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Introduction
Throughoutmost of American history, main reliance for Increasing

productivityhas beenplacedon theworkings ofcompetitive markets
In our predominantly free, private enterprise economy. The logic is
well known. Oflènsively to widen profitmargins, or to defend them
from encroachment by competitors, company managements reduce
costs by increasIng efficiency under given technology or by techno-
logical or organizational Innovations, and/or introduction of new
products, including more efficient producers goods. Real unit cost
reduction is, of course, the opposite side of the productivity coin.
Temporarily abnormal profits are considered a socially desirable
incentive and reward forsuccessful innovations. But pro-competition
policies, outside of regulated natural monopolies, are considered
necessary to ensure that abnormal profits are competed away to the
benefit of consumers. The only way that firms can continue to earn
above-average rates of return under competition is by continuing to
stay ahead ofthe pack technologically. Since this is not easy to do,
technological leadership has tended to rotate among the firms of
Industries, and among the various Industries.

With respectto the relative Industry ratesofgrowth ofproductivity,
real product, and employment, again main reliance has been placed
on theallocative functions ofmarkets for goods and for thefactors of
production. Certainly In the past, governmental measures, con-
sciouslyor not, have affected different Industries dlfièrently,orhave
been targeted on particular Industries. But there has not been a
systematic, centrallyplanned Industrial policy, apart from a few epi-
sodes of wage and price controls and wartime allocations. Invest-
ments to replace and expand capacity and to reduce costs, by the
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firms in the various industries generally have been determIned by
economic criteria; that is, carried to the point where the expected
rates ofreturn equal the marginalcost offunds. Reflecting competi-
tive market forces and dynamIc changes In supply and demandcon-
ditions, there has been afairly widedispersion among industries In
rates ofchange In productivity, output,and employment, and consid-
erable variability in those changes. Predictably there have been
periodic cries for protection and assistance from the firms and/or
industries whose fortunes are atleasttemporarily on thedowngrade.
Theircauses have been succored by the economists and politicians
who call fora comprehensive Industrial policy. Thereareothers who,
In view ofthe productivity slowdown of the past decade, call for a
strong Ibderally funded national productivity organization to plan
policies to accelerateproductivity growth generally.

My ownview Is that a federal government productivity organiza-
tion is unnecessary,and thataformal apparatus todesignand execute
“industrial policy” wouldreduce, rather that enhance,the growth of
overall productivity and economic welfare. I shall now elaborate
somewhaton each ofthese twopoints.

National Productivity Policy
The traditional approach to growth ofproductivity and real gross

product worked quite well overmost ofthe past century. As shown
In Table 1, total factor productivity In the U.S. busIness economy,
whichhad grown at an average annual rate ofless than 0.5 percent
furmostofthe 19th century, accelerated sharply after 1889 and again
after World WarI to better than 2 percent through 1966. Real product
per labor houraccelerated to better than 3 percent a year during the
golden era of the first two post—World War II decades. Even the
earlIer2.0 percent averageannual rate ofincrease In real Incomeper
capita meant a triplIng between the 1890s and 1948. During the
golden era U.S. levels ofproductivity and real Income per capita
werethe highest in theworld.

The Marshall Planaid program required the establishment ofpro-
ductivity centers In recipient countries to help diffuse newtechnol-
ogy as part ofthe reconstructionand development effirt. By the late
1950s most major countries of the world outside the United States
had productivity centers and were beginning to outstrip the United
States in productivity gains.

When, by 1970, it became apparent thatU.S. productivity growth
had slowed significantly in the late 1960s, associated with acceler-
ating inflation, it is not surprisingthat President Nixonestablished a
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TABLE I

REAL CRoss PRODUCT, FACTOR INPUTS, AND PRODUCTIVITY. RATIOS
U.S. DOMESTIC BUSINESS ECONOMY, SELECTED PERIODS, 1800—1981

(Average Annual Percentage Rates of Change)

1800—
1855

1855—
1890

1889—
1919

1919—
1948

1948—
1973

1973—
1981

Real Cross Product 4.2 4.0 3.9 3.0 3.7 2.2
Population 3,1 2.4 1.8 1.2 1.5 0.8
RealProductperCapita 1.1 1.6 2.1 1.8 21 1.4
Total Factor Input 3.9 3.6 2.2 0.8 1.7 2.0

Labor 3.7 2.8 1.8 0.6 0.7 1.4
CapItal 4.3 4.6 3.1 1.2 3.6 3.2

Productivity Ratios: Total 0.3 0.3 1.7 2.2 2.0 0.1
Labor 0.5 1.1 2.0 2.4 3.~ 0.8
Capital —0.1 —0.5 0.7 L6 0.1 —1.0

SotrncEs: 1800—1948, Kendrick (1979); 1948—1981, Bureau ofLabor Statistics, U.S. Department of Labor.
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National Commission onProductivity (NCOP) in July 1970to develop
policies to promote productivity growth and related activities. The
motivation was strengthened by the accumulation of statistics indi-
cating that most other advanced economies, and many of the less-
developed ones, were surpassIng the productivitygrowth ofthe United
States by considerable margins and providing sharper competition
in international markets for an increasing number of commodities.

Consideration was not given to the fict thatover longer periods of
time, periodsof stronggrowth in productivityandreal GNP had been
succeeded by periods of slower growth. Simon Kuznets (1961, esp.
chaps. 7—8) called these alternating periods “long swings” in eco-
nomicactivity, noting that their average duration was 15 to 20 years.
Actually growth resumed quite well in the 1970—73 subperiod, only
to be succeeded by the pronounced slowdown from 1973 to 1981.

Itwas not recognIzedthatthe relatively low standing ofthe United
States In International comparisons ofproductivitygrowth rates was
not an indictment of U.S. performance, but rather a tribute to the
rapidity with which other nations were catching up technologically,
due in part to our own foreign economic policies. To some degree
superiorproductivity growthabroadwas due to higherrates ofsaving
and investment, reflecting more favorable tax treatment. But the cure
for this discrepancy was not a productivity commission, butrather a
more enlightened tax policy from Washington (see Kendrick 1982).

Eight years later after the creation of the NCOP, its successor
organization established by Congress in 1975, the National Center
for Productivity and Quality ofWorkIng Life, was allowed to expire.
By then there was wide agreement with the conclusions of a Gov-
ernment Accounting Office report to Congress (23 May 1978) that
the center had not achieved its objectives. For one thing the rate of
productivity growth decelerated even more sharply after 1973 than
in the late 1960s. Partof the deceleration was due to factors beyond
the scope ofpolicy levers—acceleration In labor force, growth,changes
in its mix that resulted in reduced average experience of workers,
and less favorable shifts in the composition ofoutput. But much ofit
was aresult offailed or faultymacroeconomicpolicies, responsibility
for which resided in other government agencies. Causal factors of
this sort that have been identifiedby students ofthe slowdown (for
example, Kendrlck 1979) were: the acceleration of inflation, exacer-
batedby theoil shocks, that eroded realprofit margins, Increased the
income tax burden, and discouraged saving; unfavorable tax mea-
sures that reducedthe rate ofgrowth ofreal capital; a declining ratio
of research and development (R&D) to GNP; declining quality
of education; and increased regulatory burdens, part of which
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represented a conscious trade-off ofproductivity growth against social
objectives.

Already in the latterpartoftheCarter administration, andafter the
election ofReagan,aconsensuswas developingon theneed to create
a more favorable climate for saving, investment, and productivity
growth.’ Working through the normal economic policy-making appa-
ratus, measures were taken beginnIng in 1978—notably the reduc-
tion ofcapital gains tax rates; real increases in federal government
funding of R&D; reductions in economic regulations and Increased
rationalIzation of social regulations; the ERTA reductions in Income
tax rates, the accelerated cost recovery system, and the 25 percent
Incremental R&D tax credit All of these, I believe, together with
positive demographic developments, should result in a stronger pro-
ductivity trend for therest ofthis decade (which, incidentally, would
accordwith Kuznets’ long-swing chronology).

The more specific functions of the national productivity center
could be and were transferred to the agencies with primary respon-
sibility in those areas; that is, promoting productivity improvements
In government went to the Office of Personnel Management, facili-
tating labor-management cooperation to promote productivity to the
Department of Labor and the Federal Mediation and Conciliation
Services; and promoting scientific and technological advances to the
National Science Foundation andtheDepartmentofCommerce. The
role of management education and consulting was much less nec-
essary in the United States than it was abroad, in view ofthe many
schools of engineerIng and business administration here, and the
plethora of consulting firms and state and local private, nonprofit
productivitycenters.

In his report, the comptroller general noted the need for a mech-
anism to coordinate and integrate all federal policies and programs
related to productivity. To serve this function he recommended the
creation ofa National Productivity Council composed ofrepresen-
tatives ofagencies having productivity-related missions, and linked
tothebudgetary process. Thisapproach was tried in thefinal months
of the Carter administration but abandoned by the Reagan ad-
ministration.

Another possible approach would be to give responsibility for
coordinating long-runeconomic projections and planningofpolicies

‘Th. 1979 reports ofthe Joint Economic Committee wore unanimous, and the com-
mittee called for “..,the adoption of longer-run policies aimed at expanding the
nation’sproductive potential In a mannerthat raises dramatically the growth ofAmer-
Ican productivity” (U.S. Congress 1979, p.8).
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to promote growth of productivity and real GNP to one of the mem-
bers ofthe Council ofEconomic Advisers,with adequatestaff support.

In concluding the macroeconomic section of this paper, I must
state my own view that themost Importantmeasure for promotion of
productivity will be a simplification and reform of the federal tax
system to eliminate the bias of income taxes against saving and
Investment Either saving could be exempt from the income tax or a
tax could be placed directly on consumption expenditures or on
value-added. On the expenditure side of fiscal policy, I should like
to remind some of myconservative colleagues of the need for ade-
quate public investments in infrastructure, basic research, R&D In
areas related to government expenditures, education, training, and
public health and safety. Possibly itwould help in applyingbusiness
criteriato screeningpublic Investmentsand In securingtheir funding
(particularly when Congress is In a penny-pinching, pound-foolish
phase) to establish a separate federal capital budget

Industrial Policy
With regard to industrial policy, its inherent difficulties can be

seen by looking at the record of growth of output and productivity
by Industrysince 1948 (ICendrick 1983). Particularattention is focused
on relative productivity growth which is negatively correlated with
relative changes in prices and is thus crucial to an industry’s com-
petitive position in world trade, as well as in the domestic struggle
for the consumer’s dollar. In the nonfarm commodity-producing
Industries there is asignificant negative correlation between relative
changes In prices and in output (sales plus inventory change), and
thus a positive correlationbetween relative changes In productivity
and In output (Kendrick 1983,pp. 25—34).

Looking at over30 one-digit and two-digit industry groups based
on the Standard Industrial Classification(seeTable 2), rates ofgrowth
in real gross product between 1948 and 1979 varied between just
over and under 7 percent a year for communications and electrical
machinery downto smalldeclines for railroads and leather and leather
products. For the seven subperiods, measured between business-
cycle peaks, dispersion was greater, with growth rates ranging from
over 15 percent to less than minus 3 percent When industries are
furtherdecomposed into three-digitandfour-digit groups,dispersion
of growth rates becomes even greater.

‘This proposal was elaborated by Kendriclc (1984) In his presidential address to the
Southern Economic Association.
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U.S. PRODUCTIVITY GROWTH

Dispersion in ratesofchange oftotal factorproductivityduring the
1948—79 period is a bit less than In output, ranging between 4.6
percent ayear for communications and0.3percent forprimary metals
and 0.2 percent for services (see Table 3). During the 1973—79 sub-
period, dispersion as measured by the average deviation was more
than 50 percent higher than for the 1948-79 period as a whole, and
extensions of theestimates through 1981 (the latest cycle peak) show
the average deviationof growth rates from theminus 0.4 rate for the
business economy as a whole 1979—81 to be more than double that
for the 1948-79 period. Ifproductivity is measured In terms of real
product per laborhour, the rates of change are generally higher than
for total productivity since capital per unit of labor input rose in all
industry groups but one. Dispersion of rates of change In labor pro-
ductivity was somewhat higher than in total factor productivity.3

The greater dispersion of growth rates in subperiods than over
longer periods implies considerable variability in rates of growth.
This is underlined with referenceto the rankings ofthe 31 industry
groups with respectto total factorproductivity growth overthe 1948—
79 period, and in each of the seven subperiods (see Kendrick 1983,
pp.22—23). Communications ranked first for the 1948—79 period, but
was first in only one ofthe subperiods and as low as 13th In another.
The Industry groupwith thegreatestvarIabIlity in productivitygrowth
rates, petroleum refining, was first In the subperiod 1957—60, but
31st In 1966—69, and averaged 11th over the entire period. Eventhe
more stable groups, such as stone, clay, and glass products, show
considerable variability.

This briefhistoricalreview hasa number ofImplications regarding
the desirability of industrial policies. First, it is clear that industries
differ widely in rates of growth of output and productivity, and,
associated with that, In rates of growth ofemployment and real cap-
ital. Moreover the growth rates differ across subperiods. This
dispersion and variability would obviously make it difficult to fore-
cast such key policy variables as Investment, hiring, training, pro-
curement, and other variables requiring considerable lead time.

By definition, and as exhibited in the tables, there are always
Industries whose productivity rates are less than average. It is the
weaker finns in those Industries that are most apt to experience
difficulties in competing both at home and abroad. Their plight, of
course, is accentuatedwhen productivityIn theentire business econ-
omy slows down absolutely and relative to that in other nations.

‘Rates of change in labor productivity for three-digit and four-digit industries are
presented in Kondrlck (1983. pp. 60-65).
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TABLE 2

RATES OF CHANCE IN Ourptrr (R~r..GROSS PRoDua), U.S.
B~L’.musmy Gnoup, 1948—1979

(Percent)

BUSINESS ECONOMY,

1948- 1948— 1953- 1957- 1960-
1979 1953 1957 1960 1966

1966-
1969

1969-
1973

1973-
1979

Average
Deviation

Private Business Economy 3.5 4.1 2.4 2.1 4.9 3.4 3.8 25 0.8

C)

•1

Manufhcturing 3.6 5.8 1.0 0.8 6.3 2.8 4.1 2.1 1.9
Food 2.7 3.4 2.3 1.3 3.9 1.4 5.5 0.6 1.4
Tobacco 2.1 1.8 2.5 5.3 0.9 2.1 3.7 0.6 1.2
Textiles 3.2 —0.6 1.1 1.3 9.6 1.5 5.3 2.0 2.7
Apparel 3.0 3.4 0.4 2.6 4.9 0.8 5.3 2.4 1.5
Lumber 2.7 —2.2 1.4 0.9 8.1 1.8 6.0 1.8 2,6
FurnIture 3.2 3.2 1.7 0.9 5.9 2.8 2.7 3.0 1.1
Paper 4.1 6.2 1.9 3.8 5.2 5.8 5.6 1.2 1.7
Printing 3.0 2.8 4.2 2.4 5.2 3.1 1.9 1.0 1.1
Chemicals 6.1 6.2 1.4 4.5 8.0 6.6 6.5 3.7 1.2
Petroleum 3.6 4.9 2.5 5.8 4.1 —0.6 8.3 0.7 2.4
Rubber 5.1 5.9 —0.6 6.6 9.1 7.8 6.0 1.8 2.7
Leather —0.2 —2.5 —1.2 1.4 4,0 —3.2 0.3 —1.1 1.9
Stone, Clay, Glass 2.8 4.0 1.8 2.6 4.1 2.4 3.8 0.6 1.0
Primary Metals 1.1 5.3 —1.1 —6.3 6.1 —1.6 2.9 —1.7 3.7
Fabricated Metals 3.5 7.0 0.4 0.5 6.6 4.5 1.8 1.7 2.5
Nonelectrlcal Machinery 3.7 5.6 —1.1 —0.6 8.1 1.7 4.4 3.8 2.6



Electrical Machinery 6.8 11.1 2.1 5.8 11.2 5.9 3.6 5.0 2.9
TransportationEquipment 4.8 15.4 —0.2 —2.1 8.8 2.6 2.8 1.9 4.8
Instruments 6.0 11.8 1.8 4.8 7.6 6.7 3.1 4.9 2.5
MiscellaneousManufacturing 3.1 2.6 1.3 2.6 4.3 4.3 4.4 2.1 1.1

Nonfarm Nonmanufacturing 3.6 3.5 3.2 3.2 4.4 3.7 3.8 3.0 0.4
MinIng 2.0 1.6 3.2 —0.9 3.5 3.3 1.3 1.5 1.2
Construction 2.6 5.6 4.1 4.0 2.9 0.7 1.9 —0.5 1.7
BailTransportation —0.2 —1.1 —0.9 —2.8 4.5 —1.5 —2.8 0.4 1.9
NonrailTransportation 2.8 —0.8 2.4 0.9 5.0 4.4 4.6 3.0 1.7
Communications 7.3 7.2 6.2 5.6 7.3 8.8 7.6 7.8 0.7
Public Utilities 5.9 9.7 7.2 6.8 5.5 7.0 4.5 2.4 1.8
Trade 3.8 3.8 3.6 2.8 4.9 3.6 5.0 2.7 0.7
Finance, Insurance 4.1 4.9 5.4 2.9 3.4 6.3 3.3 3.4 1.1
Real Estate 3.1 2.9 2.5 3.7 3.9 2.2 3.0 3.1 0.5
Services 3.6 3.1 1.7 4.4 4.6 4.3 3.0 3.9 0.8

Fanning 1.1 1.2 0.3 1.4 —0.4 1.7 2.0 2.0 0.7
Average Deviation 1.3 3.0 1.7 2.3 2.8 2.7 2.3 2.0 c

SouRcE: Kendriek (1983, pp. 10—11).



TABLE 3

AvwCE ANNUAL RATES OF CImNCE IN Torn FACI0R PRODUCTIVITY, ‘3’
U.S. PRIVATE Busn.mss ECONOMY, BY MAJOR INDUSTRY GROUP, 1948—1981

(Percent)

Industrial Sector 1948—79 1948—66 1966—73 1973—79 1979—81

Private Business Economy 2.0 2.6 1.7 0,4 —0.4
Manufacturing 2.2 2.5 2.4 0.8 —0.4

Foodand KIndred Products 2.7 3.0 4.1 —0.0 4.5
Tobacco 1.9 2.1 2.5 0.3 —7.0
Textiles 3.6 3.9 2.8 3.7 —0.9
Apparel 2.6 2.1 2.8 3.9 1.2
Lumber 2.8 4.0 2.0 0.1 —2.9
Furniture 2.0 2.0 1.0 3.3 1.4
Paper 2.3 2.2 4.4 0.0 —2.8
Printingand Publishing 1.4 2.4 0.9 —1.1 1.5
Chemicals 3.4 3.7 4.7 1.2 —1.2
Petroleum 1.9 3.2 2.3 —2.4 —8.0
Rubber 1.7 2.2 2.2 —0.5 —0.2
Leather 1.3 1.0 2.1 12 —0.7
Stone, Clay, andClass 1.4 1.8 1.3 0.1 0.6
PrImary Metals 0.3 1.0 0.6 —2.0 —2.7
Fabricated Metals 1.4 1.6 1.3 0.7 —0.4
Nonelectrical Machinery 1.3 1.4 1.6 0.8 1.3



Electrical Machinery 3.7 4.1 3.2 3.3 1.0
Transportation Equipment 2.5 3.2 2.7 0.3 —4.9
Instruments 2.7 3.5 2.3 0.9 0.5
Miscellaneous ManufacturIng 2.5 2.2 4.0 1.9 2.7

NonfarmNonmanufacturlng 1.3 1.9 1.0 0.1 —0.5
MIning 0.9 2.4 1.4 —4.0 —1.4
Construction 0.5 2.2 —0.8 —3.0 —2.5
Rail Transportation 2.9 4.4 0.3 1.3 1.8
Nonrall Transportation 1.1 0.8 2.4 0.9 —1.2
Communications 4.6 5.3 3.2 4.3 4.0
Public Utilities 3.2 5.4 1.2 —0.9 —2.2
Trade 2.1 2.5 2.4 0.6 —0.7 c
Finance, Insurance 05 1.1 0.3 —0.9 —1.3
RealEstate 1.3 1.8 —0.0 1.2 —1.0
Services 0.2 0.4 —0.3 0.1 1.0

FarmIng 3.5 3.9 3.5 2.2 3.7
Unweighted Average 2.1 2.6 2.0 0.6 —0.5
Average Deviation 0.9 1.0 1.2 1.4 2.1

Souacs: Kendrlck (1983, p. 24).
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Thus, during the 1973—79 subperlod, 9 of the 31 industry groups
showedabsolute declines in total factorproductivity, andwhen over-
all productivity dropped by 0.4 percent a year during the 1979-81
subperiod, 18 of the groups showed decline. For example transpor-
tation equipment (which includes automobiles) had an average 4.9
percent a year decline, and primary metals (mainly Iron and steel)
had a2.7 percent a yeardecline from 1979 to 1981—industries that
have been mostvociferous in seekingprotection and assistance.

Another bad year for U.S. business interests was 1982, Real busi-
ness productdeclined byalmost 3 percent, and productivity sagged
a little further. The crunch on industries competing in International
markets was accentuatedbythe appreciation in the foreign-exchange
value ofthe dollarthrough 1983 andthe slowerrecovery abroad. The
latterwas associated with a smaller increase in U.S. exports relative
to imports.

Despite international problems, 1983 was a year of reasonably
robust economic recovery, with real business product up 4 percent
andreal productper hour improvingbymore than 2.5 percent.4With
recovery continuing strong In early 1984, formerly depressed indus-
tries werehurting far less. Profits ofthe auto industry are very good,
andeven the steel IndustryIs making a comeback.

If I am right that the rest of the 1980s will experience stronger
growth than thedecade endingin 1982,1 would guess thatthere will
be less talk of industrIal policy, let alone bailouts.

Conclusion
Itis fundamentallyImportant for the general public to understand

that there are and always will be industries that are falling below
average in productivity growth and are therefore losing comparative
advantage In foreign trade. It would be a never-ending task and a
bottomless pit financially for the government continually to seek to
strengthen those Industries.

Even if it could be decided which industries should be assisted,
the policies required to promote their relative productivity growth
are not easy to determine. Analyses Indicate the causal forces are
complex(Kendrick 1983,pp. 34—50). Someofthe variablespositively
correlated with productivity growth are scale; growth ofreal capital
stocks per unit of labor input; ratios ofR&D to sales, not only within
the given industry but also in supplying industrIes; average educa-
tion and training perworker; percentage ofwomen in the work force;

Seo EconomicReport of thePresIdent, 1984, chap, 6.
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andlayoffrates. Negativelycorrelatedwith relativeproductivitygrowth
are cyclical amplitude of production; proportion of the work force
belongingto unions; man-days idle on account of strikes; the quit
rate; the rate of increase in the female proportion of the work force;
and the rate of increase of concentration. Selection of the proper
policy mix is madeeven moredifficultby thedifferential andvariable
lags between the initiationofpolicies and their impactonproductivity.

The basic point is thatwe are not omniscient or smart enough to
pursue asystematic, centralizedindustrial policy thatwould be ef1~c-
tive in the sense of giving better results than the market in our
complex and dynamic type of economy. The Important role of gov-
ernment is to provide a reasonably stable, favorable environment for
private enterprise.

I also believe thatgovernment has a role in facilitating the transfer
of resources, particularly labor,among industries anduses. The com-
munity should be willing to pay for retraining and, where necessary,
the relocation ofworkers who are displaced, through no fault of their
own, by forces that Increase real Incomeof thepopulation generally.

Whatabouttheargument thatwe should replace the presentpatch-
work of policies that have differential industry impacts by asystem-
atic approach involving acentral agency to shape federal industrial
policy, multipartite industry councils, and adevelopmentbank? Cer-
tainly most industries are affected to a greater or lesser extent by
many current policies in the areas of tarIffs and quotas, regulation,
taxation, andgovernment outlays, including subsidies. Should these
not be rationalized?

The short answer is no, not by the apparatus mentioned above for
developing and executing industrial policy. It would become the
fulcrum for intensive lobbying and political pressures to Influence
the fortunes ofthe various industries. Further distortions than now
existin pricingandthe allocationofresources would inevitably arise.
An additional virtue of the market economy would be compro-
mised—the decentralization ofdecisions on Innovation and theasso-
ciated investments to managers of individual enterprises who know
their industries better than any outside bureaucracy and who bear
thepenalties for faultyjudgements.

In conclusion, I must express my agreement with the president’s
Council of EconomicAdvisers, who in their 1984 report stated:

Our market economyand its system of rewards ft,r superior perfor-
mance have made the American economy the most productive
and innovative In the world. An industrial policy that Increases
government plannIng, government subsidies and international
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protectionism would only be a burden on our economic life and a
threat to our long-term economic prosperity.

[ECOnOmIC Report 1984, p. 111~~
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RESTORING U.S. COMPETITIVENESS
Alvin Rabushka

ProfessorJohn Kendrick (1984) has demonstrated convincingly that
reliance on private enterprise as the mainvehicle to raiseproductiv-
ity has workedwell throughout American economichistory. Markets
successfiully allocate factors ofproduction to industries. As onemight
expect, there has been historically wide dispersion among industries
and variability across subperiods.

Productivity growth turned sour in the late 1960s compared with
our European andAsian trading partners, due largely to increasingly
unSvorable tax treatment accorded savings and Investment in the
United States. The American slowdown is traceable to faulty macro-
economicpolicies: inflation, increased income tax burdens, taxes on
capital, the declining quality of education, and increased govern-
mental regulation. Thus forKendrick, governmenthas been thecause
of declining productivity, not the potential cure.

Beginning with the 1978 reduction in the capital gains tax rate,
andcontinuing with the 1981 Economic Recovery Tax Act’s across-
the-board marginal tax rate reductions, the federal government has
begun to recognize the deleterious consequences for productivity
growth of punitively high rates of taxation. Building on that experi-
ence, Professor Kendrick suggests that future tax reformexempt sav-
ings, that we in fact adopt a consumption tax to stimulate greater
savings and Investment, a suggestion with which I entirely agree.
Before building on his analysis ofthe need for substantial reform of
our macroeconomic policies, I would like to raise two minor points
ofdisagreement

First, I oppose apublicly provided program to retrain and relocate
workers. No matter how sound the idea, the Congress and bureau-
cracy, supported bynumerous political andeconomic interests, would
politicize the implementation ofany such program. In short order a

CatoJounsa4Vol. 4 No.2(PaIl 1984). CopyrIghtCOtto Institute. Allrights reserved.
The author Is a SenIor Fellowofthe Hoover Institution, Stanford UnIversity.
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job retraining and relocation program would resemble the counter-
cyclical publicjobs programs, whichmost economists claim do more
economic harm than good. Second, the suggestion to separate the
federal capital and current account budgets is another good idea in
principle, but which also founders on the shoals of political Imple-
mentation. The legal structure of government financial accounts is
unlikely to alter the incentives that members of the executive and
legislature branches have to increase spending.

On all other counts I fully endorse ProfessorKendrick’s interpre-
tation ofU.S. productivitygrowthanddecline.The solution to declin-
ing productivity lies not in centralizing the current hodgepodge of
ad hoc regulatory and tax policies, which would be tantamount to
pouring gasolineona ragingfire, butratherin restoringthe maximum
degree of national reliance on market forces, which has proven the
best tonic for fostering sustained growth, steadily rising living stan-
dards, and economic freedom andopportunity in the process of sus-
taining individual liberty.

Professor Kendrick’s focus on faultymacroeconomicpolicies as the
cause ofdecliningproductivity is an Invitation toproposeasubstitute
set For me the objective of macroeconomic policy is to maximize
economic growth with a minimum of governmental intrusion into
the private affairs of the people. Welfare economics tells us that
competitive markets yield an optimal allocation of resources; they
are, in short, allocatively efficient Perfect competition yields a set
of prices for inputs and outputs whichplaces maximum valuation on
every economic good.In such amarket the valueof anyitem to each
consumer—how much he is prepared to pay—is exactly equal to
the marginal cost to any producer—how much he must spend to
produce it

Free entry (and exit) and unregulatedprices satisf~’the requisites
for competition. No one buyer or seller can be dominant enough in
the market to set prices. Nor can there be any legal or arbitrary
barriers toaccess. Resources mustbe free to move to their most highly
valued use. In a competitiveor free-market economythegovernment
does not interfere with the prices established by market forces; nor
does it protect existing firms from the pressure ofcompetitors. Gov-
ernment imposes no legal restrictions limitingmarket entryofbuyers
or sellers.

The rationale for government can arise, then, in purely economic
terms when the conditions of competitive markets are not satisfied.
Examples include the presence of monopolies, externalities which
inflict costs that are not compensated, and the need to provide such
public goods as law and order, national defense, and public works,
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because private suppliers have no practical way to charge for the
benefitsof their services. Mostgovernments also provide a monetary
framework and negotiate International agreements. Governmenthas
a legal monopoly on coercion, and with it the power to tax, spend,
and regulate. In pursuit ofmaximum productivitygrowth, the direct
cause ofrising living standards, it Is essential to define the legitimate
scope of government action consonant with competitive markets.
Thus we return to thesubject of appropriate macroeconomicpolicies
of taxation, spending, regulation, monetary policy, and international
trade.

Taxation
The requirements for a sound system oftaxation are that it satisfy

the criteria ofneutrality (not distort one form of activity in favor of
another), efficiency (not produce dead-weight losses in the economy
as a result of avoidance and evasion), predictability (to minimize
costly adjustments to chronic changes), comprehensibility (it should
not require a doctorate in accounting and tax law to complete tax

forms), and fairness (meaning that taxpayers in similar circumstances
should pay similar rates of tax). To this end, economists ofall per-
suasions concur that a uniform tax rate imposed on consumption
would best satisfy these conditions. By encouraging saving and
investment, itwould stimulate maximumrates ofeconomic growth.

In collaboration withProfessor RobertE. Hall(1983),! have devel-
oped a uniform flat-rate tax on consumption (hereafter the Hall-
Rabushka flat tax). Our proposed replacement for both the current
personal and corporate income taxes would raise more revenue than
thecurrent systems by broadening the tax baseand lowering thetop
marginal rate to 19 percent It would eliminate double taxation by
integrating the corporate andpersonal income taxes. By placing inter-
est on an after-tax basis, Interest income would not be taxed and
interest expenses would not be deductible. We replace the current
hodgepodge ofdepreciation schedules with 100percent expenses of
all annual capital outlays (which restricts taxation to consumption),
and also abolish the capital gains tax on financial assets. Moreover
we have managed to condense the annual filing requirements to no
more than two postcard-sized forms depending on whether one is
exclusively salaried or also owns a business enterprise. Adoption of
the Hall-Babushka plan would dramatically enhance the incentives
to work, save, and invest—thereby sharply increasing annual pro-
ductivity growth. In the processit wouldeliminate billions ofdollars
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in costs of direct compliance (lawyers, accountants, record keeping)
andavoidance/evasion behavior (dueto high marginal tax rates).

Budgetary Reform
Concern overmulti-hundred billiondollar federal budget deficits

has risen commensurate with a growing trend of federal fiscal Irre-
sponsibllity. Collective concern bythe Congress and the president
for stable prices and hill employment Is no match for the spending
Incentives faced by individual members of Congress, who respond
to tugsofturfandconstituency in the biannualstruggle forreelection.
The mismatch between individual andinstitutional incentives calls
fbrsomestructural reform to restore theVictoriannormsthatdictated
annual balanced budgets, a limited scope for government spending,
and low levels of taxation—norms that held sway In America until
the combined advent of the New Deal and World War II. Deficit
spending has replaced balanced budgets, and runawaygovernment
spending has destroyed limited government

Statutory reform is inherently unsuited to accomplish the objec-
tives of restraining public spending and restoring the norm of fiscal
balance. The reason is that the adoptionofabudget deficit overturns
any statutory limitation on budget procedures. Therefore only acon-
stitutional amendment can limit spending and taxation andcan man-
date a balanced federalbudget

Since 1915 supporters of constitutional limits on spending and
deficits have persuaded 32 state legislatures to petitionCongress to
invoke Article Vofthe Constitution andcall a constitutional conven-
tion to write a balanced budget amendment In August 1982 the
United States Senate approved by 69 to 31 a balanced budget/tax
limitation amendment that failed to win approval in the House of
Representatives. Adoption of this amendment would restore fiscal
sanity, thus minoring the first 115 years ofAmerican history during
which the unwritten norms of budgetary balance and limited gov-
ernment prevailed. The amendment would restrain the growth rate
of public spending and taxation, thus shifting resources from the
inefficient public to the more efficientprivate sector, Pressure on the
credit markets would ease as public competition with private users
of credit declined. Combined with a low flat tax, the adoption of a
balanced budget/tax limitation constitutional amendment would be
the best corrective for today’s faulty macroeconomic policies.

Other Measures
Printingof money and a monopoly on legal tender are the prerog-

atives ofvirtually every government. Private competing monies have
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been infrequent in world history. But theabsence ofprivate money
is not the cause ofunstable prices or Inflation. Rather, governments
the world over, especially the U.S. government sInce 1971, have
shown themselves increasingly unable to maintainaregimeofprice
stability. The proximate cause of contemporary price Instability is
theabolition ofthe Bretton Woods (“gold standard”) system ofinter-
national monetary policy that prevailed from the end ofthe Second
WorldWar until PresidentRichardNixon closed the “goldwindow”
to foreign holders of dollars in 1911. By removIng the last external
check on domestic credit creation, the Federal Reserve Board has
been able to accommodate ever-Increasing credit demands by the
federal government, resulting in inflationary effects and dramatic
swings in the price level (and relative prices).

Without engaging in the extensive debate among monetarists, let
me express a straightforward preference for a price rule (fixing the
dollar price ofgold at which thecentral bank stands ready tobuy and
sell gold) Instead ofa growth rule (stIpulating a steady annual increase
In some monetary indicator such as Ml). My reasons are simple. A
bank clerk with scale In hand can implement theprice rule. Armies
ofdiscretionary central bankauthorities have thus Sr failed to dem-
onstrate either theIr commitment to a money growth rule or their
ability to adhere to one suitably defined. A gold standard price rule
at least guarantees the quality ofmoney, a task government seems
better able to perform thanmaintaining somepredetermined growth
rate In the quantity ofmoney.

Last, but not least, is government regulation of bothdomestic and
International economic activity. Unless regulatory benefits exceed
costs,or someabsolute, overriding social objective prevaIls, the con-
sequences ofregulation are declining productivityand slower rises
In living standards. In the same vein the requisites of free entry and
unregulated prices thatcharacterize thecompetitive marketeconomy
dictate an international regime of free trade.

Conclusion
The solution to restorIng higher levels of annual growth in pro-

ductivity is straightforward: the restoration of the economic, fiscal,
monetary, and regulatory regimes thatprevailed throughout the bulk
ofAmerican history.’ These policies, in Professor ICendrick’s words,

‘For adetailed treatment ofthose Sues, see Babushka, Fmsn Adam Smith to the
Wealth ofNatIons (1984). That book explores the economic policies of 19th-century
Britain and those of the successMl postwar Asian nations of Hong Long. Taiwan,
Singapore. and Korea, and Itapplies their lessons to contemporary America.
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would reinstate ournation’s historical reliance onprivate enterprise
to raise productivity and living standards, policies that have proved
successful in ourpast and,when adopted, in other nations as well.
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