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RESCUING THE AMERICAN ECONOMY

The American economy is in obvious
difficulties. Inflation rates in the past
decade have reached unprecedented
levels with unprecedented duration.
Productivity is declining. Real wage
rates are falling. The proportion of na-
tional income taxed by government in
the United States has reached heights
never before seen in this country even in
time of war.! And the unemployment
rate has risen to an altitude that now
persists above 7v2%.

Inflation is not a totally new ex-
+ perience in the United States, but two
back-to-back years of double-digit infla-
tion (1979 and 1980) is new in this cen-
tury’s record. Productivity drops have
occurred before, but usually for two or
three quarters in a year followed by an
upward surge, which makes up for lost
ground. Three years of declining non-
farm business productivity in normal
times, however, is a new experience.
Real wage rates have declined in the
past, but four years of declining earnings
is unheard of.

The first challenge we face, then, is to
end the current inflation. Second, we
must reverse the direction productivity
has been taking. Third, we must reduce
the burden of government. We must
reduce our tax burden and we must
eliminate those intrusions of govern-
ment that restrict our freedom and
dampen the creativity of private enter-
prise without sufficient benefit to justify
costs.

Yale Brozen is Professor of Business
Economics at the University of Chicago. This
article is based on his Oppenstein Brothers
Foundation Lecture at Rockhurst College
and the University of Missouri-Kansas City
in 1981.

by Yale Brozen

Eliminating Inflation Without
Recession

From 1972 to 1980, the price level
doubled, and the reason is clear. The
amount of money doubled in those eight
years. A primary reason for the doubl-
ing in the quantity of money is the
assistance the Federal Reserve gave to
the federal government in financing its
deficits, which averaged over $50 billion

“If we want to create
jobs and turn our
productivity around,
what is required is a
larger supply of
capital.”

a year (including off-budget activities)
during that period. The Federal Reserve
banks created the money used to help
finance those deficits, so we got too
much money chasing too few goods.

To eliminate inflation, we must slow
the rapid growth of our money supply.
To do that, we must reduce federal
deficits and take the pressure off the
Federal Reserve to assist in the financing
of those deficits. But then we confront
the problem of avoiding a slide into
recession, which always before has fol-
lowed a persistently declining rate of
money growth. The reason we slide into
a recession after a year of slowing
money growth is that money wage rates
continue to rise at the same old pace.
That occurs because people do not read-
just their expectations about future price
levels. Both employers and employees

expect prices to continue to rise at the
pace they have seen in the past. Expecta-
tions are recursive. The result is that
labor and goods are priced out of the
market because prices and wage rates
outrun the demand for goods and
labor.?

To illustrate the point, in the 1974
recession, the demand for goods in-
creased by 6%. If wage rates had in-
creased by less than 6%, employment
would have increased. But that increase
in demand was more than soaked up by
a 10% rise in wage rates. As a result,
employment dropped and unemploy-
ment rose. The rate of wage increase did
not slow until the following year, and
only then did employment again begin
increasing.

To avoid increasing unemployment as
we slow our inflation by slowing the
growth in the amount of money, money
wage rate increases must be cut from
their current 10% rate to 2%. If we do
that, along with the current slowing in
money growth, workers will be
pleasantly surprised as real wage rates
rise and unemployment decreases.

The rapid rise in money wage rates in
the past four years has not preserved the
purchasing power of an hour of labor.?
A less rapid rise in money wage rates
with present money growth rates will ac-
tually increase the purchasing power of
workers and reverse the trend.
Restoring Productivity Growth

That brings us to the second challenge
— to reverse the decline in productivity
growth. The purchasing power of hour-
ly earnings has declined in the past three
years because of declining productivity.

Output per worker hour in the United
States grew at a 3.2% annual rate from

(Cont. on p. 3)



EDITORIAL

What Does It Mean to Abolish an Agency?

Many advocates of the free market are skeptical that
any President will ever really “get the government off
our backs.” The more federal agencies are reorganized,
the less anything seems to change. So when candidates
for President promise to streamline, to reorganize, or to
coordinate agencies, these people take it with a grain of
salt.

In 1980, however, Ronald Reagan didn't promise to
reorganize. He promised to abolish agencies, particular-
ly the Departments of Energy and Education. Those
who thought the federal government had no business
being involved in energy and education rallied to his
cause. At last, they thought, we have a candidate who's
promising something meaningful. When President
Reagan appointed secretaries of those departments who
were pledged to carry out his orders, things looked even
better.

Since the Inauguration, Reagan has also promised to
abolish the Council on Wage and Price Stability and has
discussed abolition of the Bureau of Alcohol, Tobacco,
and Firearms. To those who believe the federal govern-
ment is far too big and involved in far too many areas,
this is good news.

But what does it mean to abolish a government agen-
cy? To most observers, the answer is probably obvious.
To abolish an agency is to do away with it, the pre-
sumed purpose being to end the government'’s involve-
ment in that particular activity. Of course, one might
close down an agency and transfer its functions to
another office, but that would likely be characterized as
"“reorganization” rather than “abolition.”

But consider the record so far of President Reagan’s
"abolition” proposals:

® One of his first acts was to announce the abolition
of the Council on Wage and Price Stability. However,
in the fine print we learned that most of the Council’s
staff, budget, and functions had been transferred to
another department. Only a small (though important)
part of COWPS had been eliminated.

® The New York Times reports, "President Reagan
has approved a proposal to abolish the Department of
Energy and transfer most of its surviving functions to
the Department of Commerce, Administration officials
said today.”

e Late last year the administration was debating
whether to turn the Education Department into a foun-
dation or to disperse its programs throughout the
bureaucracy.

® In September the administration was reported to be
considering a plan to “eliminate” the Bureau of Alcohol,
Tobacco and Firearms and shift its functions to other
federal law-enforcement agencies.

In no case, apparently, is the administration actually
planning to remove the federal government from any of
these areas. The question then becomes not a serious
debate over the role of the government but simply a
power struggle between agencies. In the discussion of
the Energy Department proposal, for instance, Interior
Department officials struggled with the Commerce
Department to inherit DOE's functions. Commerce
won, apparently, and Interior Secretary James Watt
was moved to assure his associates, “I lost on this one,
but I support the President.”

One would hope, of course, that dismantling a
department would at least reduce expenditures. But in
the case of the Education Department, the proposed
foundation would retain $11 billion in education pro-
grams, transfer $1.5 billion to other departments, and
eliminate only about $150 million worth of programs.
Budget Director David Stockman’s proposal for
abolishing the Energy Department would result in a sav-
ings of only about $1.5 billion out of the agency’s $13.8
billion.

It should be made clear that those people who sup-
ported President Reagan'’s call for abolishing the Energy
and Education Departments — and other agencies —did
so for two basic reasons. First, they believed that the
federal government should not be involved in energy,
education, wage-price control, or whatever. There are
certainly strong arguments against federal government
— or any government — involvement in these areas,
and Reagan implicitly or explicitly cited such arguments
during his campaign. Second, many people support
abolition of such agencies as a cost-saving measure.
There may be a federal role in these areas, they argue,
but it is simply too expensive. Neither of these groups,
of course, will get their wish from President Reagan's
“abolition” proposals. They are almost entirely a
triumph of form over substance.

The only way to reduce the size, cost, and power of
the federal government is to abolish agencies and pro-
grams. Unfortunately, President Reagan is rarely taking
this course. Those who would like to see a reduced
federal government should read carefully any stories
about the “abolition” of an agency. And they should let
their elected officials know that abolishing an agency
should mean just that. [ |
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1948 to 1966. Productivity growth then
dropped by one third, falling to a 2.1 %
annual rate from 1966 to 1973. It again
fell, by one half, from 2.1% to 0.8% an-
nually from 1973 to 1978. And since
1978, productivity growth has turned in-
to a decline. Qutput per hour fell from
the fourth quarter of 1978 to the fourth
quarter of 1979 by 0.4% and again in
1980 by the same rate. Nonfarm
business productivity fell at a 0.6% rate
in 1980, after dropping by 0.8% in 1979.
1980 was the third consecutive year of
declines for this measure of productiv-
ity.

Some would attribute our woes to the
late 1973 —early 1974 spurt in the cost
of energy when the Organization of
Petroleum Exporting Countries (OPEC)
cut crude oil output and sent energy
prices soaring. Then energy prices
jumped again in 1979 and 1980 follow-
ing the decrease in supply after the Ira-
nian revolution in 1979 and the outbreak
of the Iragi-Iranian war in 1980. But
how do we explain the fact that no other
industrial nation, except the United
Kingdom, has suffered such a low
growth in productivity?

Japanese output per worker hour in-
creased at a rate more than four times
our own from 1973 to 1978, even
though the impact of the crude oil price
rise in Japan was much more severe. It
imports all of its petroleum, and its oil
imports consume a 50% larger share of
GNP.° We import less than half of our
petroleum needs. French, Dutch, and
German output per worker increased at
a rate six times our own from 1973 to
1978. They, too, are more dependent on
high-priced petroleum imports than we,
with a one-third larger share of their
GNP going for oil imports! We cannot
lay the blame for lagging productivity
on high cost, imported petroleum. It has
had an effect, by making obsolete a part
of our capital stock, but it is not as im-
portant ar influence as our public
policies.®

What Is Wrong
The problem lies in three policy areas.

First, taxes and inflation are discourag-
ing savers and investors.” As a conse-
quence, the gross rate of investment in
construction and in productivity-
improving machinery is lower than it
was in 1973 ($201 billion in 1980 IV as
opposed to $220 billion in 1972 $s in
1973 IV.)® Normally, investment at a
business cycle peak exceeds its previous
peak by at least one fourth, but recently
it was actually below its previous peak.’
1980's total output was 19% above its
1973 level, but that is only because the
number of people at work was 17%
higher. Output per worker is little higher
today than in early 1973. Up to 1973, the
amount of capital assisting each worker
in his or her job increased by 3% per
year. Since 1973, there has been no in-
crease in the capital available for each
worker to raise his or her output. That is
a miserable record.

Second, labor policies, and particular-
ly the power given to unions, slow our
advance in output per person hour.
Since 1973, the premium paid to steel
workers has shot up from 40% of the
average manufacturing wage to 75%.%°
That is curtailing employment in the
steel industry and forcing workers to ac-
cept less productive, alternative jobs. It
is also destroying capital by forcing
abandonment of plant and equipment,
which would be economically operable
if wage rates were not set at union
monopoly levels. In addition, these
monopoly wage rates are forcing the
steel industry to absorb capital from
socially more productive uses in order to
raise productivity enough to retain the
remaining workers.™ This diverts capital
from other applications and slows the
rate of rise in productivity in other in-
dustries. Similar consequences stem
from the power of labor unions in the
automobile industry, where the auto
worker wage premium has vaulted from
48% in 1973 to 66% in 1979, and in the
coal mining industry, where the wage
premium has jumped by 24 percentage

points from 45% in 1973 to 69% in

1980.%2
Third, our economy is being increas-
(Cont. on p. 4)
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ingly strangled by an ever tightening
web of counter-productive regulation —
regulation that consumes capital that
could go into increasing our productivi-
‘ty. The design of the automobiles we
buy is now dictated by the federal
government. If the law required features
worth what they cost, there would be no
objections. But if they were worth what
they cost, there would be no need to
require their installation. People would
want them and be willing to pay for
them, and manufacturers would install
them on their own. Heavier bumpers are
now required, which increase the cost of
repairing damage from accidents in
which the impact occurs at speeds
greater than five miles an hour. Man-
datory safety features add to auto costs
but do not add to safety.’® These extra
costs divert funds from the purchase of
other types of equipment that would
make a person safer.’ Because I have to
pay $200 more for safety features on my
automobile, in which I spend about 100
hours a year, I cannot afford to buy a
smoke alarm, a stair rail, nonslip treads
for my front porch steps, and other safe-
ty features for my home, where I spend
4,000 hours per year.

The Coal Mine Safety Act is requiring
large investments in safety equipment
and the hiring of safety supervisors, but
all these resources have not contributed
to any decrease in person-days lost per
ton of coal mined as a result of ac-
cidents.’® The Food and Drug Ad-
ministration’s (FDA) regulation of drug
safety and efficacy has doubled the cost
of bringing a new drug to market® and
cut the annual number of new drugs in-
troduced by two thirds.!” Because it has
become so difficult and costly to get
FDA approval of new drugs, we have
not developed new, safer drugs to
replace some of the dangerous drugs still
on the market. We have had to go on us-
ing dangerous drugs for many illnesses
for lack of safe replacements since the
untreated illness is far more dangerous
than taking the dangerous drug that will
cure the illness, but sometimes kills the
patient, although less frequently than

the illness. But in terms of the theme of
this paper, the point is that as a result of
FDA regulations, pharmaceutical R &
D productivity has been cut by 50%
without offsetting benefits.

1 could go on with an endless list of
regulations that increase costs without
commensurate increases in benefits.
Studies show that the mattress flam-
mability standards of the Consumer
Product Safety Commission have in-
creased the cost of mattresses by $20
million to produce $5 million of benefits
for careless consumers who drink and
smoke in bed. The Justice Department’s
Antitrust Division and the Federal
Trade Commission are requiring mer-

“The rapid rise in
money wage rates in
the past four years
has not preserved the
purchasing power of
an hour of labor.”

gers and the expansion of leading
firms, causing productivity to rise less
rapidly than it otherwise would. The
government's aim is to prevent increas-
ing concentration, that is, to try to pre-
vent a rise in the share of an industry’s
production produced by its four leading
firms. But we know that in the industries
in which concentration increased in the
last 25 years, productivity went up 12
percentage points more than in in-
dustries where concentration did not in-
crease.’® Preventing increased concen-
tration from occurring as it would under
the prod of market forces holds down
productivity.
Inflation and Taxes

Inflation is not only a tax in itself;
it greatly increases the burden of other
taxes on savers and investors.” In the
late 1950s and early 1960s, our rate
of inflation was practically zero. High-
grade corporate bonds sold at 4%
yields. If an investor was in a 50% tax
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bracket on marginal income, the after-
tax yield on a 4% corporate bond was
2%. With a zero rate of inflation that
was a real yield of 2%.

If a high-grade corporate bond today
yields 14%, and you are in a 50%
marginal tax bracket, your after-tax
nominal yield on that corporate bond is
7% . (There are many more of us in that
situation today than in the 1950s, even
without any rise in real income, because
of inflation and Congress’s failure until
1981 to either index the tax brackets or
to move them to higher levels.) But with
a 10% rate of inflation, the real after-tax
yield to the investor in a 14% bond is
minus 3% .% In other words, you can't
even preserve the value of your capital if
you invest in a bond, much less collect a
return. The income incentive to save and
invest has been wiped out by our current
inflation and personal income tax rates.
There is still a positive real cost to bor-
rowing but a negative yield to the saver
who lends his funds.” It is no wonder
that the rate of saving and investment is
low and declining relative to income.

The net volume of investment now is
6% of national income, a one-third
decline from the late 1940s and from
1973, the last major cycle peak. We are
falling far behind Japan in our produc-
tivity growth where the net rate of in-
vestment is four times our own. We are
also falling behind France, Austria, the
Netherlands, and other countries for the
same reason.

Inflation and taxes are not only con-
fiscating the entire yield on bonds, they
also are confiscating the return on cor-
porate equities. The increasing tax
burden caused by inflation is the clue to
understanding why stocks have been a
poor hedge against inflation. In fact, the
more rapid the inflation, the more the
prices of stocks tend to drop.

The reason for this lies in the way cor-
porate taxable income is computed. The
more rapid the inflation, the greater the
overstatement of taxable income. To see
why, imagine that the current economic
production of all equipment, structures,
and inventories of all nonfinancial cor-

after-tax economic earnings,
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porations is valued at $100 billion. With
a state and federal corporate earnings
tax rate of 50%, taxes and after-tax pro-
fits each would be $50 billion. However,
the prices on the books for equipment,
structures, and inventory are much
lower than their current market prices.
Because of this, allowed depreciation
and inventory consumption costs have
been understated.* Let’s say taxable
profits are computed as $150 billion in-
stead of $100 billion. On this, a tax of
50%, or $75 billion, is paid. Out of the
$100 billion actual pre-tax economic
earnings, then, only $25 billion is left as
a return to stockholders. The effective
tax rate turns out to be 75% instead of a
nominal rate of 50%.

The faster the inflation, the greater the
overstatement of earnings for tax pur-
poses, the higher the effective tax rate,
and the less left for stockholders. A
speed-up in the rate of inflation reduces
which
causes a drop in the real value of stocks.
The effective tax rate in 1974, for exam-
ple, hit 87% when the rate of inflation
went to double-digit levels, although the
nominal tax rate was 41%.

As matters stand, inflation creates fic-
titious interest, earnings, and capital
gains. A major portion of the capital
gains tax is collected, as a consequence,
on losses, not gains.”® In 1973, in-
dividuals paid taxes on $4.6 billion of
nominal gains on corporate stock, on
which their real capital gain was actually
a loss of nearly $1 billion. Being forced
to pay taxes on fictitious income greatly
reduces the incentive to save and invest.
That is why the relative rate of invest-
ment is falling. Because of the falling
relative rate of capital formation, pro-
ductivity growth is suffering severely,
and we are falling behind the rest of the
world.

The Impact of Federal Deficits on
Capital Formation

In addition to the inflation-tax effect,
private investment access to the supply
of capital is being squeezed by un-
precedented peacetime federal deficits.*

In 1975, the federal deficit climbed to
(Cont. on page. 6)

O A recent study by the American Society of Appraisers has concluded that the
federal government could make at least $100 billion from the sale of 500 pieces of
surplus property. Such proposals recently have been entertained as a way to retire
some of the national debt. The federal government, on the other hand, estimates that
its surplus property is worth no more than $1.3 billion and could not play a sizable
role in easing the debt. The General Accounting Office has also come out against
such proposals: “Gathering accurate data on federal property holdings and address-
ing all the problems and issues inherent in a disposal program would require an ex-
tensive staff and considerable time — up to 10 to 12 years.”

O The proposed Los Angeles Century Freeway has already cost federal and state
taxpayers $235 million despite the fact that not a mile of the highway exists. All of
this money has been spent on lawsuits, land acquisition, environmental impact
studies, and other necessities such as a project civil rights director, a housing ad-
visory committee, and a “corridor advocate.” Completion of the highway is ex-
pected to cost $2 billion, 92% of which will be paid by federal taxpayers. The
estimated length of the future freeway — only 17.3 miles.

O Independent Sector, a non-profit coalition of voluntary charities and founda-
tions, has recently produced a study that indicates that Americans contribute far
more to private charity than standard figures measure. Although dollar donations
run about $40 billion yearly, far more important are the 8.4 billion hours a year of
volunteer labor. It is estimated that this time is worth $64.5 billion annually — over
50% more than actual dollar donations.

O The work backlog at the U.S. Patent and Trademark Office has grown so severe
that it now takes an average of 22 months for the office to issue a patent. By 1984
this delay will jump to 24 months. Trademarks now take 25 months.

O The International Trade Commission has recently sent a report to President
Reagan outlining their battle on behalf of American clothespin manufacturers. After
foreign clothespin imports captured 50% of the American market in 1976-1977, the
ITC set import quotas. American clothespin firms made $1.2 million the next year,
as compared to their $500,000 loss the year before, and foreign imports declined to
30% of the market. The clothespin industry’s 1981 payroll totaled 427 people, nine
fewer than the federal commission that did the investigation. According to the
report, the industry is located only “in four small towns in Maine and two in
Vermont.”

O A study by Department of Energy officials has revealed that nearly 75% of the
DOE's $10 billion budget went to outside contractors and grantees. In fiscal 1979,
these contractors and grantees were overpaid $41.4 million; in fiscal 1980, the over-
payments amounted to $85.6 million. In addition, the DOE has been paying too
much for its purchases of equipment and supplies. In the 1979-1981 period, these
overpayments amounted to $25.5 million. Most of these overpayments are ascribed
to sloppy bookkeeping. The DOE's financial records are so disorganized that their
financial division shows a four-year total of $3.5 billion in accumulated debts, and
no one knows which of these debts have been paid off.

0 Although it has been only a year since President Reagan lifted all remaining con-
trols on U.S. oil prices, the number of wells drilled last year rose to an all-time high
of 79,000, a 25% increase over 1980. The number of successful oil well completions
also set a record. Since decontrol, gasoline prices across the nation have either fallen
or held roughly constant. n
]
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$70 billion, a deficit three times larger
than had ever occurred before in
peacetime. Despite the recovery of the
economy from the 1974 recession, the
deficit never shrank to zero, nor was
there a surplus generated as has usually
been the case in previous business
recoveries. Always before, in every
recovery period, the federal government
has cut its drain on capital markets as
the recovery progressed. It allowed the
capital becoming available to go into
business equipment and consumer
durables. As a result, private investment
boomed to recovery periods to new
record levels.

That has not been the case in recent
years. As federal tax receipts went up,
federal spending shot up instead of
declining.” From an outlay of $300
billion in 1974, federal spending more
than doubled to a planned outlay of
$663 billion (not including off-budget
federal programs) in the current fiscal
year. President Carter’s budget for fiscal
1982 had planned another increase to
$740 billion, which President Reagan
tried to trim to around $720 billion. As a
result of this rapid growth in federal
spending, federal deficits may exceed
100 billion dollars in 1982 and 1983.

That has forced interest rates upand is
draining the lifeblood of the housing and
machinery industries.® Housing con-
struction and productivity-improving
investment are below their 1973 peak
despite the higher gross national pro-
duct. The federal government continues
to soak up capital to finance its deficits
that would otherwise go into equipment
and structures. We sorely need the ap-
plication of expenditure controls to total
federal spending.

The Right Policy

To create jobs, avoid recession, and
turn our productivity around, what
is required is a larger supply of
capital. The first step is to curtail
government outlays — both off-budget
and on-budget. That will free the capital
now being borrowed to finance the
budget deficit and off-budget outlays.
With more capital available for the

mortgage market, home building will
start up again. With more -capital
available for plant modernization,
spending on equipment will increase and
productivity will begin to rise.

Besides decreasing government spend-
ing to stop the government’s absorp-
tion of capital, we also must redress the
balance of taxation between consump-
tion and investment. We impose much
heavier taxes on income from capital
than on income from other sources. Cor-
porate capital bears real property taxes,
state and federal corporate earnings
taxes, and then personal income taxes on
dividends and capital gains. Income

“Inflation and taxes
are confiscating the
return on corporate
equities and bonds.”

other than from property bears only the
personal income tax.

A first step toward more equitable
taxation with less differential impact on
investment and consumption was the
enactment last year of the 10-5-3 pro-
gram — that is, allowing depreciation of
structures over a 10-year period,
depreciation of machinery over five
years, and depreciation of transporta-
tion equipment over three years. This
will largely offset the increased burden
of taxation created by the inflation-in-
duced increase in effective corporate tax
rates. Also, we must reduce the absurdly
high federal corporate earnings tax from
the current 46% rate.

In addition to reducing government
outlays, we also need to curtail the un-
productive outlays being forced on
private businesses by the regulatory
agencies.”’ These, too, are absorbing
capital that would otherwise be
available to increase productivity. The
budget for 1981 increased the funds
available to 57 federal regulatory agen-
cies by 15%. This is the time for cutting
the appropriations of the regulatory
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agencies — not for increasing them. If
the benefits to us were as great as those
sacrificed by this appropriation of
resources forced on business, there
would be little objection.

To continue the story of costly and
overly stringent regulation, consider the
case of automobile emission controls.
The level of control required in 1975 cost
$4 billion annually and produced about
$5 billion in benefits.* But the increasing
stringency of requirements that must be
satisfied by 1985 will raise the annual
cost to $11 billion. That extra $7 billion
will return less than $1 billion in extra
benefits. This will simply make
automobiles more costly, will make the
survival of automobile companies more
difficult, and leave us worse off. We
should freeze the pollution requirements
at the 1975 level. I would also suggest
that we eliminate at least one regulation
a day from the 93,000-page Code of
Federal Regulations and abolish at least
one federal regulatory agency a year.
(Under current law, the Civil Aeronau-
tics Board will expire in 1985.)

Let me turn to a less controversial pro-
posal — one to deal with the short-term
problem that I mentioned in my opening
paragraphs. We want to tame inflation
and restore full employment. The
Federal Reserve has embarked on the
right path to meet those ends. It must
maintain a steady rate of growth in the
money stock, but much slower than the
growth rate of the past decade (6.7 per-
cent annually compounded). It must not
yield to any temptation to increase the
rate of money growth. If it starts pump-
ing money up more rapidly because that
is thought to be the road to full employ-
ment, like it did in 1967, 1971, and 1977,
it will destroy for decades any belief that
anything will ever be done about infla-
tion. Note that our productivity began
to slip after 1966 when inflation began to
heat up and slipped even further after
1973 when we brought inflation to a
boil. And in 1979 and 1980, when the in-
flation lid blew off, is when our produc-
tivity actually dropped. Let us not again
throw away the fruit of our inflation-
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fighting effort in 1982, as we did in
1967, 1971, and 1977, in a vain quest to
cure unemployment with a dose of infla-
tion.”’ Once we have paid the cost of
taming inflation, then let us collect a
return on that effort by holding money
growth rates at the level that is consis-
tent with price stability. Only in a
noninflationary environment can our
economy truly flourish.* n

Footnotes

1Total receipts of all governments in the United States
in 1945 amounted to 29.4% of national income. That is
the highest proportion reached during World War II.
Total government receipts in 1980 reached 39.3% of na-
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V4 Washington Update

+” By a 3-to-1 vote, the Federal Trade
Commission dismissed the nine-year-old
antitrust case against the three leading
makers of ready-to-eat cereals: Kellogg
Co., General Foods Inc., and General
Mills Inc. The cereals case has been her-
alded as a test of how well federal laws
can deal with shared-monopoly allega-
tions and was considered one of the
most important antitrust suits of the last
decade. After dismissal, the case can no
longer be brought again.

#” The Reagan administration is draw-

ing up plans to cut the American con-
tributions to such multilateral lending
agencies as the World Bank. Although
final figures have not yet been released,
it is likely the administration will reduce
its contribution to the World Bank’s sub-
sidized loan pool from the current $1.1
billion to $750 million. Funds for the
Inter-American Development Bank will
be cut from $175 million to $50 million.
Only the Asian Development Bank and
the African Development Bank will be
immune from these cuts; each will
receive a slight increase in funding due
to their “efficiency.”

” After several months of indecision,
President Reagan has announced that he
will ask Congress to dismantle the four-
year-old Department of Energy. Under
the Reagan plan, the Interior Depart-
ment would receive nearly one fourth of
the $11.5 billion Energy Department
programs, including operation of the
strategic petroleum reserve and
government-owned hydroelectric dams.
The Commerce Department would
receive DOE'’s nuclear weapons produc-
tion program as well as all of the govern-
ment’s energy-related research and
development programs.

¢” Seven of America’s largest
steelmakers have announced that they
will file massive and unprecedented

trade complaints against European steel
producers. Such countries as West Ger-
many, France, Belgium, Luxembourg,
Italy, the Netherlands, and the United
Kingdom have been accused of violating
U.S. trade laws by subsidizing their
weak steel companies and allowing them
to sell here at illegally low prices. In-
vestigations of the complaints by the
Commerce Department and the Interna-
tional Trade Commission may lead to
stiff duties on foreign steel imported into
America. A spokesman for the European
Economic Community replied to these
complaints by saying, “The troubles in
which the American steel industry finds
itself today have nothing to do with us.”

y” After a vigorous and controversial
internal debate, the Reagan administra-
tion has decided to end the Federal
Maritime Commission’s authority to
regulate ocean freight rates and to seek
sweeping antitrust and regulatory ex-
emptions for the ocean shipping in-
dustry. In order to effect such changes,
the Transportation Department will ask
Congress to allow the shipping com-
panies to join international rate-fixing
groups, pool shipping capacity, appor-
tion profits, and set freight rates for
goods that also are carried by rail or
truck. This request is intended to restore
the economic viability of the American
merchant fleet, which now only carries a
quarter of the dry goods entering or
leaving the country.

¢” The Department of Labor recently
launched a review of the policy that it
uses to determine whether carcinogens
are present in the workplace. The
policy, which had been developed by the
Carter administration, was considered
fairly strict; carcinogens were defined
very broadly and any dose of a potential
carcinogen was defined as dangerous.
The new standards are expected to in-
corporate recent ideas such as a

“threshold” or “no effect” exposure level
and cost-benefit effectiveness.

#” The Occupational Safety and Health
Administration has announced that it
will cite subcontractors who violate
health and safety rules at construction
worksites. Previously, the agency would
only cite the primary contractor for
violations incurred by the subcontrac-
tor. This change has received strong sup-
port from both business and labor
leaders.

” The Treasury Department has
estimated that the corporate sale of tax
breaks under the new tax bill will reach
$14.7 billion by 1986 — more than a
quarter of the business tax reduction.
These figures were disclosed at Senate
hearings where Treasury officials
testified in favor of the bill. The
Treasury supports these “tax sale provi-
sions” on the grounds that they are
necessary to prevent a wave of tax-
motivated mergers and to spread the
benefits of the tax cut to corporations
without tax liability.

#” A new Labor Department proposal
has recently been drawn up that will
phase out the Comprehensive Employ-
ment and Training Act and replace it
with a new training project that relies
more on assistance from private
businesses. The new program would: 1)
Substantially reduce dependence on
government welfare for job-training par-
ticipants; 2) Use performance-based tests
to determine the amount of federal aid
given to different job training programs;
3) Eliminate stipend payments for job-
training participants; and, 4) Prohibit
the payment of recruiting fees for per-
sons or agencies that bring workers into
the program. The 1973 law that estab-
lished CETA will expire 30 September,
1982. ]
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Instead of Regulation: Alternatives to
Federal Regulatory Agencies, ed. Robert
Poole Jr. Lexington Books, Lexington,
Mass., 1982, 404 pp. $25.95.

There has been a drastic increase in
government regulation of business in the
last decade. Robert Poole points out that
since 1970 the size of the combined staffs
of all regulatory agencies has tripled.
Regulatory expenditures have risen six-
fold since 1970, and even more impor-
tantly, the total cost impact of these
regulations on the economy has been
estimated at well over $100 billion per
year.

Because of this burdensome regula-

: tory growth, deregulation has become

one of the most important economic
issues of the day, and Instead of Regula-
tion is an important contribution to the
public policy debate in this area. The
book asks, “What would be the results
of abolishing each of the major federal
regulatory agencies? Would there be cut-
throat competition or monopoly profits?
Would we have no protection from
threats to quality of life, health, and
safety? Or would we be shedding an in-
creasingly burdensome drain on the
federal budget, providing more effective
ways of achieving the goals of regula-
tion, and promoting freedom of choice?”
Among the agencies examined are the
Civil Aeronautics Board, the Depart-
ment of Energy, the Securities and Ex-
change Commission, the Eood and Drug
Administration, and the @ccupational
Safety and Health Administration. Con-
tributors include George W. Hilton,
Alan Reynolds, Peter Aranson, and
Poole. In each case the author argues
that it is both possible and desirable to
abolish federal regulation in the area he
examined.

This book is not without a few minor

flaws in the area of economic analysis.
(Cont. on p. 10)

Regulatory Watch

DEPARTMENT OF EDUCATION

The Presidential Task Force on Regulatory Relief has asked the Department of
Education to review its regulations that prohibit any educational program receiving
federal funds from discriminating against the handicapped. The task force has
expressed concern that the application of these regulations may violate President
Reagan's strictures on costs and benefits of federal regulations. As a result of this
review, it is expected that the Education Department’s Office for Civil Rights will
issue amendments reducing the fiscal and administrative burden placed on aid
recipients.

DOE has proposed regulations to implement Title III of the Higher Education
Act of 1965, as modified by the Education Amendments of 1980. Title III provides
federal financial assistance to institutions of higher education for solving fiscal and
administrative problems. Starting in fiscal year 1982, eligible institutions will be able
to apply for funding under the following three new grant programs:

1. The Strengthening Program, which grants aid for the improvement of
academic quality, institutional management, and fiscal stability.

2. The Challenge Grant Program, which provides federal assistance on a
matching basis in order to induce institutions to seek additional private financing.

3. The Special Needs Program, which provides assistance to institutions with
special needs in order to bolster their planning, management, and fiscal capabilities.

Final regulations have been issued for the Educational Opportunity Centers
Program that reflect the statutory changes contained in the Education Amendments
of 1980. These regulations primarily cover federal grants in fiscal year 1982 and
thereafter. The changes consist basically of a clarification and simplification of the
general grant criteria governing the program.

Funding priorities for research activities to be supported by the National
Institute of Handicapped Research (NIHR) have been proposed by Secretary of
Education Terrell H. Bell. Such a proposal is required under the Rehabilitation Act
of 1973, as amended, in order to develop a long-range research plan that adequately
provides for the needs of the handicapped. Among the proposed priorities are
research on job site modification, public and private sector collaboration, methods
of rehabilitation, and a comprehensive rehabilitation research and training center.

Secretary Bell has proposed changes in the funding procedures of the National
Direct Student Loan, College Work-Study, and Supplemental Educational
Opportunity Grant programs. These changes will provide for verification of student
aid applicant information and will affect the procedures by which campus-based
funds are allocated. The alterations originate from the recommendations of a 1978
panel of experts on student financial aid.

The Educational Opportunity Centers program is accepting applications for
new awards for projects designed to provide disadvantaged persons with informa-
tion on financial assistance for educational purposes. Recent amendments have
stipulated that at least two-thirds of the participants in these programs must be low-
income individuals who are first-generation, or potential first-generation, college
students. a
.|
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(Cont. from p. 9)

Nonetheless, Instead of Regulation does
an excellent job of refuting the economic
arguments that are used for government
regulation.

Markets and Minorities, by Thomas
Sowell. Basic Books, New York, 1981.
141 pp. $13.50.

The year 1981 has shown that Thomas
Sowell is one of the most effective and
prolific free-market economists in
America. Although Sowell's longer

work, Ethnic America, has attracted
most of the attention, Markets and
Minorities is equally praiseworthy.
Along with Sowell's Race and Econo-
mics and Pink and Brown People, these
works make him America’s foremost
authority on the economic problems of
minorities.

The purpose of Markets and Mi-
norities is to take many of the emo-
tionally charged phenomena surround-
ing minorities (such as "racism”) and try
to explain them in cause-and-effect
terms. In this framework Sowell com-

GOVERNMENT SPENDING MONITOR

A quarterly feature of Policy Report, the ''Government Spending Monitor"
summarizes the latest expenditures by the federal government.

EXPENDITURES (annual rates in billions of $)
Average
1981 1981 1981 for Last
4th Q 3rd Q 2nd Q Year
Federal Government 781.6 661.1 669.7 695.3
Defense 176.5 165.0 159.9 169.3
Labor 23.4 26.5 28.2 28.1
Education 16.4 13.7 14.9 15.6
Health and 299.6 245.5 229.2 250.1
Human Services
HUD 16.0 11.3 16.8 14.4
Energy 7.6 12.8 14.5 L
Transportation 20.2 23.4 18.3 -22.1
Federal Aid to State 82.9 87.0 88.7 87.2
and Local Gov'ts.
Federal Interest 125.4 92.7 107.0 101.6
Paid
Federal Transfer Payments| 297.2 292.1 275.2 284.1
Federal Surplus -192.8 -34.3 16.2 -84.8
or Deficit
Reported Federal 1,028.7 1,003.9 974.8 998.0
Debt (at close of
quarter)
Total Government 16.1 15.3 16.0 15.9
Employment, All Levels
(millions)

SOURCE: Monthly Treasury Statement of Receipts and Outlays of the United States
Government,
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pares the outcomes resulting from the
free market with the outcomes resulting
from government intervention into the
market. The conclusion is that when the
government tries to force, penalize, or
subsidize individual decisions, this will
usually hurt rather than help the in-
terests of minorities.

Perhaps the most impressive feature
of this book is how Sowell refutes many
of the time-honored myths surrounding
racial discrimination. For instance,
although it may appear that blacks earn
a smaller percentage of national income
than they “deserve” (given their popula-
tion), such income differentials drop out
almost completely when the data is
cross-adjusted for such variables as age,
education, and location. Among the
other topics skillfully covered are job

markets, consumer markets, the
economics of slavery, and the
deleterious effects of government

policies on minorities.

Although it is a short book, Markets
and Minorities covers a lot of important
ground and is highly recommended.

The Governing of Agriculture by
Bruce L. Gardner. The Regents Press of
Kansas, 1981. 148 pp. $17.50/%9.50.

Whatever the alleged ills of market
agriculture, government solutions have
been far worse, according to Professor
Bruce Gardner of the University of
Maryland. He argues that any im-
provements in farm policy, from the
standpoint of farmers or taxpaying con-
sumers, will be the result of further
deregulation and de-subsidization of
agriculture. This slim volume makes
unbelievably complex layers of govern-
ment programs understandable to the
reader.

For anyone interested in agricultural
issues, this is the book to read. Professor
Gardner’s knowledge of his subject and
his understanding of market processes
are a welcome antidote to countless
pleas for taxpayer support by
"agricultural economists.” [ |
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HAYEK...BROZEN... MORGENSTERN...
ROTHBARD...EPSTEIN...RAVENAL

Iconoclastic scholars, these

seminal thinkers and their work

deserve your critical attention once more.
Now;, the Cato Institute makes it easy and
inexpensive through the Cato Papers—a
continuing series of reprints of important
works in the social sciences.
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To introduce youfs?l? to these papers,
simply fill in this handy order blank.
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Number 1. __ Number 5. Number 9. ___ Number 13.
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Total Amount Enclosed $
Name
Address
Zip
Mail to: Publications Dept. P
Cato Institute
224 Second Street, S.E.
Washington, D.C. 20003 INSTITUTE

BECAUSE SOME THINGS ARE WORTH READING AGAIN...

The Cato Papers

1. Left and Right, by Murray N. Rothbard.
A probing analysis and reassessment of
the political spectrum. $2.00

2. The Fallacy of the Mixed Economy,
by Stephen C. Littlechild. An examination
of the inherent instability of the

government-business “partnership!’ 4.00

3. Unemployment and Monetary Policy,

by Friedrich A. Hayek. A telling indictment

of the use of inflation as a “cure” for
unemployment. 2.00

4. Individualism and the Philosophy of the
Social Sciences, by Murray N. Rothbard.
An exposition of methodological individu-
alism and its implications for the social
sciences.

5. National Income Statistics, by Oskar
Morgenstern. Why macroeconomic data
are often erroneous. 2.00

6. A Tiger by the Tail, by Friedrich A. Hayek.
What hath Keynesianism wrought? 4.00

7. Strategic Disengagement and World Peace,
by Earl C. Ravenal. Answers the vital
questions surrounding a national American
foreign policy in the nuclear age. 2.00

8. A Theory of Strict Liability,

by Richard A. Epstein. Calls zn a reformu-
lation of tort law and argues for the simple
“causality” torts model. 4.00

9. Is Government the Source of Monopoly?
by Yale Brozen. An analysis of market
structure and the competitive process.

10. A Property System Approach to the
Electromagnetic Spectrum,

by De Vany et al. Argues that government
regulation of broadcasting is unnecessary
and harmful.

11. Fiat Money Inflation in France, by Andrew
Dickson White. An eminent nineteenth-
century historian examines hyperinflation

in postrevolutionary France. 4.00

2.00

2.00

12. Revisionism; A Key to Peace and Other
Essays, by Harry Elmer Barnes.

Two essays by a major revisionist historian,
and a suppressed chapter from Perpetual
War for Perpetual Peace.

13. The Great Depression and New Deal
Monetary Policy: Two Essays, by Garet
Garrett and Murray N. Rothbard.

A leading theorist of the Old Right and a
modern libertarian examine the history
of the Great Depression and its institu-
tional aftermath.

4.00

4.00

14. The Theory of Collective Bargaining
1930-1975, by W. H. Hutt. The legal-
economic history and consequences of labor
management by collective bargaining.  5.00

15. Economic Forecasting— Models or
Markets? by James B. Ramsey. Dissection of
the problems inherent in macro forecasting

with suggestions for improvements. 5.00

16. The Myth of Social Cost, by Steven
Cheung. An examination of the increasingly
popular use of social cost in public decision
making. 5.00




“To be governed . . .

What about tiny?

USDA has reached a compromise
with California’s olive growers over
how many sizes of canned ripe olives
there should be. Before 1977, there were
nine sizes; then USDA cut that to five.
But the olive growers wanted more sizes.
Now the consumer can choose from
small, medium, large, extra large, jum-
bo, colossal and super colossal olives.

—Washington Post, Jan. 11, 1982

They're also buying the
Brooklyn Bridge
Consumers Solar Power Corp., a
California company that claims to make
fuel out of water and whose top execu-
tives have been accused of fraud by two
federal agencies, is one of the finalists
for $8.4 billion in federal subsidies from
the U.S. Synthetic Fuels Corp.
—Washington Post, Jan. 8, 1982

Let him walk

Arthur Hartman, the U.S. am-
bassador to the Soviet Union, wants to
replace the 1977 limousine assigned to
him and is entitled to do so this year, but
there is a hitch. Hartman wants another
Cadillac, while Congress now allows
only $6,500 for the purchase of any am-
bassador’s car. For that money, even at
the fleet rates that U.S. automakers offer
the government, Hartman may have to

settle for an Oldsmobile. Washington
has refused to make an exception despite
heated protests from Hartman’s staffers.
They argue that in Moscow, where an of-
ficial's car is viewed as a significant
measure of his importance, anything less
than a Cadillac would lower the U.S.
ambassador’s prestige.

—Newsweek, Jan. 25, 1982

Reaganomics?

In a move to prop up the staggering
farm economy by pushing up prices, the
Reagan administration yesterday urged
farmers to reduce their 1982 planting of
wheat, feed grains, cotton and rice by 10
to 15 percent.

—Washington Post, Jan. 20, 1982

We could trade them for Toyotas
The American inventor of aluminum
baseball bats was forced by regulators to
stop selling in Japan on the ground that
his bats had the wrong kind of
aluminum. A Japanese baseball league
bars the use of all foreign-made

aluminum bats.

—U.S. News & World Report,
Feb. 1, 1982

After all, it's his city
When your silver-gray car has D.C.
license tags that proclaim “City Council
Chairman,” people notice how you

/

behave in traffic. So David C. Roberts
was annoyed when he observed
Arrington Dixon's car parked recently in
a no-parking, tow-away zone.

Asked for comment, Carol Richards,
Dixon’s press spokeswomen, replied:
“What's [Dixon] supposed to do?. ..
He has a million appointments . . . and
to do it on time, he has to park in places
that, you know, might be illegal.”

—Washington Post, Jan. 20, 1982

You always hurt the one you love?
“Economic sanctions are almost
always applied for political reasons,”
said a former U.S. ambassador who now
represents business interests. . . . “The
question always is, which part of society
is going to pay the price? You know that
you are going to hurt yourself at the
same time when you make a decision
like this, but that is what a president has
to do — you have to lead your own
country.”
—Washington Post, Jan. 17, 1982

Wish we could believe you
“A lot of federal agencies are just
dying out there [because of Reagan's
12% budget cut]’ a senior member of
the staff of the Senate Budget Committee
explained.
—Washington Post, Jan. 19, 1982
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