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ANOTHER’S CASTLE

Housing Partnerships: A New Approach toa
Market at a Crossroad

by Andrew Caplin, Sewin Chan, Charles Freeman,
and Joseph Tracy

(MIT Press, 1997) 265 pages

Reviewed by William A. Fischel

Suppose your investment advisor proposed the following deal.
You put amost al of your personal savingsin the stock of a
single company. The company makes one product, and it has
one plant. The supposed company isinvolved in an industry
that isfavored by federal tax laws and that has generally
grown in value more rapidly than average. But the industry is
subject to large swings in value caused both by the national
economy and by local and idiosyncratic conditions.

Y ou would probably decline to undertake such arisky ven-
ture. Y et most people make just that investment when they
purchase a home. About two-thirds of American households
own their homes at any given time. Homeowners cannot diver-
sify their portfolios to reduce the risk inherent in owning a
large asset that is fixed in location. They can insure the house
against damage from fires and floods, but they cannot insure
against market meltdown or regional economic swings.

The reason for the lopsided alocation of persona wedlth isfed-
eral tax law. Thetrue subsidy isnot, asis conventionally believed,
the deductibility of mortgage interest and property taxes. It isthat
owner-occupants are not taxed on the income from services that
they, as property managers, provide for themsalves, astenants.
The only country that taxes imputed income from owner-occu-
pied housing is Switzerland, and it hasthe industridlized world's
lowest owner-occupancy rate, about 30 percent.

L owering the homeownership rate to Swiss levels might not
be viewed as a good thing in the United States, though. There
isawidespread belief in this country that owning one’ s home
makes for better citizens and better communities. That belief is
sustained by economic evidence. Local land use decisions,
school quality, and tax rates all affect the value of owner-occu-
pied homes, and that fact induces homeowners to pay more
attention to local political decisions and neighborhood condi-
tions than they otherwise might.

So we have a problem. Homeownership is an awfully risky
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way for most individuals to accumulate wealth. A changein
the tax laws making homeownership aless attractive invest-
ment would reduce that problem by inducing people to rent
and put their savings in diversified mutual funds and such. But
doing so would undermine the homeownership ideal that many
people think isimportant.

Housing Partner ships proposes a solution to that dilemma.
Caplin, Chan, Freeman, and Tracy want to create a market
mechanism that will, in effect, reduce the dollar amount of
individual homeownership whileincreasing (or at least not
reducing) the number of owner-occupants of homes. Their idea
isto encourage institutional investors to purchase half of the
equity in owner-occupied homes from those homeowners who
want to sell. (Half is a convenient division point, not an
absolute necessity in their proposal.)

Here is how it would work: Suppose that | own my home
and have $120,000 in equity. An institutional investor, say a
retirement fund, offersto buy half of my equity. | sell it and
now have a check for $60,000 (less the transaction costs and
possible market discounts) that | can put in amutual fund or
useto pay for my son’s college tuition. | have diversified my
risk and allowed myself to take advantage of possible good
returns from the stock market.

Why couldn’t | just get a second mortgage for $60,000 to do
those things? The bank might not let me. It might figure that if
housing values in my area declined in the future, | might walk
away from the loan. Even if the bank let me borrow, | might be
wary about having too much debt. But if the bank iswary of
lending me $60,000, why would some ingtitutional investor
think it is worthwhile to give me $60,000 simply for astakein
my house? The investor, whom the authors call the *limited
partner,” does not get to live in my home or receive any annual
payment from me. The limited partner only gets a share of the
equity when | finally sell my home. Thusif the total value of
the home grows so that the total equity at the time | decide to
sell is $200,000, the limited partner gets $100,000, and | get
$100,000.

Limited partners would be interested in buying an asset hav-
ing no cash flow because that asset is like no other.
Fluctuations in owner-occupied housing value do not tend to
correlate with the fluctuations of other types of assetsin the
economy. Large investors are on the lookout for assets that
enable them to diversify the risks of their portfolios. And own-
ing a piece of the owner-occupied market would be a good
hedge against inflation. Since limited partnerships could be
packaged and resold in a secondary market much like that for
mortgages, investors al over the world could participate in

« WINTER 1998 69



READINGS

that market. Housing partnerships would be similar to Real
Estate Investment Trusts, which package and resell equity in
commercial real estate.

The equity-sharing proposed by Housing Partnershipsis not
the same as insurance (via futures markets) against regiona
housing market fluctuations. Such insurance has been pro-
posed by Robert Shiller in his 1993 book, Macro Markets. The
authors of Housing Partnerships regard Shiller’ s work as com-
plementary to theirs. But Caplin, Chan, Freeman and Tracy do
not propose to spread risk with an organized futures market
like Shiller’s. They simply divide the unavoidable risks of
homeownership in two by splitting the residual claim.

Other people besides mature homeowners would also be
interested in joining a housing partnership. First-time buyers
often have to stretch quite a bit to make a down payment on
their home. A partner would reduce the down payment by
making half of the purchase price. Many young buyers could
consider buying ahome, especially in locations like California,
where housing prices are high and highly variable. (Some uni-
versitiesin California now offer housing to incoming faculty
in aform similar to the partnership proposed in the book.)
Reducing the down payment burden would thus increase the
number of homeowners.

The housing partnership ideais not all benefit and no cost.
Otherwise, as the authors point out, the idea would have been
adopted long ago. The owner-occupants of the home are called
the “managing partners.” They get to live in the house, but
they also have to take care of it. That makes decisions more
complicated. If the managing partner decidesto redo the
kitchen, that may change the benchmark value of the house.
Because the cost of the new kitchen might not be the same as
the new kitchen’s addition to the house’ s value, the two part-
ners would have to agree on the latter value. In the other direc-
tion, the managing partner might not be inclined to paint the
house as often as the limited partner would, and the house
might unduly decline in value. The problem is not as severe as
having a divorced couple continuing to own a house that one
former spouse occupies, but that analogy might give worldly
readers an outer-range estimate of possible conflicts.

The marvel of this book is that the authors have actually
thought through alot of possible conflicts. If the devil isin the
details, they’ ve done some preemptive exorcism. The book is
not perfect in that respect, though. One error is their assertion on
pages 186 to 188 that real estate agents are unreliable guides for
home buyers because the agent normally works for the seller.
The authors advance that argument as a reason for their partner-
ship proposal, since the professiona “limited partner” would be
amore experienced buyer. That may be true, but their claim that
real estate sales people routinely short-change buyers overlooks
that the agents and the firms they work for are forward looking.
They do most of their businessin a geographically concentrated
area, so they have reputations to worry about. An agent who has
treated buyers fairly—remember, the buyers now livein the com-
munity—gains a good reputation among potential sellersand is
also the best candidate to list the house when the buyers eventu-
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ally become sdllers. In abook that takes a sophisticated view of
markets, the authors' uncritically populist view of real estate
agency isalittle puzzling.

There are enough good ideas and solid explanationsin this
book to overwhelm its lapses, though. It carefully describes
the existing housing-finance market in order to advocate poli-
ciesto facilitate the housing partnership, making theit an
accessible, readable guide to housing finance for both
investors and policy makers. Even readers who are skeptical
of the ultimate utility of Housing Partnershipswill gain a
deeper understanding of the role of housing marketsin the
national economy.

TAXING OURSELVES

A Citizen’s Guideto the Great Debate Over Tax Reform
by Joel Semrod and Jon Bakija

(The MIT Press, 1996) 299 pages

Reviewed by David F. Bradford

| hopeit is clear why the subject of tax reform belongsin a
publication devoted to studying regulations. If not, consider,
dear reader, what you know about tax sheltered retirement
saving or tax planning to time, or defer, capital gains.
Consider what you suspect about the tax aspects of corporate
mergers and acquisitions. Then multiply everything by at least
ten. The U.S. federal income tax constitutes a regulatory struc-
ture that surely rivals in complexity and impact on economic
behavior those directed at telecommunications, financial insti-
tutions, environmental quality, and preventing monopoly, all
combined.

On the jacket of Taxing Ourselves, | am quoted as saying,
“Slemrod and Bakija have packed a wealth of solid economics
into this readable treatment of tax reform issues. It will bea
great resource for students, in school and out, and should be
required reading for policymakers and journalists.” As some-
times happens, | based my assessment on a combination of a
quick skim of the manuscript and my confidence in the senior
author, Joel Slemrod. (No slight is thereby intended to Jon
Bakija; | was simply unacquainted with hiswork.) It is there-
fore with some relief that | have found my opinion only
enhanced by a careful reading of the published book. The
authors have done a remarkable job.

So much for the bottom line. Here is how the book is put
together. It isdivided into three parts. Part | getsinto the
reform of the U.S. federal income tax on individuals and corpo-
rations. Neither federal payroll, estate, gift, or excise taxes, nor
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state and local taxes are discussed. One chapter summarizes
complaints about the system (too complicated; too costly to
enforce and comply with; discourages work, saving, innova-
tion, and entrepreneurship) and sketches the more (national
retail salestax) and less (revisit 1986) radical reforms that
have been circulating in recent public debates. Another chap-
ter puts the income tax in quantitative context: how it com-
pares with other sources of revenue, how it has varied over
time, how the American system compares with those in other
countries, how the tax is constructed out of inclusions, deduc-
tions, credits, exempt amounts, and rate schedules.

In the three chapters of Part 11, the authors take the readers
on a sprint through tax economics. A chapter on fairness
develops the notions of horizontal and vertical equity, espe-
cialy asthe latter relates to altering the degree of inequality of
incomes. Those concepts are fleshed out with data on the cur-
rent situation and recent changes. The authors explain the dis-
tinction between sending a check to the government and expe-
riencing the economic incidence of atax system, i.e. actually
footing the hill, though perhaps indirectly. For example, cor-
porations don’t bear taxes; people do. The authors aso present
estimates of how burdens of federal taxes are distributed.
They go usefully beyond the conventional classification of
people by current income and family status to consider such
dimensions as lifetime income level and birth cohort. A chap-
ter is devoted to the influence of tax policy on “economic
prosperity,” including a survey of the impact of taxes on labor
supply, savings, and growth. Reflecting Slemrod’ s important
research, the third chapter of Part |1 looks at the related sub-
jects of tax complexity and compliance costs.

Part I11 isintroduced by a chapter that devel ops a three-way
parsing of reform proposals. They are classified based on
whether they involve asinglerate (VAT, RST, Hall-Rabushka
flat tax), a consumption base (ditto plus personal expenditure
tax, represented, alas, by the Domenici-Nunn USA Tax, not
the superior Cash Flow Tax described in the Treasury’s 1977
Blueprints for Basic Tax Reform), and/or a“clean” base (ditto
plusthe traditional tax reform agenda). A chapter isthen
devoted to each of the major thrusts of reform options: one to
proposals that would move to a consumption base (which the
authors treat as shifting to entirely new systems of taxation)
and one to step-by-step attacks on such shortcomings of the
existing system as its failure to index the base for inflation,
double-taxation of corporate business, and inconsistent treat-
ment of personal saving. A brief concluding chapter sets out a
“voter’s guide to the tax policy debate,” drawing together
lessons taught in the body of the book.

Two qualities set this book apart from others. Oneisits
grounding in up-to-date economic research, to which Slemrod
has made significant contributions. The discussion is laced
with references to the latest findings about responsiveness to
taxes, costs of compliance, and the like. The second excep-
tional quality isthe book’s success in conveying a high level
of economic sophistication in terms the serious lay person
should be able to understand. | was not bothered by any com-
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promises with technical rigor, in spite of the very sparing use
of economists’ jargon and the absence of apparent formal
apparatus. (Deadweight loss does not make the index, nor, |
think, isit used in the text.) The book is full of lively but not
condescending anecdotes and illustrative material that draw
the reader through some pretty tough stuff.

Examplesinclude:

(2) In describing the potential economic growth conse-
guences of aswitch to a consumption tax the authors
explain why projected increasesin output or income
fail to capture the sacrifice in nonmarket labor time or
early consumption that may be involved. They intro-
duce instead the notion of “welfare” (happinessor utili-
ty) and present appropriately corrected measures that
reflect the increased work and lost leisure embedded in
the uncorrected estimates of economic growth.

(2) The authors correct the common but fallacious view
that, because it would require a higher rate of tax, a
consumption tax would discourage work effort more
than does an income tax. The higher tax rate worsens
the tradeoff between current work and current con-
sumption but the tradeoff between current work and
future consumption isimproved. The net effect is
ambiguous.

(3) Transition costs are clearly explained as is the impor-
tance of the details of how one might get from where
we areto alternative reform systems. Thisis especially
important in considering the possibility of some con-
sumption type taxes.

This book does call up afew quibbles and criticisms. In
company with most other commentators, the authors use the
term “ capital income” without defining it. In their usage, it
appears to cover payoffsto risk taking, innovation, and entre-
preneurial effort, aswell as, simply, waiting, postponing con-
sumption. The point isimportant because consumption-based
taxes are said to exempt capital income from taxation. In fact,
most systems reasonably described as based on consumption
differ from the ideal income system only in the treatment of
waiting and not in the other dimensions. The reward for post-
poning consumption, for simply waiting, is the riskfree return.
A proper income tax imposes atax on the riskfree return; a
proper consumption-type tax (with constant rate over time)
does not. In contrast, rewards to risk-taking, entrepreneurship,
and innovation are taxed by both approaches.

A similar remark appliesto the book’ s use of the term
“wagetax.” Economists are used to thinking in terms of a
world in which a person obtains earnings from work and
chooses how to allocate the proceeds to consumption over
time. In other words, we think in terms of alifetime budget
congtraint. In that model world, there is avery general equiva
lence, correctly explained by the authors, between a uniform
tax on earnings and a uniform tax on consumption. So awage
tax and a consumption tax are equivalent, and they both
exempt capital income.

The ordinary citizen-reader of this book is most unlikely to
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understand those terms in their technical economic meaning. A
wage tax is something paid by rank and file workers, and capi-
tal incomeiswhat Bill Gates gets. It is my hunch that the
authors are not immune to the ordinary citizen’s misunder-
standing of those terms, and the failure to make the necessary
distinction has something to do with their view that adopting a
consumption base would necessarily be aradical change.

Remember that the essential difference between ideal con-
sumption and income taxes is the nontaxation of the risk-free
return on saving by the former. Can it be that allowing people
to obtain thereal, risk-free rate of return would be so radical?
Therea Treasury bill rate has averaged something like 0.5
percent over the last hundred years or so. Even if one argues
that the brand-name quality of T bills pushestheir yield below
“the” risk-freerate, | should think a high estimate would be 2
percent.

My hunch isthat the Treasury, too, failed to differentiate capi-
tal income into its return-for-waiting and rewards to entrepre-
neurship, innovation, and risk-taking componentsin analyzing
the distributional impact of flat tax proposal. In aflat tax system
with single marginal rate of 22.9 percent, the average tax rate on
the critical top 1 percent of the income distribution, where Steve
Forbesresides, is estimated to be 14.3 percent (compared with
22.4 percent under current law). Perhaps | am missing some-
thing, but I do not understand how applying economic deprecia-
tion instead of expensing to business capital outlays, thereby
postponing the deduction by a bit, would raise the tax rate on the
rich to the roughly 22.9 percent it would have to reach in that
case. That is because at very high incomes, the average and mar-
ginal rates converge. If | am right in thinking that the top 1 per-
cent of the income distribution is dominated by people reaping
exceptional payoffs from entrepreneurship and innovation, a
more plausible estimate for their rate under the illustrative flat tax
would be just abit under 22.9 percent.

Those distributional data are probably the main explanation
for the authors' muted preference (they are admirably even-
handed in their presentation) for tinkering with the income tax,
rather than taking what they describe as the radical step of con-
verting it to a consumption base. They also appear to be influ-
enced by their conclusion that atransitionislikely to involve
massive gains and losses and to extract a high price in com-
plexity. In that regard, while they are correct in their analysis
of the particular aternatives that they examine, | think they
could have done more to lay out the possibilities for an orderly
transition.

The problem with any transition is the change in the timing
of deductions, rather than the consumption base per se. As my
colleague, Dan Shaviro has pointed out, the same problem
would arise under the existing income tax if one proposed to
shift to afirst-year deduction of the present value of an eco-
nomic depreciation allowance, at the same time canceling all
business claims for depreciation on past investments. After all,
itisgeneraly believed that the 1981 tax reform reduced the
effective rate of tax on capital income to zero, while the 1986
reform took it back to some reasonably high level. The mas-
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sive trangition effects seem to have been lost in the noise.

In short, the authors' conclusion that shifting from our pre-
sent, hybrid system to one based on a consistent consumption
approach would necessarily be aradical change seemsto me
misplaced. It could be, but it need not be. Thereally radica
part of proposals like the Hall-Rabushka flat tax is their
extreme “cleanness’ in the authors' terms. The flat tax would
toss out the exclusion of health care and the deductions of
charitable contributions, mortgage interest, state and local
taxes, and a host of other objects of conventional tax reform
tinkering. That is what makes adoption of such schemes
unlikely to attract majority support.

There are things that the authors should think about for the
next edition. We do not yet have a very satisfactory system for
describing fiscal systems. For example, consider the second
chapter’ s description of the existing tax system, in which the
authors give the impression that over half of “personal
income” is not included in the income tax base, “taxable
income.” But persona exemptions and standard deductions
account for agood chunk, 12.5 percent of personal income.
Should not those elements be thought of as part of the rate
structure? If so, we are up to 58 percent in the tax base. Some
itemized deductions probably also deserve to be counted as
appropriate adjustments to reach income in the sense usually
used in tax policy discussions. The exclusion of untaxed trans-
fers and the income of “nontaxable persons’ accounts for
some more. Probably a good deal of that amount should also
be thought of as, in effect, part of the rate structure. Untaxed
transfers account for another chunk. Should not atransfer be
thought of as akind of negative tax, and therefore not part of
the base at all?

The problem of characterizing fiscal aggregates extends to
the description of the distributive impacts of the tax system as
well. Sinceit is, presumably, the net effect of all fiscal institu-
tions that interests us, we need to find away to capture the
impact both “income” and “price” or margina incentive
effects of all tax and transfer programs at once.

Lastly, taking serioudly the authors observation that it is
“welfare”, not income as usually measured, that is the appro-
priate concern of incidence analysis, the ideal future edition
will be developed more consistently in those terms. That
means that something other than income, some measure of the
pre-tax trade off between leisure and consumption, analogous
to awage rate per unit time worked will be needed to classify
people for purposes of describing the vertical distributive
effect of tax-transfer systems, which will be expressed in
terms of changes in taxpayers’ utility (like consumers' sur-
plus). General equilibrium model simulation results are typi-
cally presented in those terms now, so the thought is not as
speculative as it might seem.

Those criticisms and suggestions should, however, not dis-
tract from my message on the jacket of the book. Loaded with
useful information and subtle analysis, but lively and
approachable nonethel ess, Taxing Our selves deservesto be
widely read.
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WELFARE IN THE WORKPLACE

Rewarding Work: How To Restore Participation and
Support to Free Enterprise

by Edmund S. Phelps

(Harvard University Press, 1997) 198 pages

Reviewed by Walter E. Williams

Early in Chapter Two, one gets a good idea where Edmund
Phelps is heading when he laments, “ The premise of this doc-
trine [laissez faire]—the value of self-realization and indepen-
dence—receives a more sympathetic hearing today than it once
did.” He spices up that assessment with a dash of today’ s poli-
tics of envy by saying, “Antipathy toward the rich or super-
rich, asif they were hereditary barons owning all the land
(and land was everything), is no longer intense.” Continuing,
he instructs us, “What the rosy view taken by laissez faire
advocates leaves out is the problem of meager wages. Laissez
faire doctrine assumes each person is either amply productive
and hence capable of sdf support or wholly unproductive and
hence incapable of salf-help.” Thus, the problem for which Phelps
will offer asolution isthe “ class of workers whose employment
and wage prospects are too poor to support alifestyle remotely
approaching that of the middle class”

Phelpstells usthat asaven dollar per hour wage-much lessmini-
mum wage-does not alow aworker the same purchases of awork-
er earning a higher wage. That isasilly observation: at any
wage, aworker cannot make purchases that people earning ahigh-
er wage cah make. But he backtracks alittle bit when acknowledg-
ing that today’ s poor workers enjoy arange of goods that would
have been the envy of the maority of workersamere haf century
ago. Heisright about that; by any absolute comparison,
intertemporally or globally, what was traditionally known as
poverty, at least in the United States, hasdl but been diminated.
Moreover, two minimum wage jobswould give amarried couple,
both working full time, an annua income of twenty-one thousand
dollars per year, an amount well-above the poverty level for a
family of four. There are those who might rgjoin that ahusband
cannot support afamily of four at a minimum wage ($10,500)
job. | agree but advise that getting married and having chil-
drenisnot an act of God; one hasto take affirmative stepsin
both cases. Therefore, prudence suggests that a man (or for
that matter, a woman) who is financially incapable of support-
ing afamily postpone making that decision.

According to a 21 September 1990 Heritage Foundation
report by Robert Rector et al., “How ‘Poor’ Are America’s
Poor?’, 38 percent of poor people own homes with amedian
value of $39,200. Sixty-two percent of poor households own a
car; 14 percent own two or more cars. Nearly half of poor
households have air conditioning; almost one-third of poor

Walter E. Williamsis the John M. Olin distinguished profes-
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househol ds own microwave ovens; and finally, nationwide,
twenty-two thousand poor households have heated swimming
pools or Jacuzzis. For many “poor” people to have what not
long ago were considered luxuries beyond the reach of middle
classfamiliesis not only phenomenal, it is one of the best tes-
timonials for laissez faire. Additionally, thereis areal question
about just how poor the poor are. Survey data in the Bureau of
the Census' s American Housing Survey for the United States
in 1987, published in 1989, show that for each dollar of offi-
cially reported income the poor spend $1.95.

Phelps argues that since the 1970s, awidening gap has opened
between low income and middle class workers. (Most who make
that claim ignore mandated nonmoney wage compensation or
benefits that workers receive today but did not receivein 1970
such as OSHA and EPM mandates, worker compensation, Social
Security, and hedlth benefits. Some estimate that those mandates
add up to athird or more of aworker’ s hourly wage. With the
supposed decline in the rewards from work, at least according to
Phelps, job attachment has weakened among low-wage workers.
Coupled with welfare state incentives, increasing numbers of
low paid workers opt out of the workforce. The increased unem-
ployment stimulates criminal activity, drug abuse, and other
socia pathologiesthat are costly for everyone.

Asayoung person, | was lectured that any work is prefer-
able to stealing and begging and | think Phelps agrees, he adds
that work creates alivelihood, learning experiences, and the
psychological benefits associated with feelings of belonging
and responsibility. But Phelps says that those benefits are dis-
appearing due to the growing gap between wages paid on the
low end of the skills spectrum and wages paid at the middle or
higher end of the spectrum. Therefore, society must do some-
thing.

Edmund Phelps calls for a“market-based solution” where
government subsidizes the wages of low wage workers. The
subsidy would work as follows: a firm would pay the worker
according to what Phelps calls his “ private productivity.” That
private productivity might be four dollars per hour. But,
according to Phelps, society benefits from low skilled people
working— ess crime and | ess dependency-therefore, the work-
er should also be rewarded for the socia productivity that
society reaps from his employment. That is where Phelps
wage subsidy comes in. He proposes adding a subsidy of, say,
three dollars to the worker’ s hourly compensation. That is, we
should be taxed so the government can make a three dollar
payment to the employer, thereby enabling the employer to
pay the worker a gross hourly wage of seven dollars. That
way, the worker is compensated for both his private and social
productivity. The subsidy, Phelps contends, would create a
greater attachment to the world of work. The subsidy would be
graduated; viz., it would decline as worker wagesrise. The
specific example in the book has the subsidy declining by
small decrements as wages rise to twelve dollars per hour
where the worker’ s hourly wage subsidy would only be six
cents; once the worker’ s wage risesto thirteen dollars per
hour, the subsidy would be eliminated. Phelps argues that
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society would gain from his subsidy program through lower
crime costs and welfare dependency.

There are some particulars about Phelps' s “ market-based”
scheme that warrant attention. Early in the book, he decries the
fact that a seven dollar an hour wage will not permit the work-
er to purchase items available to the middle class. Thus,
according to Phelps' reasoning, his subsidy scheme would
make for no improvement in work attachment. That question is
even more germane in light of the findings by Michael Tanner,
Stephen Moore, and David Hartman in a 19 September 1995
Cato Ingtitute Policy Analysis entitled, “The Work vs. Welfare
Trade-Off.” In that report, the authors show that the hourly
wage equivalent of welfare ranges from a high of $17.50 an
hour in Hawaii to alow of $5.53 in Mississippi. The poor are
not stupid; they respond to incentives just like everybody else.
So the question arises: Why would a Washington, D.C. wel-
fare recipient give up awelfare equivalent of $13.99 (after
taxes) an hour in exchange for Phelps wage subsidy scheme
of seven dollars (before taxes) an hour? How much work
attachment would that generate? Nonetheless, Phelps sees his
subsidy scheme as superior to other approaches that have been
tried such as increases in the minimum wage, public sector
jobs, and job-training programs.

Phel ps acknowledges studies such as Charles Murray’s
1984 classic, Losing Ground, that point to the work disincen-
tives of various welfare programs. The most comprehensive
study, the Seattle/Denver |ncome Maintenance Experiment,
finds that for each dollar increase in welfare payment, low-
income persons reduced labor earnings by eighty cents. And
using a 1970 National Longitudinal Survey of Y outh data, Dr.
M. Anne Hill and Dr. June O’ Neill found that a 50 percent
increase in the monthly value of welfare benefitsled to a43
percent increase in the number of out-of-wedlock births.

However, Phelps dismisses such studies, “My thesisis quite
different: that a proemployment policy that draws upon and
builds up the low-wage workers' capacity for self-help is bet-
ter for everybody and, if instituted, would cause welfare to
wither away.” For an economist to take that position isindeed
strange. Regardless of political persuasion, | believe most
economists—at least most academic economists-would agree
that if something istaxed we will get less of it and if some-
thing is subsidized we will get more of it and, indeed, surplus-
es of it. Phelps gives the wrong causal direction when he sug-
gests that a “proemployment policy . . . would cause welfare to
wither away.” The causal direction might be exactly the oppo-
site: elimination of welfare would create greater work attach-
ment. In other words, | conjecture, and | know of no evidence
to the contrary, that people will not choose starvation over
working forty hours aweek at five dollars an hour. History
tends to confirm my conjecture. Workers spent lifetimes
employed at “menial, dead end” jobs at low wages before the
advent of the welfare state.

In his Prologue, Phelps acknowledges that for most of its
history, America“was an earthly paradise in which people,
through their work, supported themselves, developed their tal-
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ents, and took part in the community.” But, “In its third centu-
ry, then, the American experiment has ceased to deliver the
inclusion it did in the past. . . . Thissocial breakdown and
unrest, | argue, can be traced to economic forces that have
deprived a great many less advantaged workers of much of the
power of their labor.” That description of today’s America
does not fit the experiences of immigrant groups who arrive
on our shores poor, in fact some are poorer than our resident
poor, and often do not speak our language. However, in the
space of ageneration or two, they manage to melt into the eco-
nomic mainstream of American society. Unlike resident poor,
immigrant poor tend to work at any job for long hours, and
they save alarge portion of their earnings. The tools they use
to move up the economic ladder are available to our resident
poor but are rarely used.

Amazingly, Phelps asks, “ After two centuries of economic
advance, how can there be extensive poverty, and more pover-
ty than a half century ago?’ That question is amazing for the
following reasons: (1) it ignores the actual wealth of the poor,
which | discussed earlier; (2) it contradicts census data that
poverty has declined since 1950; and (3) it fails to consider
that today’ s poverty is not poverty in the material sense but
behavioral poverty.

For the most part, people who are poor today have chosen a
lifestyle that produced that result. Lawrence Mead points out
in his 1992 book, The New Palitics of Poverty: The
Nonworking Poor in America,

Today’ s poor are mainly found among female-headed
families and single adults. . . . Between 1959 and 1989, the
total number of poor Americans dropped from thirty-nine
million to thirty-two million, but the number of poor living
in female-headed families grew from seven million to
twelve million and the number of poor single people grew
from five million to seven million. Together, the two
groups comprised 30 percent of the poor in 1959, but 58
percent by 1989.

Married-couple families comprise 94 percent of the top
income quintile while single-headed families are over half
the lowest quintile. Forty-three percent of family heads
without a high school diplomaarein the lowest earnings
quintile.

Another point that Phelps missesisthat poverty is often
transient. A June, 1992 study of tax returns by the Joint
Economic Committee of the U.S. Congress, entitled Income
Mobility and Economic Opportunity, showed that four-fifths
of those in the bottom 20 percent who filed tax returnsin 1979
were no longer there in 1988. And a University of Michigan
study by Greg J. Duncan, et al., entitled Years of Poverty,
Years of Plenty: The Changing Economic Fortunes of
American Workers and Families, found that |ess than half of
families surveyed from 1971 to 1978 remained in the same
quintile of income distribution through that period.

Phel ps spends considerable time discussing the dysfunction of
inner cities (read black neighborhoods). For most of black histo-
ry, “dead end” and low-wage jobs have been standard fare.
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During earlier periods, when there were fewer opportunities, less
mobility and much greater discrimination, poor black communi-
ties had little of the socia pathology we see today. For starters:
most blacks worked. During the Post-Reconstruction era, black
labor force participation rates were equd to, or higher, than that
of whites. Census data show that in 1910, for example, 71 per-
cent of blacks over nine years of age were employed compared
with 51 percent for whites. Black labor force participation rates
where higher than that of whites until the mid-1960s. Thomas
Sowell reportsin his 1995 book, The Vision of the Anointed,
“Going back a hundred years, when blacks were just one genera-
tion out of davery, wefind that census data of that era showed
that adightly higher percentage of black adults had married than
white adults. That fact remained true in every census from 1890
to 1940.” Today, family stability among blacksisamere skele-
ton of its past. Census data show that as recently as 1960, only
21 percent of black children grew up in femal e-headed house-
holds. By 1991, only 37 percent of black children lived in two-
parent households; the figure for whites was 77 percent. The
dramatic family breakdown has coupled with astonishing growth
intherate of illegitimacy. The black illegitimacy ratein 1940
was 19 percent; by 1965, it had grown to 28 percent. Beginning
inthelate 1960's black illegitimacy skyrocketed, reaching 49
percent in 1975. Today, black illegitimacy stands around 65 per-
cent and if present trends continue, it will be 75 percent at the
turn of the century. The dysfunction in black communitiesis not
aresult of low wages. It is more likely to be the other way
around: low wages are aresult of the dysfunction.

Whenever aproposal isadvanced calling for government inter-
vention, one should ask: isthat redlly a problem that lieswithin
the scope of government? Is it amenable to government solu-
tions? Do the proposed solutions have arecord of past success?

Phelps argues that weak attachment to work resulting from
low wages |eads to dependency, crime, and other antisocial
behaviors. Unfortunately, thereis no evidence for Phelps
causal connection. Historical labor force participation rates
suggest that those rates were much greater when wages, living
standards, and potential for upward mobility were much lower
than they aretoday. The alleged effects of weak work attach-
ment—dependency, crime and antisocial behavior—may be the
result of something other than weak work attachment. The
welfare system, along with lax law enforcement, and reduced
social sanctions against irresponsible behavior have reduced
the cost of irresponsible behavior.

No evidence supports Phelps's proposal that wage subsidies
can account for Americans having the world' s highest stan-
dard of living. Keep in mind that two hundred years ago, we
were, by today’ s standards, a Third World nation. As Phelps
points out in his Epilogue, transfer payments now equal nearly
30 percent of earnings. In 1960, transfers equaled 10.5 percent
of earnings; in 1929 they equaled 3 percent and from the
inception of the nation, until World War |, transfers were neg-
ligible. Acknowledging the insignificance of transfers, Phelps
makes the remarkabl e statement, “ The system of subsidiesto
private employers of low-wage workers for which | have
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argued in this book fit the founders' conception of our govern-
ment.” That is unmitigated balderdash. Had Phel ps bothered
reading Article |, Section 8 of the United States
Constitution—which specifically enumerates the functions of
the federal government—he could not have reached such a con-
clusion; there is nothing listed among the powers of Congress
that even remotely authorizes worker subsidies.

Phelps might invoke the genera welfare clause. But the
acknowledged father of the Constitution, James Madison said, “I
cannot undertake to lay my finger on that article of the
Congtitution which granted aright to Congress of expending, on
the objects of benevolence, the money of their congtituents.”
Specificaly addressing the genera welfare clause, Madison said,
“With respect to the words general welfare, | have aways
regarded them as qualified by the detail of powers connected
with them. To takethemin aliteral and unlimited sense would
be a metamorphosis of the Constitution into a character which
thereisahost of proofswas not contemplated by its creators.”

In the next to the last paragraph in the book, Phelps gives
me pause to be a bit more optimistic about aman | have long
admired as awell-trained economist. He tells us that his pro-
posal isreally afirst step toward “revitalizing the conception
of government on which the country was founded.” That is,
when people work to take care of themselves:

[TTherewill be no case for injecting the government into

decisions on family formation and child raising. Crusades

are not wanted in this country, only alimited government
conducive to our private pursuits. And with the less pro-
ductive back on their feet, there will be hope of areassess-
ment of the government as an insurance company and
equalizer of incomes.

In other words, Phelps sees his subsidy scheme as a means
to alibertarian end and thus, | guess | should not condemn
him too much for his “good” intentions. But by no means
should his strategy be implemented.

WHY (AND WHY NOT) GOVERNMENT?
Free Marketsand Social Justice

by Cass R. Qunstein

(Oxford University Press, 1997) 407 pages

Reviewed by Irwin L. Morris

Nothing is more certain than the indispensable necessity of

government; and it is equally undeniable that whenever

and however it isinstituted, the people must cedeto it

some of their natural rights, in order to vest it with requi-

site powers. (Federalist 2).

No one but ardent anarchists would dispute Jay’ s claim. The
world we know would not exist without government. We must

Irwin L. Morrisis assistant professor of political science,
Texas Tech University.
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trade our “natura rights,” for the benefits of good government.
The central question is“How do we, as acommunity, identify
the appropriate balance between individual rights and govern-
ment authority?” Though the search for theideal” government
isamost certainly an endless odyssey, we bear the responsibili-
ty for choosing the type of government we want. So we seek
answers to the following questions: (1) What should govern-
ments do? and (2) What should government not do?

How do those questions relate to the book, Free Markets
and Social Justice? If thetitle isany indication, they don't.
But thisisapeculiar book. A collection of previously pub-
lished essays, the book has little to do with free markets or
social justice. First, the book is not about “free markets.” As
far as Sunstein is concerned, markets are not “free.” And
Sunstein never explicitly defines “socia justice,” thetermis
even omitted from the index. The title notwithstanding, it is
quickly apparent that the author’ s main focus is the role of
government, and implicitly coercion, inthe“good” state. As
he argues, “[t]he real question iswhat kinds of regulations
(emphatically including those that make markets possible) pro-
mote human well-being in different contexts.” In his treatment
of that issue, Sunstein reacts to a half-century of research on
market failure and welfare economics that was intended to
demarcate the proper sphere of government authority, a sphere
circumscribed by the extent to which “free” marketsfail.
Given the connection to a vast body of previous work, the
book must be understood in the context of that literature.

Traditional defenses of markets focus on the interactions that
form markets and the outcomes those interactions generate. In
markets, individuals voluntarily participate in mutually benefi-
cial transactions. In fact, the free, individually oriented transac-
tions of buyers and sellers produce outcomes that are individual -
ly and collectively superior to the previous state of affairs. As
Adam Smith, the philosopher of market forces, wrote:

[t]he natural effort of every individua to better his own

condition, when suffered to exert itself with freedom and

security, is so powerful aprinciplethat it is alone, and
without any assistance, not only capable of carrying on the
society to wealth and prosperity, but of surmounting a hun-
dred impertinent obstructions with which the folly of

human laws too often encumbers its operations.

Aside from cultivating economic growth and prosperity, mar-
kets also promote the advancement of political freedom. Where
the structure of government precludes the development of mar-
kets, civil liberties are at risk to the extent that they exist at all.

Given al that is good about markets, the question is, “Why
government?’ What isthe rationale for coercion in aliberal
society? Government actions are often justified as corrections
for “market failures.” Even freshmen economics majors are
told that, sometimes, markets function improperly, sometimes
they fail. Imperfect competition, externalities, public goods,
information asymmetries, and transaction costs prevent mar-
kets from achieving optimal outcomes. For example, in the
case of aleged imperfect competition, monopolies extract
profits beyond a normal return by restricting supply. The eco-
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nomic surplus generated by commerce isless than that pro-
duced in situations where monopolies do not exist. In perfectly
competitive markets, that type of market control never occurs.
Similarly, markets tend to underproduce public goods. By def-
inition, once a public good (e.g. clean air) is produced, it can-
not be restricted and its enjoyment by one person does not
lessen or prevent others' enjoyment of the good. Given the
characteristics of public goods, the incentivesto “freeride” on
the purchases of otherstend to reduce or eliminate the incen-
tives to purchase for oneself. Markets may also produce a
nonoptimal amount of agood if producer and consumer do not
share the same information. When producers have an informa-
tional advantage over consumers, producers may earn an arti-
ficially high price for the relevant good or service.

In each case, traditional economic analysis suggests that
markets generate suboptimal outcomes. Theoretically, govern-
ment, through the use of coercive power, can improve upon
market outcomes. When markets fail, government can solve
the problem. For example, government could eliminate free
riders and thus foster a more nearly optimal supply of a public
good through coercive taxation. In any case, the market failure
literature provides an efficiency rationale for the exercise of
government authority and the concomitant restriction of indi-
vidual liberty. That isthe jumping-off point for Sunstein’s
arguments.

Theinitia cluster of chaptersis entitled “ Foundational
Issues,” and in those five chapters (one written with Richard
Pildes), Sunstein makes three important claims that bear on
the question of the proper roles of government and markets.
First, he regjects the traditional distinction between markets and
government, arguing that markets are not really free. Second,
he contends that citizen preferences are not mere personal
desires (exogenous, to use socia science language). Rather,
they are endogenous, effected by external influences and sub-
ject to manipulation. Finally, Sunstein argues that people
value different goods, services, and situations differently.
People not only value some goods more than others; they actu-
ally value different things differently.

Sunstein has serious reservations about restricting govern-
ment to act only in situations in which markets are said to fail.
His most significant objection is the false dichotomy between
markets and government presumed by alleged market failure
analyses. He believes the classical liberal preference for mar-
ketsis misguided because governments play an important role
in properly functioning markets. For Sunstein, markets are
dependent upon the definition and protection of private prop-
erty, the enforceable contracts, and the legal system all provid-
ed by government. Accordingly:

[T]helaw that underlies free marketsis coercive in the

sense that in addition to facilitating individua transactions,

it stops people from doing many things that they would

like to do. This point is by no means a critique of free mar-

kets. But it suggests that markets should be understood as a

legal construct, to be evaluated on the basis of whether

they promote human interests, rather than as a part of
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nature and the natural order, or asasimple way of promot-

ing voluntary interactions.

Since markets are not aremnant of the state of nature, mar-
kets actually presuppose government, one cannot justify gov-
ernment solely on the basis of potential market failures.
Government precedes markets.

Though an important point, it is not unique to Sunstein.
Both Adam Smith and Friedrich Hayek realized that efficient
markets required government. Nevertheless, Sunstein’sreiter-
ation of that perspective isimportant. As Sunstein removes,
again, the firewall between markets and government, tradi-
tional arguments about their proper spheres of influence
become less useful. But those arguments do not become irrel-
evant. Sunstein’s point does not necessarily invalidate the
“market failure” perspective that would mandate government
intervention in economies on afocused and limited basis.

For Sunstein, the minimalist government advocated by
those who believe in “market failures’ is too narrow and
restricted. He sees justification for a much more activist state.
To understand why that is the case, one must realize that con-
ventional economic analysis presumes preferences are exoge-
nous meaning they are beyond analysis and manipulation.

Sunstein argues that preferences are endogenous; he con-
tends that personal preferences are afunction of avariety of
different factors including background, personal experience,
and the particulars of decisionmaking contexts. If preferences
are endogenous, if they are manipulable, then the extent to
which individuals should be free to act on those preferencesis
open to question. As Sunstein writes, “ The phenomenon of
endogenous preferences casts doubt on the notion that a
democratic government ought to respect private desires and
beliefsin al or almost all contexts.” For example, if individu-
als personal circumstances generate the formation of prefer-
ences that are obviously antithetical to personal and public
well being i.e. the development of an addiction to controlled
substances then the results of free exchanges based on those
preferences would not be in the public interest and govern-
ment should intervene. In that case, no market failure has
occurred, but Sunstein argues government must nevertheless
respond by fostering the development of more socially desir-
able preferences.

Sunstein also criticizes the assumption that al goods are
valued on asingle scale, afoundational assumption of market
economics. According to Sunstein, “[hJuman beings value
goods, events, and relationshipsin diverse and plural ways.”
Goods or events valued in qualitatively different ways are
“incommensurables.” If the single metric assumption is sus-
pect, then that suggests that consumer decisionmaking and cit-
izen decisionmaking are distinct. If citizens and consumers
make decisions in qualitatively different ways, the use of a
market perspective to identify the proper sphere of govern-
ment activity is faulty, and evaluating government activities
on market-oriented criteria (i.e. improve upon market failures)
islikely to produce an inappropriately small public sector.

The second group of articles entitled “Rights” includes a
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critique of market solutions to discrimination, an essay on the
First Amendment in cyberspace, an analysis of economic
rightsin new constitutions in Eastern Europe, and a piece on
campaign finance reform. Aside from a superficial focus on
rights, the articles are seemingly unrelated. If thereisarela
tionship between the chapters, it is Sunstein’ s preoccupation
with the development of what he describes as a“deliberative
democracy.” For him, rights such as free speech and freedom
of the press are prerequisites for the development of the polity
to which the founders were committed,” a deliberative democ-
racy among informed citizens who are political equals.”
Accordingly, without the constitutional protection of civil
rights, deliberative democracy would be impossible.

One cannot overemphasi ze the significance of the modifier
“deliberative.” In a“deliberative” democracy, discourseisan
integral component of decisionmaking. It is not a democracy
in which policy is determined by the simple aggregation of
fixed preferences; here, policy decisions are afunction of the
policymaking context, the malleability of preferences, and the
process of reason-giving. Sunstein communicates his vision of
deliberative democracy in the following passage:

[A] democratic system, at least in America, is not sup-

posed to represent an effort to aggregate preferences at all.

Instead, the processis a deliberative one, in which differ-

ent information and perspectives are brought to bear. In

that deliberative process, preferences are supported by rea-

sons, to be transformed into values and judgments.

That passage highlights an important connection between the
nature of individual preferences and the practice of delibera-
tive democracy. To the extent that preferences are exogenous,
deliberative democracy is nonsensical. In such a case the only
necessary institutions of government are: (1) those that aggre-
gate preferences and (2) those that identify the proper sphere
of government authority. Where preferences are fixed, rights
are ssimply those prerogatives not subject to the whims of
majority rule. However, if preferences are actually afunction
of the political system, then they take on a somewhat different
meaning (Sunstein dislikes the term “preferences’ but pro-
vides no suitable aternative); they become essential compo-
nents of the workings of the system. In the former case, rights
protect the individual’ s capacity to behave as an individua. In
the latter case, rights insure the capacity to participate fully in
the political system.

Unfortunately, the determination of rightsin Sunstein’s
polity is complicated, and it is unclear what rights should be
protected or how those rights should be chosen. Clearly,
Sunstein has little confidence in traditiona “natural rights”
arguments, so we cannot deduce rights from first principals.
Thus, rights are a function of political decisions that must pre-
suppose certain rights to have legitimacy. This “chicken or
egg” problem isfar from trivial, and Sunstein provides no
solution. But if we are willing to assume away this problem
for the time being, the last set of chaptersin Sunstein’s book
provides ideas about the kinds of decisions that deliberative
democracy should produce and insight into decisionmaking in
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that system.

In the final group of articles, Sunstein focuses on the public
regulation of risk and avariety of proposals designed to
improve our system of government by fostering the delibera-
tive character of democracy. There are several underlying
themes. The first themeis simple: where there are “irrationali-
tiesand injustices,” eliminate them. The more subtle second
theme is: make policy decisions at the level of particulars. If
thereis athird theme, it would be that the institutionalization
of deliberative democracy will aid in both of those endeavors.

Sunstein identifies a host of regulatory “irrationalities and
injustices.” For example, Sunstein notes that “the United
States spent no less than $632 billion for pollution control
between 1972 and 1985, and some studies suggest that alterna-
tive strategies could have achieved the same gains at less than
one-fifth the cost.” That works out to deadweight losses of half
atrillion dollars. Sunstein even goes to great pains to enumer-
ate the “ paradoxes’ of regulation and the regulatory state.
Among those paradoxes are the increase in overall risk levels
with the implementation of stringent regulation of new risks,
the impeding of technological development by establishing the
Best Available Technology (BAT) requirement, and the contri-
bution of disclosure requirements to the inadequacy of avail-
able information.

Where “irrationalities and injustices’ exist, we should elimi-
nate them. Fine. But it is often difficult to determine whether
particular phenomena are manifestations of irrationality or
nonconventional preference systems. Rather than valuing risks
along asingle “more or less’ continuum, he argues that people
evaluate risks in qualitatively different ways; he argues, in
essence, that the valuations of diverse goods are often incom-
mensurable. So spending $50 million per life to prevent cancer
deaths and only $1 million per life to prevent motorcycle fatal-
ities could be reasonable or unreasonable. If we evaluate risks
in different ways because of differences in the character of the
risk itself (e.g. voluntary vs. involuntary) then an apparent
“irrationality” becomes rational. Unfortunately differencesin
risk aversion might also be afunction of poor information
(inadequate access to reliable risk assessments) or outright
irrationality (gross misperception of actual risk in the face of
countervailing information). In those cases, the fifty to one dif-
ferential isirrational.

In general, it isdifficult, if not impossible, to determine
whether a specific regulatory decision isafunction of irra-
tionality or an unconventional evaluative scheme. Takeinto
account the fact that in aworld of endogenous preferences
government must take responsibility for the elimination of
“inappropriate”’ preferences, and the problem becomes more
difficult. What are the proper guidelines for government
action? Sunstein’ s response to that question is one of the most
interesting sections of the entire book: we should make deci-
sions about specific circumstances in a deliberative environ-
ment. We might call it Sunstein’s “theory of particulars.” He
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argues that in many cases, those who have divergent ideologi-
cal perspectives might still agree about a particular course of
action in a specific situation; they might achieve what
Sunstein refers to as an “incompletely theorized agreement.”
Thus, deliberation about specifics may solve policy problems
and foster consensus in away that ideological discourse will
not. According to Sunstein, “debates that seem intractable at
the most abstract levels may admit of solutions when the ques-
tionis narrowed.” To the extent that an analytical focus on
particulars will lead to policymaking consensus, well done.

However, augmenting the power of the state even in adelib-
erative democracy is risky. One of the most significant devel-
opments in the study of politics over the past thirty yearsisthe
growth of public choice theory. Admittedly, public choiceis
different things to different people; there are certainly no less
than three significantly distinct schools of thought within the
literature. Nevertheless, from the methodological starting
point of arational actor in apolitical context homo economi-
cus becomes Homo politicusa theory of politics has devel oped
which tells us some very interesting things about the topics
with which Sunstein deals.

Though a complete rendering is beyond the pale here, pub-
lic choice theory suggests that small, organized and interested
groups often manipul ate governmental power. Public choice
theory also suggests that the actual existence of a market fail-
ure is not a sufficient condition for government action.
Governments also fail, and it is quite possible more than likely
for agood number of public choice theorists that government
failure will be worse than the original market failure it was
designed to rectify. To the extent that deliberative democracy
results in an augmentation of government authority, it may
increase threats to individual liberty. Effective deliberative
democracy requires public information and citizen vigilance
and oversight on an unprecedented scale; as the power of gov-
ernment is augmented, the burdens of citizenship increase.
Plainly, as citizens, we snooze, we lose.

Finally, Sunstein’s preoccupation with Madison’ s vision of
“deliberative democracy” does an injustice to Madison’s phi-
losophy. We cannot forget that one of Madison’s most impor-
tant contributions to constitutional government was hisinsis-
tence on “limited” government. Though deliberative democra-
cy may produce consensus, that it will actually do soislittle
more than an article of faith. Deliberation may not produce
agreement, and if it does not, what then? For Madison, the
answer was clear—in the face of significant conflict, err on the
side of freedom. We should always be wary of empowering
the state in situations in which significant conflict over policy
still exists. Unfortunately, that perspective is often forgotten in
the drive to recreate democracy. That Sunstein makes us think
about those important issues of “deep” theory isvery much to
his credit.
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