerg-
ing a different brand of political thought that now bears
the label “neoconservative.” Its founders included Sidney
Hook, Lionel Trilling, Irving Kristol, Gertrude Himmel-
farb, and Daniel Bell. They had been Trotskyite Marxists
who opposed Stalinism in the 1930s and 1940s. In the
postwar period they concluded that Stalinism was an
inescapable part of Marxism and became vocal anticom-
Munists.

Another group, including Norman Podhoretz, Midge
Decter, Harry Jaffa, Allan Bloom, Paul Wolfowitz, and
Robert Kagan, were all influenced by classical philoso-
pher Leo Strauss of the Universicy of Chicago. Strauss
believed that rationalism and liberalism had undermined
the foundations of traditional Western civilization and
had opened the floodgates to the barbarism of Nazism
and communism. Strauss rejected classical liberalism and
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free-market capitalism because they supposedly fostered
a rootless individualism and pandered to the baser mate-
rial desires of man. Civilization required a renewal of the
classical Greek ideals of virtue, the heroic, and the notion
of'a higher collective calling. The means for restoring the
virtuous society was a strong government that inculcat-
ed the appropriate values among the citizenry.

Religion was essential, too, because it gave man a
sense of a divine meaning to life and provided the
Archimedean point to justify the belief in universal
truths. But what if “God is dead”? Still, the masses must
be made to believe God exists, otherwise chaos and
destruction will be man’s fate. If Marx had considered
religion to be a harmful “opiate of the masses,” the
Straussians considered it a useful and necessary narcotic.

Furthermore, these two strands of modern neo-
conservatism were not, in principle, against the welfare
state. True to their earlier socialist roots, many of them
considered it the duty and responsibility of the govern-
ment to provide essential “social safety nets” since these
could not and should not be left to the uncertaintics and
amorality of blind market forces. The neoconservative
critique of the welfare state, beginning in the 1960s and
1970s, was based on the idea that in its current form
political paternalism undermined the ethics of family,
work, and personal responsibility that are essential to
social stability. What was needed was reform of the wel-
fare state but not its repeal. The state should be used to
create the “right” incentives to get people to develop the
“correct” behavioral characteristics.

For these reasons, Tanner argues that modern Amer-
ican liberalism and neoconservatism are both ideolo-
gies of state manipulation of human conduct. Their
differences merely concern a vision of the good socie-
ty that activist government policy should try to create,
and the regulatory and interventionist means to bring
it about.

Another element of neoconservatism, represented by
William Kristol and David Brooks, is what Tanner calls
“national-greatness conservatives.” They reject the
notion that in the free society each individual should
find his own purpose and meaning to life and that those
who share beliefs should associate and advance their pri-
vate visions through the voluntary institutions of civil
society. These neoconservatives believe that Americans

must be made to share and work for common national
objectives to give them a sense of united community
through government projects and propaganda—at tax-
payers’ expense, of course.

Tanner also explains how the neoconservatives have
come to make common cause with the religious right in
America. Even though many neoconservatives are non-
Christians, indeed sometimes agnostics or atheists, they
have aligned themselves with a variety of conservative
Christian policies that require government restriction
on free-market activities. Here we see the Straussian
empbhasis on the need to inculcate religious ideas, even if
those who do the inculcating do not personally believe
i them.

For Tanner it is not surprising that the last six years
have seen such an explosion in government spending
and power. Not only was this nearly inevitable when
one party came to control both the executive and
legislative branches of government, but it was also re-
inforced and indeed fostered by a neoconservative
ideology that has turned its back on the traditional
American conservative ideals of limited government and
individual freedom. The task in the years ahead, Tanner
says, is to return conservatism to its original roots and
away from this neoconservative mutation.

Richard Ebeling (rcbeling@fee.org) is the president of FEE.

Re-Thinking Green: Alternatives to
Environmental Bureaucracy

Edited by Robert Higgs and Carl P Close
Independent Institute » 2005 ¢ 440 pages
» $22.95 paperback

Reviewed by Michael Sanera

eaders of The Freeman don'’t

Rneed to be reminded that
freedom works better than coer-
cion, but when I hike a wilderness
trail T sometimes think there might
be some small role for government
in protecting the environment.
If youre inclined to drift in that
direction, Re-Thinking Green pro-
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vides the antidote. Robert Higgs and Carl Close have
collected 22 articles that cover the gamut of environ-
mental issues—population, global warming, endangered
species, coastal management, urban planning, air pollu-
tion, and energy. The common theme is the explana-
tion of how the good intentions of environmental
groups, policy makers, and bureaucracies fail to produce
umprovements in the environment. Since it 1snt possi-
ble to do justice to each chapter, I have chosen three
examples to provide the reader a flavor of this gem of
a book.

Elephants occupy a special place in most of our
hearts, and they’re especially appealing to children.
Think of Babar and Dumbo. Environmental groups have
converted many to their cause by describing in vivid
detail the road to elephant extinction. As a result, the
1989 international ban on the ivory trade was celebrat-
ed as a great environmental victory. Yet this ban was
passed over scientific and economic objections by lead-
ing conservationists who demonstrated that it would
harm elephant populations. How did this harmful ban
pass in the face of scientific and economic evidence?

William Kaempfer and Anton Lowenberg’s article,
“The Ivory Bandwagon: International Transmission of
Interest-Group Politics,” provides the answer. The crux
of their analysis is that environmental groups observed
that the “save the elephant” crusade brought in truck-
loads of money and busloads of new members. There-
fore, leaders of those organizations turned a deaf ear to
the scientific and economic evidence and joined the
competition for funding and membership. All the better
if elephant populations suffered—just more evidence of
the need for activism.

Energy has been a national concern for decades, and
when gasoline topped $3 a gallon in 2006 it became a
national obsession. The media often provide the public
with 2 melodrama featuring environmental groups pro-
tecting pristine wilderness from being despoiled by
greedy, profit-hungry oil companies.

In “To Drill or Not to Drill: Let the Environmental-
ists Decide,” Dwight Lee argues that the incentives pro-
vided by private property rights help us to solve the
conflict over drilling without the good-guys-against-
bad-guys melodrama. Lee notes that an environmental
group such as the Audubon Society opposes drilling in

— Book Reviews

the Alaska Arctic National Wildlife Refuge (ANWR)
because it is publicly owned land; for Audubon, the risk

of an oil spill is a cost not balanced by any benefit.

On the other hand, give the Audubon Society private
property rights and its incentives and behavior change.
Proof of this proposition need not rest on economic
theory because the Audubon Society owns 26,000 acres
in Louisiana called the Rainey Wildlife Sanctuary. This
area also happens to have deposits of oil and natural gas,
and the Society allows production on its property. It has
concluded that an estimated $25 million in annual roy-
alties is worth the small chance of environmental dam-
age. Lee notes that environmentalists’ “adamant verbal
opposition to drilling in ANWR is a poor reflection of
what they would do if they owned even a small fraction
of the ANWR territory containing oil.”

The lessons learned by the collapse of the Soviet and
Eastern European communist systems, due in large part
to the failures of central planning, is lost on advocates of
“smart growth.” Randal O’Toole notes in “Is Urban

3459

Planning ‘Creeping Socialism’?” that our urban areas are
experiencing socialist planning on a grand scale through
the use of extreme forms of zoning regulation. Planners
and their political allies want more power to force the
rest of us to live urban lifestyles of their choosing. Smart-
growth advocates press local officials to require high-
density and “affordable” housing. Autos in these central-
ly planned smart-growth cities are nearly regulated out
of existence. Limits on parking, narrow streets, and an
end to new road construction are designed to increase
traftic congestion and encourage (read: force) people
onto public transit.

In the final analysis, smart growth is a threat to indi-
vidual freedom because its an attempt to use govern-
ment coercion to reverse two great liberating trends of
the twentieth century: increased individual mobility
provided by inexpensive autos and the desire for
increased privacy provided by larger homes and lots.

Re-Thinking Green is the indispensable handbook to
consult the next time you need to win an environmen-

tal debate. G

Michael Sanera (msanera@johnlocke.org) is research director and local-
government analyst at the John Locke Foundation in Raleigh, North
Carolina. He is coauthor with Jane Shaw of Facts, Not Fear: Teaching
Children about the Environment.
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Book Rewews

The End of Poverty: Economic Possibilities
for Our Time

by Jeffrey D. Sachs

Penguin Press ¢ 2005/2006 ¢ 396 pages ©
$27.95 hardcover; $16.00 paperback

Reviewed by Jude Blanchette

END In the mid-nineteenth century

Baptist preacher William Miller
predicted the second coming of
Christ on March 21, 1843, or
between that date and March 21,
1844. When Christ failed to show,
Miller “discovered” that the actual

date of arrival was October 22 of
that same year. This day came and
went with nary a hint of Christ’s arrival. Undeterred,
Miller awaited Christ’s return until his death in 1849. As
Miller was to write in his memoir, “Were I to live my
life over again, with the same evidence that T then had,
to be honest with God and man, [ should have to do as
[ have done.”

I was reminded of this tragically comic event as I read
Jeffery Sachs’s The End of Poverty: Economic Possibilities for
Our Time, a purported “blueprint” to solve global pover-
ty. In clear, concise, and at times convincing prose, Sachs
shames the world for not doing more to promote devel-
opment in poor countries and argues for an increase in
foreign aid to jump-start the growth process. His obdu-
rate faith in foreign aid contradicts the majority of
empirical evidence gathered over foreign aid’s 60-year
modern history. Undeterred, Sachs forges ahead with a
flawed strategy.

Sachs uses as his blueprint the United Nations Mil-
lennium Project, which, among other things, seeks to
halve the number of individuals living on less than $1 a
day and reduce by two-thirds the mortality rate for those
under 5 by 2015. Ambitious stuff, no doubt. After a cou-
ple of hundred pages of autobiographical ruminations,
Sachs finally outlines his coursc for reaching these goals:
money, money, money. Rich countries, writes Sachs,
have consistently shorted the developing world in for-
eign aid. Accordingly, he called on the U.S. government
and their Western counterparts to increase “Official
Development Assistance” to 0.44 percent of GDP in

2006 and to 0.54 percent by 2015. Approximately $7
billion needs to be spent by 2015 on scientific research
to address climate change, energy production, and health
care in poor countries, Sachs writes.

For people familiar with the history of foreign aid,
this simply sounds like more of the same failed policy
that development “experts” have been pushing for
decades. Since 1960 Africa has been the constant recip-
ient of development aid from the West, but standards of
living are no better than before. There are now several
governmental and quasigovernmental agencies specifi-
cally tasked with helping lift poor countries out of
poverty. The U.S. government alone has spent over $500
billion in development aid. Sadly, there’s little evidence
that any of these international welfare programs have
done anything for sick and hungry people. As econo-
mist Peter Boone concluded, “Aid does not significant-
ly increase investment and growth, nor benefit the poor
as measured by improvements in human development
indicators, but it does increase the size of government.”

If foreign aid fails to bring about growth, what will?
According to MIT economists Daron Acemoglu and
Simon Johnson and Berkeley political scientist James
Robinson, “Economic institutions encouraging eco-
nomic growth emerge when political institutions allo-
cate power to groups with interests in broad-based
property rights enforcement, when they create effective
constraints on power-holders, and when there are
relatively few rents to be captured by power-holders.”
Douglass North made much the same point in his 1993
Nobel Prize lecture: “Institutions form the incentive
structure of a society and the political and economic
institutions, in consequence, are the underlying determi-
nant of economic performance.” In short, a constitu-
tionally limited government that respects property rights
and promotes the rule of law is the best foundation for
economic growth.

Unsurprisingly, the world’s poorest countries fail to
provide these basic functions. Law, instead of being a
tool that provides security and reliability, is arbitrary and
selectively enforced. The right of property is nonexist-
ent, and trade, often the engine of growth, is tightly con-
trolled by the state. In much of Africa, for example, high
barriers to trade are the norm. As one World Bank study
found, “African tariffs are more than three times higher
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than those in the developing countries with the highest
growth rates and more than five times higher than those
in OECD countries.”

With all the book’s failings, however, the optimistic
message should not be discarded. Sachs is correct that we
have the tools and the knowledge to end extreme pover-
ty. But the world’s leaders—and one of its better-known
economists—are not interested in the one proven recipe
for economic progress. Instead of heeding Sachs’s advice,
policymakers would do better with that of Adam Smith,
who in 1755 wrote that “Little else is requisite to carry
a state to the highest degree of opulence from the low-
est barbarism but peace, easy taxes, and a tolerable
administration of justice: all the rest being brought about
by the natural course of things.”

Jude Blanchette (jblanchette1@hotmail.com) is a freelance writer.

Reason: Why Liberals Will Win the Battle for America

by Robert Reich
Vintage ¢ 2005 « 257 pages * $14.00 paperback

Reviewed by George C. Leef

obert Reich, a Brandeis Uni-
_ Rversity law professor and
REASON former secretary of labor in the
o Clinton
himself something of a public intel-

administration, fancies

lectual. This book offers his views
on the state of affairs in America.
Reich says that he’s frightened by
the rise to power of the broad

ROBERT 8. REICH

coaliion that doesn’t like left-
interventionist policies. He labels the entire group
“Radcons” (radical conservatives), thus placing under
the same imaginary tent Rush Limbaugh and Milton
Friedman, Robert Bork and Ron Paul, the Moral
Majority and FEE. All the Radcons, you see, have vil-
lainous designs on America, but Reeich is here to save the
day by exposing their ideas to the light of reason. Once
people have been shown the true way—kindly “liberal”
laws and regulations that help people and bring about
fairness—they will abandon the Radcons and the nation
will once again be safe.

{ Book Reviewsj

That’s how Reich and his publisher want people to
see things, but I dissent. Reason has precious little reason
in it. Rather than confronting Radcon positions with
argumentation, Reich is content to pound away at straw
men. And by painting all his opponents with a wide,
coarse brush, Reich avoids confronting his most formi-
dable adversaries—Ilibertarians. For an intellectual, this
book is an embarrassment—or should be.

First, Reich complains that Radcons have distorted
“liberalism” (meaning interventionism of the FDR-LBJ
sort) and have “demonized” their opponents to gain the
upper hand. They win by cheating, in other words. Of
course, some opponents of Reich’s liberalism resort to
language tricks. Plenty of its defenders do the same.
The point Reich deliberately obscures is that many
opponents of his political agenda use nothing except
impeccably honest, scholarly arguments that don’t dis-
tort anything. The battle of ideas has always had its
hatchet men, but in a book that purports to confront the
opposing case, they’re irrelevant. In fact, Reich is guilty
of the very thing he accuses Radcons of—trying to
make easy points by demonizing those who disagree
with him.

Reich’s tactic of putting all his opponents in one eas-
ily sinkable boat is especially annoying. He writes that
Radcons are in favor of launching preemptive wars, sti-
fling dissent, and restricting civil liberties. That’s true
about some of the people Reich wants to discredit, but
is he so ill informed as to be unaware that libertarians
(and some conservatives) consistently oppose foreign
military escapades and all laws that interfere with free
speech and civil liberties?

Speaking of civil liberties, I can’t resist mentioning
that as secretary of labor, Reich once said that during
strikes labor unions need to be able to “strap their mem-
bers to the mast”—that is, prevent them from returning
to work if they conclude that the strike is not in their
best interest. How’s that for a restriction on civil liberty?
To “liberals” like Reich freedom is a good thing when
they favor the result (say, opposing a war they don’t like)
but not when the result isn'’t to their liking (say, under-
mining “labor solidarity”).

Organizations like FEE are part of Reich’s rampag-
ing Radcon horde, and he calls those of us who favor a
limited state that only protects life, liberty, and property
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“free-market fundamentalists.”” The term is intended as a
put-down, implying that we have an irrational attach-
ment to economic liberty. You would think it child’s
play, then, for Reich to crush the arguments of the fun-
damentalists against his beloved left-interventonism.
But in one of the very few instances where he deigns to
mention a serious free-market thinker, Milton Fried-
man, here’s how it goes. He quotes Friedman as saying
that the trouble with governmental welfare is that it “has
a bad effect on the fabric of society.”

Does Reich provide a counterargument to prove that
politicizing the support of the indigent actually has no
harmful effects on the social fabric? No. Instead, he
delivers this little pep talk to his faithful readers: “To
[Friedman] and his followers, the free market has the

same intoxicating quality that religion has to born-again
Christians. Facts aren’t especially relevant. The perfection
of the market has to be accepted as a matter of faith.”

That’ it. No refutation, but just an inaccurate gener-
alization pretending to be a refutation.

Reich simply won’t admit that his “liberal” paradise
might be flawed. Typically, he blames the defeat of Clin-
ton’s plan to take the nation into government-run health
care on an evil cabal of Republican politicians who
merely wanted to hand Clinton a political defeat. He
never mentions the great volume of scholarly work
which showed that the plan would have many bad

effects.

George Leef (georgeleef@aol.com) is book review editor of The Freeman.

Coming in the April
issue of The Freeman

Tolls on the Road to Serfdom

by D.W. MacKenzie

Miners, Vigilantes & Cattlemen:
Property Rights on the Western Frontier

by Andrew P. Morriss

Visible and Invisible Hands

by Douglas J. Den Uyl and Douglas B. Rasmussen

THE FREEMAN: Ideas on Liberty


mailto:georgeleef@aol.com

The Pursuit of Happiness

Minimum Wage, Maximum Folly

BY WALTER E. WILLIAMS

he big Associated Press story for last October 11

I was that “More than 650 economists, including
five winners of the Nobel Prize for economics,

called Wednesday for an increase in the minimum wage,
saying the value of the last increase, in 1997, has been
‘fully eroded.” ” Among these economists were Nobel
laureates such as Kenneth Arrow of Stanford University,
Lawrence Klein of the University of Pennsylvania,
Robert Solow of the Massachusetts Institute of Technol-
ogy, Joseph Stiglitz of Columbia University, and Clive
Granger of the University of California, San Diego, who
said that the real value of today’s feder-

youth and low-skilled. Furthermore, whenever one
wants to find a broad consensus in almost any science,
one should investigate what is said in its introductory
and intermediate college textbooks. By this standard, in
economics there is broad agreement that the minimum
wage causes unemployment among low-skilled workers.

The reasoning for this unemployment effect is quite
simple. If Congress got its way, the current minimum
wage 1s $5.85 an hour. The hourly wage is not the only
cost of hiring a worker. There are also legally mandated
fringe benefits such as employer payments for Social
Security, Medicare, unemployment

al minimum wage is less than it has
been at any time since 1951.

Their statement went on to say,
“We believe that a modest increase in
the minimum wage would improve
the well-being of low-wage workers
and would not have the adverse effects
that critics have claimed.” Moreover
they asserted, “The minimum wage is
also an important tool in fighting
poverty.” These and other assertions
amount to what might be seen as
examples of economic malpractice.

[ am embarrassed that
so many members of
my profession are
willing to argue that
the price of
something does not
aftect the quantity
taken of it.

compensation, and worker-compen-
sation programs at federal and state
levels. These mandated benefits may
run as high as 30 percent of the hourly
wage. This makes the minimum
hourly cost borne by the employer
close to $8 an hour. Put oneself in the
place of an employer and ask: Does it
make sense for me to hire a worker
who is so unfortunate as to have skills
enabling him to produce $4 worth of
value per hour when he is going to
cost me $8 an hour? Most employers

While there is a debate over the
magnitude of the effects, the weight of research by aca-
demic scholars points to the conclusion that unemploy-
ment for some population groups is directly related to
legal minimum wages. The unemployment effects of the
minimum-wage law are felt disproportionately by non-
whites. A 1976 survey by the American Economic Asso-
ciation found that 90 percent of its members agreed that
increasing the minimum wage raises unemployment
among young and unskilled workers. It was followed by
another survey, in 1990, which found that 80 percent of
cconomists agreed with the statement that increases in
the minimum wage cause unemployment among the

would see doing so a losing econom-
ic proposition and not hire such a worker. Thus the min-
imum wage discriminates against the employment of the
least-skilled workers. In our society, the least-skilled
workers tend to be teenagers, particularly black
teenagers.

I am embarrassed that so many members of my pro-
fession are willing to argue that the price of something
does not affect the quantity taken of it. To use the jar-
gon of our profession, the implication of their argument

Walter Williams is the Joln M. Olin Distinguished Professor of Economics
at George Mason University.
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is that the demand curve for low-skilled labor has zero
elasticity. I propose a test. Ask one of the 650 economists
for a yes or no answer to the question of whether the
demand curve for low-skilled labor has zero elasticity, or
for that matter whether any good or service has a zero-
elastic demand curve. I am hoping he will say no. But if
no 1s the answer, ask how 1t can be said that increases in
the minimum wage have no effect. He might respond
that modest increases in the minimum wage would pro-
duce little or no unemployment effect. In other words,
the demand curve has zero clasticity for relatively small
increases in the minimum wage. Then ask whether he
knows that demand curves are more elastic in the long
run. That is, while employers might

protecting our white artisans.” “A year later,” wrote
G.M.E. Leistner and WJ. Breytenbach in The Black
Worker of South Africa, “‘[the same person just quoted]
stated that he would be prepared to allow black artisans
into the industry provided that minimum wages were
raised from Rand 1,40 to at least Rand 2,00 per hour
and if the rate-for-the-job [equal pay for equal work]
was strictly enforced.”

Preferred Tool of Racists

oth statements were made by the secretary of South
Africa’s avowedly racist Building Workers” Union,
Gert Beetge. Why would South Africa’s racist unions
support minimum wages for blacks?

not respond immediately to higher
wages, in the long run they will find
substitutes such as automation, change
production techniques, or relocate to a
lower-wage country.

The most ludicrous part of the
statement by the 650 economists is
“The minimum wage is also an impor-
tant tool in fighting poverty” This
assertion does not even pass the smell
test. There are miserably poor pcople
in the Sudan, Bangladesh, Ethiopia,
and many other places around the
globe. Would any of these economists
propose that the solution to world
poverty is a high-enough minimum
wage? Whether it is Ethiopia or the
United States, poverty is not so much

Mandated wages are
one of the most
effective means of
pricing one’s
competition out of
the market, and
historically, mandated
wages have been one
of the most effective
tools in the arsenal of
racists everywhere.

The answer is easy. Mandated wages
are one of the most effcctive means of
pricing one’s competition out of the
market, and historically, mandated
wages have been one of the most
effective tools in the arsenal of racists
everywhere. I am not arguing that
those 650 fellow economists of mine
have the same intentions as a racist
South African union, but the inten-
tions behind a policy may have little
or nothing to do with the effects of
that policy.

My hypothesis for this otherwise
inexplicable behavior is not that my
fellow economists are untrained in
the effects of minimum wages. My
hypothesis is that they know that most

a result of being underpaid as being
underproductive. Congress can legislate that a worker be
paid a certain amount. Congress cannot legislate that a
worker be more productive and cannot legislate that a
particular employer hire a particular worker.

There is another effect of legally mandated wages
that often goes unappreciated. [t can be seen in a couple
of statements supporting the minimum wage. For exam-~
ple: “There is no job reservation left in the building
industry, and in the circumstances I support the rate
[mintmum wage] for the job as the second best way of’

workers earn more than the minimum
wage. They also know that even the worker earning the
minimum wage does not earn it for long. Therefore,
increases in the minimum wage will negatively affece
only a small poruon of the workforce. Moreover, they
know that not having a job does not mean starvation, at
least not in America. Welfare is a substitute for not being
in the job market. Thus supporting the minmum wage
might be their attempt to appear compassionate. Seem-
ingly uncompassionate people like me do not make it

onto the brie, tofu, and champagne circuit.
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