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Infrastructure: Public or Private?

Much public debate has recently been
generated by claims that America’s eco-
nomic “infrastructure”—that is, mainly
government-provided capital goods like
roads, bridges, sewers, and water facil-
ities—is crumbling. The passage in the
last lame-duck Congress of new trans-
portation taxes and increased govern-
ment expenditures on transportation
services was partially a result of this
debate. Given the amount of public at-
tention devoted to this issue, the time
has certainly come to critically scrutinize
the assumptions behind the arguments
for state provision of public goods in
general, and the economic infrastructure
in particular.

This analysis will focus primarily on
the “public goods” arguments for state
action. There are at least two other
prominent arguments commonly
wielded by proponents of state interven-
tion, but I will mention them only in
passing. The first is ethical in nature,
and while often found in conjunction
with the public goods argument, in fact
contradicts it.! The state, some argue,
should deliberately thwart the desires of
consumers and alter the pattern of prop-
erty ownership that arises in a volun-
tary market, usually justifying such
action on the grounds of “equality.”
This argument has been cogently
dissected by Harvard philosopher
Robert Nozick, among others.> Another
common argument advanced for gov-
ernment public-works projects is that
they “create jobs” or act in a coun-
tercyclical manner, extricating the
economy from depression. This argu-
ment has been thoroughly critiqued by
economists from Frederic Bastiat to F.A.
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Hayek, and has been effectively rebutted
by historical experience. Public-works
expenditures are, if anything, procyclical
in nature.?

Market Failure

Since at least the time of David Hume,
many economists have argued that
coercion is necessary to provide some
economic goods desired by consumers,
since those goods cannot be provided on

“In the absence of
markets, mechanisms
for judging claims
about repair or
construction ‘needs’
are insufficient at
best.”

the market because of attributes of
“publicness.” Various approaches to the
definition of public goods have been
developed, but most share two related
characteristics: jointness of supply (or
consumption) and nonexcludability of
nonpaying consumers.

Jointness of supply (also referred to as
nonrivalrous consumption) means that
one person’s consumption of a good
does not diminish another person’s
consumption of the same good. For
example, if a signal is broadcast on the
electromagnetic spectrum, its use by one
receiver does not diminish the access of
others to the same signal. Nonexcluda-
bility means that if one person consumes
the good, it ‘cannot feasibly be withheld
from some other person(s). For example,

if a lighthouse sends out a light beam, its
services cannot be selectively withheld
from nonpaying passers-by. Thus, each
person has an incentive to “free-ride” off
of the contributions toward the purchase
of the good made by others. Under such
conditions, consumers can be expected
to under-reveal their “true” preferences

for the good.
Proponents of state action then argue

that, since the voluntary market process
is incapable of producing such goods (at
least in optimal quantities), state action
becomes necessary. In the words of
William Baumol, “[I}ff we assume the
role of government to be that of assisting
the members of the community to attain
their own aims with maximum efficien-
cy, then...it becomes the task of
government to override the decisions of
the market. This is not because the
government believes, on some peculiar
gound, that the people are not compe-
tent to judge, but rather because the
market fails to provide machinery for
these decisions to be given effect.”
Taxation and other forms of coercion
then become necessary to ensure that all
beneficiaries of the state’s services pay
for benefits received.

But this view of state action presents
numerous problems. Any good can be
alternately considered a private or a
public good, depending upon the quanti-
ty supplied, the definition of the relevant
marginal unit (“one corn chip” or
“food”), and the simultaneous valuation
of the same good by two or more per-
sons (an attractive appearance, for ex-
ample, can be considered a public good,
because other parties benefit without
paying for the costs of nice clothing,
haircuts, etc.).” Further, any good can
be produced at least one of two ways:
One allows for exclusion of non-

(Cont. onp. 3)



EDITORIAL

The Politicization of Research

As it was reeling from repeated attacks, the Environ-
mental Protection Agency was hit with a charge that it
had removed more than 50 scientists from its technical
advisory boards for political reasons.

A few weeks later it was reported that the Interior
Department had removed half the scientists on an ad-
visory committee for its offshore oil drilling program
after learning that they were unacceptable to the
Republican National Committee. Officials of both the
Interior Department and the RNC said the procedure
was ‘‘routine.”

Scientists aren’t the only experts whose political cre-
dentials have come into question. Education Secretary
Terrel H. Bell has tried to abolish the National Council
on Educational Research, which governs the National
Institute of Education, in order to prevent the conserva-
tive Reagan appointees to the council from changing the
institute’s programs.

The Reagan administration isn’t the first to let polit-
ical considerations get in the way of scholarly indepen-
dence, of course. Officials in the Nixon administration
considered revoking federal research funds from the
Massachusetts Institute of Technology in retaliation for
MIT President Jerome Wiesner's opposition to the
ABM program. President Lyndon Johnson personally
scratched some research grants to critics of the Vietnam
War. And the Carter administration ordered copies of a
Department of Energy study on energy availability de-
stroyed and the head of the U.S. Geological Survey
fired because the study conflicted with the administra-
tion’s energy program.

Sophisticated analysts are no longer surprised that
regulatory agencies and subsidy programs are strongly
influenced by political considerations. Somehow,
though, federal funding of research has been assumed
to be free of such politicization. Scientists have gladly
accepted federal grants, but only recently have they be-
come concerned about the politicization and bureaucra-
tization of research.

Now, however, writes Don Doig in a study for the
Cato Institute, “A groundswell of discontent has arisen
in the U.S. scientific community, fueled by uncertainty
of federal funding, censorship, red tape, and assorted
other ills.”

One major problem is the increased bureaucracy as-
sociated with federal funding. Doig reports estimates
that in 1978 a total of about 47,500 grant proposals for
scientific research were submitted to various federal
agencies. The total time investment by those writing the
proposals and by scientists reviewing them for the agen-
cies is some 3,300 man-years, time taken away from re-
search. Since most university researchers spend about

half their time in teaching-related duties, this figure rep-
resents the entire equivalent research time of 6,600 aca-
demic scientists.

Massive federal funding has clearly increased the
amount of research being done by American scientists
(unless that increase is completely offset by the added
red tape), but it is not clear that quality has increased
commensurately. A new book, Betrayers of the Truth:
Fraud and Deceit in the Halls of Science, by William
Broad and Nicholas Wade, suggests that there are too
many scientists writing too many papers. The authors
say that most published papers are worthless, are never
cited by other scientists, and serve only to gain tenure
for the writers.

When government becomes the primary source of re-
search funding, it gains a significant degree of control
over the scientific community, and much effort is de-
voted to gaining a piece of the pie or seeking control
over the funding agencies. As in other areas of political
and economic life, we face the problem identified by
F.A. Hayek in The Road to Serfdom almost 40 years
ago: As the state becomes increasingly the primary
source of wealth and prestige in a society, individuals
and groups will turn their efforts to acquiring control
over the state instead of more productive endeavors.

The way the process can work in research and aca-
demia was illustrated in a Village Voice article last sum-
mer on the struggle between neoconservatives and tradi-
tionalist conservatives to gain control of the National
Endowment for the Humanities. The Voice explained
why such control is important:

The NEH has a ripple effect on university hiring and
tenure, and on the kinds of research undertaken by
scholars seeking support. Its chairman shapes the
bounds of that support. In a broad sense, he sets stan-
dards that affect the tenor of textbooks and the con-
tent of curricula. . . . Though no chairman of the
NEH can single-handedly direct the course of Ameri-
can education, he can nurture nascent trends and take
advantage of informal opportunities to signal depart-
ment heads and deans. He can “persuade” with the
cudgel of federal funding out of sight but hardly out
of mind.

Participants in the federal funding process, from re-
searchers to agency administrators to presidents, know
how powerful a force the federal government can be. It
should come as no surprise to us, then, if a new adminis-
tration battles with entrenched groups for the right to
wield that power. The solution is not a new EPA admin-
istrator, a new president, or new rules. The solution is to
reduce the power the federal government holds by re-
ducing or eliminating its ability to dole out funds. M
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purchasers and the other allows equal
access to all.® In practice, there are no
goods for which exclusion of non-
purchasers is impossible. As Tyler
Cowen writes, “The costliness of exclu-
sion is not an intrinsic function of the
good, but rather it depends on how the
good is supplied and at what levels it is
produced or consumed.’

The cost of producing any service or
good includes not only labor, capital,
marketing, and other cost components,
but also fencing (or exclusion) costs as
well. Movie theaters, for example, in-
vest in exclusion devices like ticket win-
dows, ushers, and walls, all designed to
exclude noncontributors from enjoyment
of its service. The costs of exclusion are
involved in the production of virtually
every good imaginable. There is no
compelling justification for singling out
some goods and insisting that the state
underwrite their exclusion costs simply

‘because of a political decision to make

the good available on a nonexclusive
basis, which decision is itself the relevant
factor in converting what could be a
private good into a public good.

Further, the argument for state pro-
vision is framed in purely static, rather
than dynamic, terms: given a good, for
which the marginal cost of making it
available to one more person is zero (or
less than the cost of exclusion), it is inef-
ficient to expend resources to exclude
nonpurchasers. But this begs the ques-
tion. Since we do not live in a world
where goods are a given, but have to be
produced, the problem is how best to
produce these goods. An argument for
state provision that assumes the goods
are already produced is no argument at
all.

If a good can be considered either a
private good or a public good, the dis-
tinction begins to break down. Few if
any of the goods now provided by the
state fall strictly within the standard
definitions of public goods (most do not
even approach jointness of supply), and
it is often forgotten that the state also in-
vests in exclusion devices to bar from en-
joyment of goods those who refuse to
pay the taxes that support them: The
mechanism includes the Internal

Revenue Service and the federal prison
system, and it is by no means clear that
this draconian system is superior to its
noncoercive free-market alternatives.

Government Failure

The most serious flaw in the public-
goods theory of state action lies in the
standards of comparison and the
divergence between the incentives
necessary for efficient provision of
goods and the incentives actually
guiding political action. The voluntary
market is held up to an impossibly exact-
ing standard and found wanting (in
theory, if not in practice); it is then
asserted that the state “must” take action
to provide an optimal supply of goods.
With Alfred Marshall, we should ask
proponents of this approach, “Do you
mean Government all wise, all just, all
powerful; or government as it now is?”
As economist William C. Mitchell notes,
“The production and distribution of
government services is guided not by
profit possibilities, based on consumer
preferences and production costs, but by
the electoral aspirations of politicians
and the budget-maximizing activities of
bureaucrats.”® If voluntary market
mechanisms can be criticized for being
insensitive to the preferences of con-
sumers, the state must surely fare even
worse in the comparison. The incentives
faced by political decision-makers are
likely to generate consequences far more
perverse than those faced by consumers
and producers in free markets. These
consequences have been well docu-
mented in the burgeoning literature of
public choice (for example, uneconom-
ical overproduction of some goods,
elimination of possibilities for incre-
mental choices, and upward redistribu-
tion of income).

Advocates of state action to provide
public goods have failed to justify their
claims; an examination of the incentives
faced by political decision-makers shows
little resemblance to the incentives neces-
sary to provide an optimal supply of
public goods.

But if the case is shaky on theoretical
grounds, it becomes even more so after
examining case studies. For decades,

(Cont. onp. 4)
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economists opined that “even Adam
Smith” supported state-run lighthouses,
a clear case of market failure if ever
there was one. The subject was rapidly
dropped from textbooks after University
of Chicago economist Ronald Coase
published his investigations into the
history of lighthouses in Great Britain.
He showed that lighthouses were effi-
ciently provided on the market (tolls
were collected at ports and were con-
sidered a cost of safe-transit from one
port to another), but were produced in
inadequate supply after the state took
over their production.’ As economist
Kenneth Goldin remarks, “Lighthouses
are a favorite example of public goods,
because most economists cannot im-
agine a method of exclusion. (All this
proves is that economists are less im-
aginative than lighthouse keepers.)”*
Other examples of disparities between
the predictions of public-goods theorists
and the behavior of entrepreneurs in the
market abound.™

Goods with potential characteristics
of publicness are regularly provided on
the market voluntarily through club-
house contracts, through mechanisms
that internalize externalities (for in-
stance, creation of a joint product), in-
clusion of public goods in the overhead
costs of a firm, linkages of the sale and
consumption of public with private
goods, and other means.

Of course, it may be no accident that
the claims made on behalf of state provi-
sion of public goods are not borne out in
practice; as a consequence, perhaps the
theory of government underlying such
claims should be revised. Harvard econ-
omist Joseph P. Kalt suggests that we
should view government “as a means
whereby some free riders are able to
force others to pay for their rides, rather
than as a means whereby we all agree to
coerce ourselves in order to overcome a
free-rider effect that frustrates desires for
public goods.”™ An insight into the real
incentives motivating the recent infra-
structure debate was provided by a
striking advertisement that appeared in
the Washington Post for a new newslet-
ter: “Infra$tructure . . . is a new Wash-
ington ‘buzzword’ for: A. America’s

crumbling physical plant? $3 trillion is
needed to repair highways, bridges, sew-
ers, etc. B. Billions of federal re-
construction dollars? The 5¢ per gallon
gasoline tax is only the beginning. C.
Your bible for infrastructure spend-
ing—where the money is going and how
to get your share—in a concise biweek-
ly newsletter? ANSWER: All of the
above. Subscribe today” (ellipses and
emphasis in original). Infra$tructure, the
ad informs us, is published by “Business
Publishers, Inc., serving industry and
government since 1963.”

Roads and Infrastructure Repair

The public good that dominated
public debate for several months re-
cently, and which is likely to occupy a

“Government has
failed the public-
goods test, and it is
time to let the market
succeed.”

————

central place in the near future, is road
and mass transit provision. Though the
issue was imbedded in a more general
“Chicken Little”-like panic over the
nation’s "“crumbling infrastructure,” light
may be shed on the entire infrastructure
debate by examining the case of
transportation.

To begin with, the infrastructure is
not in the alarming state the public was
led to believe.” The changing age
distribution of the interstate highway
system has been the primary fact cited in
support of claims that the system is
crumbling; but older does not always
mean worse. There is a no evidence to
support the “universal collapse” thesis
that garnered so many headlines in the
recent debate. Road conditions vary
widely from one locale to another, and
the comprehensive Department of
Transportation study on road condi-
tions concluded that “the great majority
of pavement in both urban and rural
areas was in satisfactory or good condi-
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tion.”™ The most recent federal report
showed some decline, but pavement
deterioration differed widely from state
to state and was hardly of sufficient
magnitude to be called a crisis.”

It is also unclear what is being pur-
chased when roads are repaired. A re-
cent Federal Highway Administration
study makes clear the need for a signifi-
cant reevaluation of current thinking
about the importance of road condi-
tions.” The study concluded that both
accident rates and fuel consumption, two
of the most important factors considered
in road work cost-benefit analysis, are
not influenced by pavement condition
(for the range of conditions commonly
encountered in the U.S.). Only nonfuel
operating costs were seen to be so in-
fluenced. The assumptions underlying
most cost-benefit analyses and informing
public discussion for the past two
decades may have been wrong.

Further, in the absence of markets,
mechanisms for judging claims about
repair or construction “needs” are in-
sufficient at best. The needs presented to
the public most commonly emanate
from engineers or bureaucrats; the
former often take little or no account of
cost constraints (if a facility is not
perfect, it is not good enough), while the
latter's situation encourages budget-
maximizing activity, including inflation
of claims on the treasury. The hybridiza-
tion of the two in government agencies is
particularly likely to lead to extraor-
dinary ‘needs” and uneconomic budget
demands.

But perhaps most important, the
problem is fundamentally one of
management, and it is here that state ac-
tion has shown itself to be most un-
economical and inefficient. A dispro-
portionate amount of total funds allo-
cated for public works has gone into
new construction, due to federal
matching-fund policies. The capital
structure of public goods has been
seriously distorted in favor of new con-
struction and away from maintenance
and repair, as state and local govern-
ment jurisdictions allocate scarce funds
in order to receive federal matching
funds for new construction. This is true
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not only of roads and bridges, but also of
sewage systems, water treatment and
control, and other facilities as well.

This should not be surprising, given
the political incentives in favor of new
construction (with the possibilities of
cost overruns, consultant’s fees, facilities
named after political figures, and the
like) rather than maintenance of existing
facilities. As has been commented, “No-
body ever held a ribbon-cutting cere-
mony over a filled pothole.” The “Iron
Triangle” system that dominates con-
gressional action manifests itself in
public-works programs as well as in de-
fense, energy, agriculture, and other
state-subsidized industries.”

In the case of transportation, use-in-
efficiencies and wealth transfers have
been generated by the massive subsidiza-
tion of interstate highways. While taxes
are levied on fuel, tires, and other ve-
hicle operating cost components, some
asers have managed to benefit at the ex-
pense of others. Most road damage is the
.result of heavy-vehicle operation, yet
heavy vehicles bear little of the cost for
road repair and maintenance. An Ore-
gon Department of Transportation Cost
Responsibility Study in 1980 showed
that the per-mile cost responsibility of
an 80,000-pound truck is roughly 16
times greater than that of an automo-
bile.”® Yet the 80,000-pound truck con-
sumes only three-to-four times the fuel
consumed by the average automobile
over a comparable amount of travel
(and hence only three-to-four times the
fuel taxes).

Rational road pricing would most like-
ly require differential fees based on ve-
hicle weight, weight distribution
(number of axles), and distance travel-
ed.” But the imposition of damage-based
weight-distance taxes, while encouraging
more efficient road use, would not ad-
dress the structural incentives for ineffi-
cient resource allocation that are un-
avoidable in state-managed enterprises.
Demand would be affected, but not
supply. The political incentives for
wealth transfers would far outweigh any
incentives for efficient management that
weight-distance taxes might introduce.

“Even” Adam Smith was aware of the

political incentives attending tax-
financed roads: “A magnificent high
road cannot be made through a desart
country where there is little or no com-
merce, or merely because it happens to
lead to the country villa of the intendant
of the province, or to that of some great
lord to whom the intendant finds it con-
venient to ‘make his court. A great
bridge cannot be thrown over a river at
a place where nobody passes, or merely
to embellish the view from the windows
of a neighboring palace: things which
sometimes happen, in countries where
works of this kind are carried on by any
revenue other than that which they
themselves are capable of affording.””
Far more feasible than partial and
one-sided fixes like weight-distance taxes

“The argument for
state provision of
public goods is framed
in purely static, rather
than dynamic, terms.”

is the introduction of a true market sys-
tem, entailing freely transferable proper-
ty rights. Under such a system, costs and
risks would be borne privately rather
than publicly, efficiency would be
generated by a rational pricing system,
and transportation decisions would no
longer be held hostage to the aspirations
of the “road gang” of politicians, bu-
reaucrats, and construction-industry
lobbyists. Roads, like other elements of
the economic infrastructure, are neither
nonrivalrous in consumption nor incap-
able of supporting exclusion devices for
nonpurchasers.

The inefficiencies and distortions
generated by state usurpation of the
market can be eliminated by movements
toward true markets. Proposals to in-
troduce efficient production and mainte-
nance of higher order public goods (in-
frastructure) via privatization are
eminently practical. John Semmens,
senior economist for the Arizona Depart-
ment of Transportation, has a detailed

plan for privatizing that state’s highway
system.” The plan would entail putting
the state highway system on a non-tax-
supported basis and then requiring di-
vestiture to the market sector of all
segments whose revenues from tolls fail-
ed to cover their costs of operation. Non-
bureaucratic management, argues Sem-
mens, is likely to turn “losers” into “win-
ners” through entrepreneurial alertness to
possibilities for cost-cutting innovation,
marketing, and other opportunities for
new combinations of factors of
production.

Semmen’s strategy for introduction of
efficiency through real markets could be
implemented on a more piecemeal basis
as well. Much of the funding in the so-
called repair bill passed by Congress is in
fact intended for new construction of
gaps in the interstate highway system.
Construction of these gaps, amounting
to 3.7% of the total 42,944-mile system,
will cost the taxpayers some $40 billion
under current cost estimates.”” The con-
struction should be opened to private
enterprise, with the right to charge tolls
and reap profits as the incentive. Some
projects may not be undertaken (a likely
example is New York’s multibillion dol-
lar Westway), but that will reflect an en-
trepreneurial estimate of costs and
benefits, rather than pork-barrel deci-
sions based on political incentives.

Voluntary market ownership and
management of the infrastructure need
not be limited to roads. Mass transit is a
prime candidate for rapid privatization.”
Other services—including water and
sewage treatment, solid-waste collection
and disposal, and fire protection —
would also benefit from privatization.

Present financing difficulties faced by
federal, state, and local governments are
already leading to moves away from
general revenue tax financing to user fees
and tolls.” The introduction of market
pricing structures should be completed
by allowing freely transferable property
rights as well. Government has failed the
public-goods test, and it is time to let the
market succeed. |

1Lester Thurow, however, argues that certain kinds of
income redistribution qualify as public goods. See “The In-
come Distribution as a Pure Public Good,” Quarterly Jour-

(Cont. onp. 11)



- PoLICY REPORT

Deregulating Money and Banking

Every month the Cato Institute spon-
sors a Policy Forum at its Washington
headquarters, where distinguished anal-
ysts present their findings to an audience
drawn from government, the public pol-
icy community, and the media. A recent
Forum featured Lawrence H. White, as-
sociate professor of economics at New
York University and author of Free
Banking in Britain (Cambridge Univer-
sity Press, forthcoming). Commenting
on White's talk was William Niskanen, a
member of the President’s Council of
Economic Advisers.

Lawrence White: My approach to the
questions of monetary policy, unlike
most other economists I see addressing
the issue, isn't to argue that the
problem is that the Fed is misbe-
having and the solution is that the
Fed should start behaving in a proper
way. | prefer to look at the more
basic issues and argue that instead of just
giving the Fed better advice, we ought to
look at the question of whether the pub-
lic should be subject to the vagaries of
Fed policy at all. The most fundamental
question of monetary policy is: Does
government have any legitimate role to
play, either in producing money itself or
in regulating private firms who do pro-
duce money?

When [ say money I'm blurring an im-
portant distinction. There are basically
two kinds of money in our economy:
basic cash, which in our economy is pro-
duced by the Treasury and the Federal
Reserve System; and bank liabilities,
such as deposits which are transferable
by check. Typically these are privately
produced, and their value derives from
their being redeemable for the basic
cash. The distinction between these two
kinds of money is usefully expressed by
calling the one “outside” money, that is,
issued outside the banking industry; and
the second, “inside” money. So the ques-
tion of market provision or government
provision breaks down into two sub-
questions: should we deregulate the pro-
vision of “inside” money, and should we

denationalize the provision of “outside”
money. It's possible to answer "yes” to
one question and "no” to the other, al-
though I'm going to answer “yes” to
both.

Why have even free-market monetar-
ists been reluctant to endorse free mar-
kets in banking or deregulation of bank-
ing to the full extent? What are the argu-
ments against it? It seems that in large
part the skepticism—or sometimes
hostility—toward deregulation is based
on economists accepting at face value
certain historical myths which have
grown up concerning the way that free
banking—as it was called—operated in
the 19th century. For instance, there’s a
passage in Friedman's Program for

A
Cato Institute

Policy
—Forum—

Monetary Stability in which he argues
that if banks issue currency there will in-
evitably be a lot of fraud and the banks
will inevitably be driven to over-issue the
currency. In fact, if you look more
carefully at the historical record, and
especially at the record of free banking in
Scotland, as I have in my forthcoming
book, you don't find any of these things
that economists fear.

If you look more closely at the Ameri-
can experience with what was called free
banking, you find that all the problems
with it were created by certain regula-
tions that hemmed in the system. In par-
ticular, what was called free banking was
simply the system that eliminated the
need to get a special charter from a state
government. But to open a bank, one
had to buy state bonds. It was primarily
a scheme for selling state debt to the
banks. And what this requirement did
was to force banks to hold a large share
of their assets as state government debt
rather than being able to spread their
portfolios normally.

A recent article in the Federal Reserve
Bank of Minnesota Quarterly Review
looks at this problem of bank failures in
the United States in the 19th century
under the free banking system. What the
authors (Arthur Rolnick and Warren
Weber) find is that most of the fail-
ures—almost all—occurred during peri-
ods of declining state bond prices. The
banks were being forced to hold their
assets not in a normal diversified way,
but in a certain kind of asset, namely
state debt. And when that asset fell in
value the banks became insolvent and
therefore had to suspend payments. So
again the problem here—the reason there
were so many bank failures—was not be-
cause there was competition, but because
there was this peculiar regulation on the
banks.

Looking at the Scottish experience,
which is the only long-lived example in
history of a really free banking system,
we find first that there were no wildcat
banks. There were no banks that were is-
suing bank notes and then disappearing
when people came to redeem them. Sec-
ond, there were no systemwide over-
issues that meant that the entire system
had to suspend payments. Third, there
were no major problems with fraud or
with counterfeiting. Sometimes it will be
argued that you can't have a lot of differ-
ent brands of currency because that will
make counterfeiting of currency easy. In
fact, it makes it harder, although the
argument’s a little complicated, so I
won't get into it.

Fourth, there weren’t any runs on the
banks or any financial panics of the sort
you found in the United States and in
England. The reason you found them in
the U.S. and in England were, again, re-
strictions on bank capitalization that
made the banks very failure-prone be-
cause they weren’t able to raise enough
capital to diversify their assets. There
were business fluctuations, of course, but
you didn’t find banks failing in droves
during downturns in the business cycle.

Fifth, you didn’t find any pyramiding
of reserves such as you found in England
and the U.S. where some banks would
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place their reserves with other banks and
other banks would place them with one
or a very small number of banks, and
therefore the whole system became very
sensitive.

And finally, it's been argued by some
people—particularly Allan Meltzer—that
a free banking system creates risk and
thus will impede the growth of the
economy. If you look at the Scottish
economy you don't find any evidence of
that sort at all. It grew very rapidly dur-
ing the Industrial Revolution, more rap-
idly even than England. So there isn't
any evidence that competition in bank-
ing would impede growth. In fact there's
reason to believe the opposite, since you
have more efficient intermediation—that
is, more efficient matching of people who
want to borrow money with people who
want to lend money.

Let me turn now to the more contro-
versial question, of “outside” money or
the basic cash in the system. Is it neces-
sary for government to produce that?
This question has been brought to prom-
inence recently by the work of Friedrich
Hayek, who published a booklet in 1976
entitlted The Denationalization of
Money.

The person who's in favor of dena-
tionalizing “outside” money is some-
what at a disadvantage in stating his
case. That is, somebody who favors
government production of “outside”
money, for example a monetarist, can
tell you precisely what he wants govern-
ment to do and how the money industry
would work. The government will target
the monetary base or M-1, and it will
supply reserves in a certain way. And he
can map out a very specific rule for how
the money supply will function. Well,
I'm at a disadvantage because in advo-
cating competition I can’t spell out in de-
tail all the changes that would mean.
And that's because an essential part of
competition is the freedom of entrepre-
neurs to innovate and for institutions to
evolve in ways that we can't foresee. As
Hayek has remarked, competition is a
discovery procedure. Its results are dif-
ferent from what anybody could predict
or deliberately bring about, and in fact
that's the advantage of competition.

It seems to me that a free banking sys-
tem based on convertibility into gold or
silver is the system that would have
evolved if governments hadn't gotten in-
volved in the monetary system in the
first place. The reason we have govern-
ment-issued fiat currencies today is only
because governments first monopolized
the coinage, and second monopolized
the issue of bank notes that were conver-
tible into coins through the creation of
central banks. The idea that central
banks arise naturally is a myth in my
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view. The third step was to suspend con-
vertibility. First you get the economy us-
ing central bank money as the only sort
of paper money in the system, and then
once people are used to it you eliminate
convertibility into gold or silver, and
this paper which is now irredeemable
continues to circulate. Historically that's
what you find.

There's no evidence that the produc-
tion of bank notes that are convertible
into gold is a natural monopoly.

The question’s a little more compli-
cated when you deal with fiat currency,
irredeemable currency. There is a ten-
dency in an economy for everybody to
use the same basic money, the same
monetary standard, and that’s because
the benefit money provides to people,
the reason it emerges in the first place, is
that people want to use the most market-
able good in the economy. They want to
hold inventories of something they can
usually make payments with because
people will routinely accept it. Well,

that process tends to snowball; that is,
one or a very small number of things,
become the most acceptable. So if fiat
money is what's being used in the econ-
omy, it's plausible that one fiat money
will be able to outcompete multiple fiat
monies. Even if this is true, that doesn’t
rationalize barriers to entry; that is, if
that were true, then government wouldn't
need to prevent anybody else from try-
ing to produce fiat money. Nor would it
even follow that fiat money should be
nationalized. It might be better to have a
private producer who is disciplined by
potential competition or from competi-
tion at the borders from other nations.

Basically, to use this natural monop-
oly argument that government should
produce fiat money is to beg the ques-
tion of why we should have fiat money
in the first place. Why fiat money rather
than commodity money? Where is the
evidence? When economists make rec-
ommendations as to what's efficient
they’re supposed to be taking consumer
preferences as given and talk about a
policy as an efficient way of meeting
given consumer preferences. My ques-
tion is, where is the evidence that con-
sumers prefer fiat money to. commodity
money. As far as I know, there aren't
any historical cases in which fiat money
voluntarily supplanted commodity
money.

That's sort of a cheap argument be-
cause if you take seriously the idea that
everybody tends to converge on a single
money, then it becomes impossible to
switch from one monetary standard to
another. Everybody is waiting for some-
body else to go first. Meanwhile, he pre-
fers to use a lousy money that every-
body is using rather than a good money
that nobody’s using. So if you're going
to choose between fiat money and a gold
standard, you have to do it at a consti-
tutional level, as the public-choice peo-
ple call it.

What are the arguments that would
appeal to people in a constitutional set-
ting? A common argument is that com-
modity money is too expensive. Why
should we use gold when paper can
serve quite as well? Milton Friedman
once made an estimate that it might cost

(Cont. onp. 8)
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212 % of an economy’s GNP to provide
a commodity money. If you look care-
fully at how he got that estimate, he got
it by assuming that 100% of the aggre-
gate we now call M-2 is backed by gold.
This obviously is going to give a very
high estimate if you assume that every
dollar has to be backed by a dollar's
worth of gold. But if you look at the re-
serve ratios that the Scottish banks used
under free banking and recalculate what
the resource cost is in terms of annual
GNP, it comes out to 1.4 one-hun-
dredths of 1%, or 14 one-thousandths
of 1% of annual GNP. This is a fairly
trivial number in terms of the lost GNP
from monetary instability.

It's certainly plausible that consumers
would find this cost worth bearing. I
don't think economists are in a position
to divine consumers’ preferences. Con-
sumers should recognize that if you cre-
ate a fiat money you're giving govern-
ment the temptation to pay its bills by
printing up more fiat money.

My conclusion is that there really isn’t
any justification for government’s pro-
duction of “outside” money, and in fact
government production of “outside”
money is responsible for inflation and
recessions. Well, what's to be done? The
very least is to get rid of the legal bar-
riers that prevent private moneys from
competing with the government's cur-
rent monopoly.

But would this be enough? Would this
really insulate us from the damage the
Fed can do? Unfortunately, I don't think
so because of this problem of the persist-
ence of the entrenched money. I don't
think a parallel monetary standard could
get much of a foothold.

So there are two ways, as I see it, of
neutralizing the Fed’s ability to do mone-
tary damage. A moderate policy is to
freeze the monetary base. A more thor-
ough policy is to retire the stock of fed-
erally issued money, that is, federal re-
serve notes and treasury coins, by re-
deeming them for gold or silver. Given
this tendency of an economy to con-
verge on a single “outside” money, I
think converting to a precious metal-
based monetary system seems our best
hope for a competitive supply of money.

William Niskanen: The position of the
Council of Economic Advisers and the
administration these days on monetary
policy is absolutely clear. It ranges all
the way from the Fed can do no harm to
the Fed can do no good.

What position has to bear the burden
of proof? Most of us in this room share a
political philosophy that suggests that the
burden of proof rests on those people
who propose restrictions on consensual
relations of any kind. The effective bur-
den of proof in the political system is on
those people who are proposing change
of any kind. And within the government

William Niskanen

the effective burden of proof is on those
people who have proposed reducing the
discretion of the government. So I think
to be realistic and to bring scholarly
work to the attention of people who will
ultimately have to make these decisions,
we libertarians should recognize that we
bear the effective burden of proof rather
than those people who promulgate re-
strictions on consensual relations.

I think it's important in this regard to
review the history of managed money in
the United States. As a non-specialist my
perspective on this is the following: The
history of managed money in the United
States is awful, but it is not clearly worse
than the major historical alternatives.

We experimented with a variety of
monetary arrangements in the first 150
years of our constitutional history, and
during that period of time there were
three attributes of that experience that
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we should recognize. There was a rela-
tively high variance of both the price lev-
el and of aggregate output, relatively
large swings in prices and in output. The
period was roughly equally divided be-
tween recoveries and recessions. In other
words, the recessions lasted roughly as
long as recoveries. But over a quite long
period of time there was no net infla-
tion—in the sense that as well as we can
measure it, the price level in, say, 1790
was not that different from in 1940.

During the last 40 years, we've had
more close attention by the government
to manage money for whatever pur-
poses, but it has been manifested by the
following characteristic—at least to the
extent that we can compare data over
such periods. There has been a relatively
lower variance of prices as well as quan-
tity. Periods of recession are characteris-
tically about % the length of the recov-
eries, and there has been a quite strong
inflation bias during this period of time.

So within the last 40 years, we have ex-
perienced a trade-off of a lower variance
of price and quantity for a quite clear in-
flation bias. To put that in perspective,
however, it should be recognized that in-
flation is one of several forms of tax in-
struments available to the federal govern-
ment—none of which are particularly
desirable and all of which are distortive.
It is not clear, at least on a priori
grounds, that inflation is a clearly more
distortive tax than other forms of taxes
that are available to us.

I am not familiar with the detailed ex-
perience of the Scottish free banking epi-
sode. I do want to express some puzzle-
ment, however, why that episode ended
during what was otherwise the most
classically liberal period of economic
policy-making in English history. We
should all recognize that monetary his-
tory suggests that people are prepared to
pay a very high cost to use a common
currency—that is, that it takes an extra-
ordinary rate of inflation as well as ex-
traordinary marginal tax rates to lead to
much of a flight from the money econ-
omy into barter and the underground
economy.

We should also recognize that there
are some kinds of alternatives available
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now. Since 1977 gold clauses have been
allowed in contracts, but to my knowl-
edge there has been almost no use of
such contracts. Apparently, according
to a footnote in Larry’s paper, the Secret
Service has not yet prosecuted some-
body who has issued some gold certifi-
cates. Whether that will happen in the
future is not too clear.

Let me suggest that I think the only
realistic approach toward pursuing the
ideas that Larry has suggested is to con-
tinue what has been a quite rapid de-
regulation of “inside” money that has
occurred in the last several years.

the argument that Larry uses in his
paper. He proposes several progressive
steps, which I think most of us can en-
dorse, and I think there is some real po-
tential for taking those steps. He asks,
would these be enough to allow private
producers of “outside” money to com-
pete with the Federal Reserve. And he
says unfortunately it most likely would
not be. And, in part, the case based on
what we both recognize is a very high
premium that people are willing to pay
for a common monetary unit.

But then his solution to achieve pri-
vate banking is to restrict competition

-~

To date, I think it is quite clear that
financial deregulation has not so much
triggered changes in the money markets,
but that the money markets have so far
outrun the existing structure of financial
regulation that the regulation has been
largely trying to catch up with reality.
It's like Jerry Brown's favorite trick of
waiting to see which way the crowd is
going, running out in front and calling
himself the leader.

1 think that there is a case for progres-
sively reducing some of the penalties
that Larry mentions on the private pro-
vision of “outside” money. If that kind
of approach is not enough, however, I
see no basis for expecting that we can
make the kind of constitutional case that
Larry suggests may be necessary. In the
absence of a revolution, we are not like-
Iy to make a wholesale substitution of
private money for public money. In that
regard, I'm a little bit perplexed about

from the government. I find this a rather
strange argument, because a good bit of
his earlier argument is that the private
banking disappeared because of govern-
ment restricting the opportunities for
private banking, and now he’s saying
somehow that the potential for bringing
about a private banking system is depen-
dent on, in effect, taking political ac-
tion—not to reduce the political restric-
tions on private banking, but to go
beyond that and to impose a political re-
striction on the dominant form in which
the Federal Reserve Board provides a
public money.

But if we are to make a case for this to
the larger community, I think we're go-
ing to have to make a step-by-step case.
And if it turns out that a step-by-step ap-
proach is not going to lead to this end
that may be desirable, then it’s not going
to happen. I cannot imagine political
processes taking the kinds of measures

which Larry apparently seems convinced
are necessary to make private banking
the dominant monetary system.

White: I certainly appreciate that the
burden of proof is on those of us who
advocate change, especially sweeping
change, and that’s especially true here in
Washington. I'm encouraged by the
amount of research that’s going on cur-
rently, trying to meet that burden of
proof.

Why did the episode of Scottish free
banking end? It turns out that it didn't
have anything to do with the desire for a
common currency unit, because the laws
that ended it did not in any way pro-
mote a common currency unit. Scotland
and England were both on a gold stan-
dard and the exchange rate between
them was fixed.

What happened was that the English
government wanted to impose uniformi-
ty on the banking system throughout
Britain.

The way they overcame the objections
of the Scots was that they simply grand-
fathered in all the existing banks; that is,
it wasn’t a wholesale elimination of the
autonomy of the Scottish banking sys-
tem. It simply froze entry into it and
froze the market shares of the existing
banks that were issuing bank notes. And
so the banks that were existing thought
that this was a great thing. They no
longer had to compete with each other,
and they no longer had to worry about
new competitors entering the markets.
Today there are three left.

The last question is: Why do I want to
restrict competition by the government
with private firms? This question isn't
peculiar to money. We could ask this
question with regard to the post office.
Do we want just to allow private firms
to compete with the post office, or is
there some rationale for allowing the
U.S. Postal Service to exist in the form
it's in? Well, I have no objection to the
post office competing on equal terms
with other mail carriers, but I've never
heard of a government firm that com-
peted on equal terms with private firms.
It seems to me that if it's on equal terms,
it's become a private firm.
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How Regulation Creates Special Interests

The Political Economy of Deregulation,
.by Roger G. Noll and Bruce M. Owen.
American Enterprise Institute, Washing-
ton, D.C., 1983. 164 pp. $15.95/%$7.95.
The Political Economy of Deregulation
consists of an illuminating introductory
essay on the role of interest groups in the
deregulatory process and five case studies
by noted scholars and participants in the
process. The volume provides a useful
"score card” for identifying the “sides” in
six ongoing conflicts over deregulation
(television syndication, federal speed
limits, real estate rebate practices, in-
troduction of new drugs, automobile
emission standards, and natural-gas pric-
ing). Noll and Owen also elaborate on
two general themes: “Regulation itself
can create or reinforce interest groups
and . . . it is possible to make predic-
tions about which groups affected by
regulation are likely or unlikely to
coalesce into effective interest groups.”
Their study includes a detailed review of
the arguments likely to be advanced in
opposition to deregulation by groups
that benefit from continued regulation.
The book’s main interest lies in its sys-
tematic identification of those groups
who benefit and those who lose in the
regulatory process and their activities on
behalf of their interests. Its unique contri-
bution, however, lies in the discussion of
how regulation can create opponents of
deregulation out of opponents of regula-
tion. By imposing various barriers to en-
try or lump-sum costs on market par-
ticipants, groups that opposed the
regulations in the past, but which have
already undergone the costs, may be in-
duced to oppose their elimination be-
cause of the barrier to entry such costs
represent for new firms. In addition, the
elimination or weakening of- existing
“losers” following the imposition of regu-
lation and the consequent strengthening
(or creation) of “winners” can act to ce-
ment the regulatory apparatus more
firmly in place: “A regulation can be
more strongly advocated once it is in ef-
fect than when it was being considered.
Initially, the source of participation will
be the anticipated effects on the groups

that are organized to participate in the
debate. When regulation is in effect, the
losers will have been weakened and some
will have disappeared. Meanwhile, in-
terests created by unanticipated side ef-
fects will advocate continuation of the
regulation, although they did not par-
ticipate initially.”

Well-documented case studies are pro-
vided by Andrew S. Carron (“The Politi-
cal Economy of Financial Regulation”),
Joseph P. Kalt (“The Creation, Growth,
and Entrenchment of Special Interests in
Oil Price Policy”), Marcus Alexis (“The
Political Economy of Federal Regulation
of Surface Transportation”), and Alfred
E. Kahn (“Deregulation and Vested In-
terests: The Case of Airlines”). Each pro-
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vides useful information on the political
struggle over wealth that lies at the base
of governmental regulation, as well as
numerous insights into the dynamics of
that struggle.

In light of this focus on political strug-
gle, it is somewhat puzzling to read, in
Noll and Owen’s introductory chapters,
of “the responsibility of the regulator,”
“the task of the regulator,” and so on.
Regulators are treated as being somehow
external to the political struggle, rather
than as an integral part of it. This de-
tracts from the force of Noll and Owen's
evaluative framework, but it does not
detract from the value of the information
they provide. The Political Economy of
Deregulation is an important new book;
an understanding of the data it presents is
essential to understanding the ongoing
debates over deregulation.

Studies in Business Cycle Theory, by
Robert E. Lucas, Jr. MIT Press, Cam-
bridge, Mass., 1981. 300 pp. $19.50/
$9.95.

The best essays of Robert Lucas on
business-cycle theory have been col-

lected in this recent volume. These
essays, previously available only in aca-
demic journals, are now accessible to
both policymakers and the general
public.

Lucas’s influence on economic theory
and economic policy has been profound.
One colleague referred to him as "the
dominant figure in American macro-
economics,” while Fortune magazine
labeled Lucas “the intellectual leader of
the rational expectations school.” The
phrase “rational expectations” summar-
izes Lucas’s theory that people will ra-
tionally forecast future government
policy and take steps to counteract its in-
fluence. Thus, policymakers will find it
difficult, if not impossible, to “fool” eco-
nomic actors with monetary and fiscal
policy. For instance, Lucas has been a
strong critic of the Keynesian notion that
inflation will decrease unemployment by
fooling workers into thinking their real
wage offers are being increased. Instead,
Lucas argues that workers also know that
prices are going up and that the inflation
will fail to increase either employment or
real output.

The rational expectations school has
formulated a systematic critique of
government policy based on the above
argument. At worst, random govern-
ment policies can be destabilizing (if they
are not anticipated), while at Dbest,
systematic government policies will be
ineffective (if they are anticipated).
Therefore, all the government should
hope to do is provide a stable framework
for market behavior and economic
growth. Most of Lucas’s essays are de-
voted to making the theoretical case for
this proposition.

There are two particularly outstanding
essays in Studies in Business Cycle
Theory. The first, “Econometric Policy
Evaluation: A Critique,” provides a
hard-hitting assessment of the econo-
metric models used for macroeconomic
stabilization. Lucas argues that these
models are misleading since they do not
account for the fact that people adjust
their behavior in light of both announced

and expected economic policy. He argues

POLICY REPORT

that the case for inflation assumes that
people actually are systematically fooled
the way that econometric models postu-
late they are. Thus, it is no surprise that
the use of these models has led to eco-
nomic and political disaster. The second
essay of note, “Understanding Business
Cycles,” argues that many kinds of infla-
tion tend to destabilize individual be-
havior and lead to business cycles.

Despite Lucas's well-taken point that
the main role of government is to provide
a stable framework for economic
growth, some of his policy conclusions
are somewhat disappointing. For in-
stance, Lucas advocates a 4% money-
supply growth rule. However, both
political incentives to inflate and the
well-known inability of the Federal
Reserve System to control or even esti-
mate the money monetary stability that
Lucas desires. Nonetheless, Studies in
Business Cycle Theory is recommended
+as a good introduction to the rational-
expectations critique of macroeconomic
stabilization policies.

Costs of the Civil Justice System: Court
Expenditures for Processing Tort Cases,
by James S. Kakalik and Abby Eisenshtat
Robyn. Institute for Civil Justice, The
Rand Corporation, Santa Monica, 1982.

91 pp. $4.00

The ballooning costs of the govern-
mental court system have been the sub-
ject of much recent popular debate, but
little work has been done to estimate just
what those costs are. The Rand Corpora-
tion’s Institute for Civil Justice has em-
barked on an ambitious series of studies
to determine what government at various
levels spends on the administration of the
court system and what costs are
undergone by private parties in its use.
The first results of this effort are con-
tained in Costs of the Civil Justice
System. The authors focus exclusively on
governmental expenditures on the pro-
cessing of tort cases, that is, civil wrong
or injury (other than breach of contract),
including personal injury, death, or
property damage.

Kakalik and Robyn examine publicly
available records from U.S. District
Courts and the states of California, Flori-
da, and Washington, where detailed case-
load data on work-time for various court-
related activities are maintained.

The authors find that for state courts,
average judge-time per case ranged from
74 to 139 minutes (depending on the cate-
gory of tort case), while for U.S. District
Court judges it ranged from 120 to 446
minutes. The largest component of total
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judge-time is spent presiding over jury
trials. The average annual expenditure
(including support staff) per state judge
ranged from $261,000 to $383,000, while
it was $752,000 per federal judge. Based
on these and other considerations, the
authors estimate the court expenditures
for processing the approximately 661,000
tort cases filed in state courts of general
jurisdiction in fiscal year 1980 at $264
million (excluding small claims and
municipal courts). The 32,315 U.S.
District Court tort filings cost an
estimated $56 million.

In the section on expenditure per tort
case filed, the authors remark that “since
trials by either judge or jury cost thous-
and of dollars, the government expendi-
ture to process a case of small potential
liability that goes to trial can easily ex-
ceed the amount of the potential finan-
cial liability.” Attempts to estimate and
incorporate private costs incurred will
make the disparity even greater. While
the growth in private arbitration services
in recent years has been limited to
contract-dispute related civil cases, the
enormous and uneconomic costs of gov-
ernments tort processing reported by Kak-
alik and Robyn may indicate that non-
governmental binding arbitration offers
many advantages in this field as well. W
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“To be governed . . .

At least he’s not worried about
Social Security

After two terms as Georgia's gover-
nor, George D. Busbee did what many
outgoing officeholders do: he filed for
his pension and hired on as lawyer with
a high-priced firm.

Only in Busbee’s case, the pension
was based on an unusual claim. Busbee,
55, who by state law had been ineligible
to run for a third consecutive term as
governor, claimed that he was “involun-
tarily separated” from his job.

State Attorney General Michael Bow-
ers agreed, and the state employe retire-
ment board made Busbee the most highly
paid pensioner in state history by award-
ing him $57,648 a year for life under a
provision that allows qualified state
veterans to draw full and immediate
benefits if they are “involuntarily sepa-
rated” from their jobs.

— Washington Post, April 1, 1983

Keep an eye on the special interests

Groups backing 6,500 registered lob-
byists shelled out at least $8,756,609 try-
ing to influence Congress in the final
months of 1982, House and Senate rec-
ords show. And the biggest declared
spender of them all was Common Cause,
the self-styled citizens lobby. . . .

Common Cause, the Washington-

$442,537 on lobbying activities in either
the third or final quarter of 1982. . . .

Following Common Cause were
Handgun Control Inc., which supports
firearms control, $356,443; the Ameri-
can Petroleum Institute, $222,413; the
Sierra Club, $212,052; the American
Postal Workers Union, $176,927; and
the American Medical Association,
$163,717.

—Washington Times, March 31, 1983

Protecting the public interest?

A developer who planned a four-story
office building in the heart of Old Town
Alexandria that its critics say is out of
keeping with its antique surroundings
bowed last night to pressure from the
City Council and agreed to submit new
plans. . ..

“We will bring the design back,” he
said. “We are not going to satisfy every-
one.”

“All you have to do is satisfy seven of
us,” said [Mayor Charles] Beatley, refer-
ring to the seven-member council.

— Washington Post, March 23, 1983

A principled administration

And a presidential aide said he felt
“very strongly the president is on firm
political ground in blasting the banks for
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[withholding] issue, instead of lowering
interest rates.”
He called it ““a matter of principle” for
the president.
— Washington Post, March 30, 1983

A good analogy

“The last time I was alone with [Presi-
dent Reagan], I was in the outer office
setting up for a meeting with business
leaders and he walked in,” [Wayne] Valis
[former special assistant to the president]
said. "I told him who they were and their
concerns about tax increases. He laughed
and said: ‘Very good, fine, maybe we
should feed them some liquor. You
know, the Indians always gave their vic-
tims some liquor before they scalped
them.’”

— Washington Post, March 14, 1983

Big business opposes regulation?

The antideregulation backlash has
now been joined by Republicans and
business people as well as consumer and
environmental activists. . . . Exxon and
Bacardi, companies that spent large sums
meeting EPA water standards, expressed
annoyance when those standards were
eased — “rewarding companies that fail-
ed to comply,” one businessman said.

—Mark Green in The New Republic,
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