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funds to finance their favorite projects with-
out increasing the risks to those funds, but
the secretaries never quite explained how that
was possible. At the same hearing, I testified
that the new bulletin “was either meaning-
less or mischievous—meaningless if it does
not weaken the strict ERISA standards, mis-
chievous if it does.”

So far, the threat to private defined bene-
fit plans is only a cloud on the horizon, but it
is a dark and ominous cloud. As is the case
with the public employee plans, the direct
losses from politically directed investments
would be to the plan participants, in the form
of either lower wages or a failure of the plan
to pay the promised benefits. In this case,
moreover, the losses would be shared by
the federal pension insurance fund, and ulti-
mately the taxpayer, if plans fail to pay the
guaranteed benefits. Several commentators
have suggested that ERISA be broadened to
protect public employee pension plans against
pressure to invest in politically favored groups.
The first priority, I suggest, is to ensure that
ERISA is administered as intended—to pro-
tect the safety and soundness of private defined
benefit plans. Twenty-one years ago, Con-
gress passed ERISA to protect private pen-
sions against the consequences of irrespon-
sible private pension sponsors. It would be a
sad irony if the officials responsible for admin-
istering ERISA undermined pensions in the
interests of politically targeted investments.
For pension funds, the bottom line is that
what they do best—choosing a portfolio that
best serves plan participants—is increasing-
ly vulnerable to political pressure. Public plans
are already vulnerable, and private plans may
soon be as well. The probable effects would
be a continued erosion of real wages, defined
benefit pension plans, and, possibly, total pri-
vate saving for retirement.

Insurance

For the most part, insurance markets are
regulated by state governments, not the fed-
eral government. That has not protected insur-
ance markets, however, from the types of
redistributionist policies the federal govern-
ment has already applied to banks and, poten-
tially, to pension funds. Many state govern-
ments, for example, subsidize high-risk driv-
ers by assigning them to broader auto insur-
ance pools and then mandating (more accu-
rately, trying to mandate) universal coverage.
Some states have required insurance com-
panies to offer the whole range of policies

in that state in order to broaden the base for
mandated cross-subsidies. In response, some
low-premium companies have withdrawn
entirely from those states.

For better or for worse, California is often
the wave of the future, and a recent case is
most disturbing. After some very bad under-
writing and huge claims as a result of the
Northridge earthquake, 20th Century Indus-
tries asked the California Department of Insur-
ance for a minor premium increase on its auto
insurance policies. Two intervenors withdrew
their objections to the increase in exchange
for a commitment by 20th Century to deposit
$1 million in Oakland banks, contribute $50,000

/1t is difficult for
even a large bank
to take on federal
regulators and the
Department of
Justice.””

to local organizations, and market its policies
in Oakland and outer San Diego County. The
lead intervenor, a vocal community activist,
also expects $115,000 in fees from 20th Cen-
tury for her intervention. This is another case
where it does not pay the directly affected
company to challenge such extortion; the com-
pany should have been defended by some
association of insurance companies to avoid
setting a precedent for more such outrages.
There are two major potential federal
threats to insurance markets. In April 1992,
Rep. John Dingell, then chairman of the House
Energy and Commerce Committee, intro-
duced a major bill that would impose feder-
al regulations on the insurance industry. That
bill would also establish a national reinsur-
ance fund through which solvent insurers
would cover the policy claims on failed insur-
ers, but without a federal guarantee. Insur-
ers that do not elect to participate in the fed-
eral system or do not meet the federal sol-
vency standards would continue to be reg-
ulated by the state insurance commissions.
All insurers would continue to be subject to
continued state regulations of insurance rates.
The primary problem of the Dingell bill
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is the separation of solvency and rate regu-
lation; state insurance commissions would
have even less incentive to be concerned with
insurer solvency in setting insurance rates.
The other problem of the proposed bill is that
there is probably no way to avoid an implic-
it federal guarantee of a national reinsurance
fund, with all of the consequent problems of
the deposit and pension insurance funds and
the several federal credit programs.

The Dingell bill is seriously flawed but
could provide the basis for useful legislation.
One productive outcome would allow nation-
al insurers to elect federal solvency regula-
tion in exchange for full immunity from
federal or state rate regulation. In the absence
of such a provision, the seriously flawed sys-
tem of state insurance regulation is proba-
bly better than any federal regulation. The
most innovative alternative, recently proposed
by the majority leader of the Michigan sen-
ate, would be to create one or more interstate
insurance compacts that would determine
both the solvency rules and the reinsurance
guarantee for those companies that elected to
operate under their rules. Such voluntary com-
pacts are more likely to lead to a spread of
good rules than are either the separate actions
of the states or the likely outcome of the process
to establish a federal insurance code.

The other major federal threat to insur-
ance markets is health reform. Most of the
major health reform proposals considered in
1994 had some form of “community rat-
ing,” a warm and fuzzy term that disguises
its meaning—a legislated cross-subsidy from
low-risk people to high-risk people. Com-
munity rating would increase the premi-
ums on low-risk people and reduce the pre-
miums on high-risk people. Further, unless
community rating were paired with an effec-
tive mandate on coverage, some low-risk peo-
ple would drop health insurance, and the
insurance companies would try to avoid mak-
ing a market for high-risk people. The expe-
rience in New York State since the spring of
1993 has already confirmed those effects.

For insurance companies, the bottom line
is that what they do best—offering the best
possible policies for people in each risk pool—
is increasingly disparaged as “cherry pick-
ing.” Unless there is a major change in the
rhetoric of the debate on these policy issues,
the insurance companies will end up as paper
pushers in a government-managed prepay-
ment system, not as entrepreneurs who make
the market for insurance. =




12

Studies Find MSAs, Term Limits Still Needed
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IRS, Environmental Law Limit Constitutional Rights

Cato Studies

T his year some 40 million Americans will
clash with the Internal Revenue Service,
and in a rising number of those confronta-
tions, the taxpayer will be right, writes Daniel
J. Pilla in “Why You Can’t Trust the IRS” (Pol-
icy Analysis no. 222). Pilla, author of How to
Fire the IRS, finds that despite a doubling of
its budget over the past 10 years and a near-
ly 20 percent increase in enforcement per-
sonnel, the IRS is increasingly incapable of
administering the nation’s tax law. He notes,
for example, that the IRS telephone taxpay-
er-assistance program provides about 8.5 mil-
lion Americans the wrong answers to even
the most basic inquiries about the tax laws.
This year roughly 10 million Americans
will receive correction notices from the IRS
assessing about $4 billion—and about half of
those notices will be erroneous, Pilla writes.
He also points out that about 40 percent of
IRS penalty assessments are abated when cit-
izens challenge the penalties. (In 1993 tax-
payers were overcharged $5 billion.) Further,
a1993 General Accounting Office audit of the
IRS found widespread evidence of financial
malfeasance and gross negligence. The IRS
could not account for 64 percent of its con-
gressional appropriation.

Pilla says the IRS fails to meet the stan-
dards of financial accountability and diligence
that it imposes on the citizenry. Since the IRS
can no longer adequately police itself, he
writes, it can no longer be trusted with the
authority to police individual American busi-
nesses and taxpayers. Pilla concludes that the
time has come to abolish the complicated and
intrusive income tax system—including the
IRS—and replace it with a national sales tax.

Environmental Law Threatens
Basic Liberties

Many basic constitutional principles are
being compromised to facilitate environmental
investigations and prosecutions, writes Tim-
othy Lynch, assistant director of Cato’s Cen-
ter for Constitutional Studies, in “Polluting
Our Principles: Environmental Prosecutions
and the Bill of Rights” (Policy Analysis no.
223). According to Lynch, federal lawmakers
have authorized coercive “self-confession”
programs and warrantless inspections of com-

mercial premises. The law has stripped envi-
ronmental criminal suspects of traditional
legal defenses such as good faith, fair warn-
ing, and double jeopardy. Stringent regula-
tions make it extremely difficult for legitimate
businesses to operate within the law. Indeed,
Lynch adds, the web of regulations has grown
so dense that many observers believe com-
pliance with the law is unachievable. Many
American businesses are currently operating
in what is essentially a regulatory police state.

In recent years environmental criminal
prosecutions have become a major interest of
federal prosecutors. Each year the Depart-
ment of Justice announces “record levels”
of fines imposed, persons indicted, and jail
time served for infractions of environmental
regulations. The ostensible purpose of the
criminal program is to punish and deter pol-
luters whose actions might endanger public
health and the environment. However desir-
able those policy objectives may be, Lynch
argues, they should not obscure the means
by which the government pursues its envi-
ronmental mandate.

Lynch concludes with a call for funda-
mental reexamination of the federal regula-
tory structure. Reform should begin with the
immediate restoration of the legal rights and
privileges that are enshrined in the Bill of
Rights, he says.

Medical Savings Accounts Reduce Health
Care Costs

The most politically viable health care
reform proposal, medical savings accounts
(MSAs), has a track record of success in the
private sector. That is the conclusion of Cato
adjunct scholar Peter Ferrara in “More Than
a Theory: Medical Savings Accounts at Work”
(Policy Analysis no. 220). Ferrara examines
the experience of a variety of companies cur-
rently using MSA-type insurance plans. In
all of the companies studied, he shows that
MSAs have proven highly effective at con-
trolling costs for employers and highly pop-
ular among workers. The companies studied
include Golden Rule Insurance Company,
Dominion Resources, Forbes, Inc., Quaker
Oats, Indresco Corporation, and a number of
small businesses across the country.

MSAs would give individuals more incen-
tives to be informed consumers of health care
services by allowing them to save money in

tax-exempt savings accounts similar to indi-
vidual retirement accounts. That money would
be used to pay routine, low-dollar medical
expenses. To supplement those funds, indi-
viduals or employers could purchase rela-
tively inexpensive catastrophic insurance
policies to protect against major medical
expenses.

The study calls on Congress to remove
the significant tax bias against MSAs. By doing
so, Ferrara says, Congress would clear the
way for a fully comprehensive cost-control
system that would restrain costs without
rationing imposed by either the government
or insurance bureaucracies.

Term Limits Still Needed, Despite
GOP Victory

The 1995 Republican takeover of the U.S.
Congress does not dispense with the need for
short term limits, writes Cato senior fellow
Doug Bandow in “Real Term Limits: Now
More Than Ever” (Policy Analysis no. 221).
On the contrary, he writes, Republican reluc-
tance to enact term limits shows the need for
them irrespective of the partisan composition
of Congress. Those who advocate a limit of
six terms (12 years) in the House are the
biggest threat to term limitation, Bandow
adds. Most states that have limited the terms
of their representatives have approved lim-
its of three terms (6 years). Shorter House lim-
its, Bandow argues, would create more com-
petitive elections and would reestablish a cit-
izen legislature. To effectively end politics as
alifetime sinecure requires that terms be short,
says Bandow.

Bandow also refutes the claims that term
limits would enhance the power of congres-
sional staff members and lobbyists, who,
revealingly, oppose term limits, and that the
loss of legislative experience would harm the
nation. Moreover, by making elections com-
petitive, he writes, term limits will actually
increase choice, not constrict it. The nation’s
Founders strongly believed in rotation in
office, Bandow concludes. They left term lim-
its out of the Constitution because they did
not foresee politics’ becoming a career for
so many people. Short term limits would rem-
edy that oversight. Nothing is more impor-
tant today, argues Bandow, than reversing
the pernicious rise of a professional political
class. B
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Electricity (Cont. from p.3) I

University noted that the experiences of oth-
er “network” industries that have undergone
deregulation— natural gas, railroads, telecom-
munication, airlines, and trucking—indicate
that substantial deregulation of electricity is
not only possible but vitally necessary to
unleash the industry’s full economic poten-
tial.

Richard Gordon, director of the Center
for Energy and Mineral Policy Research at
Pennsylvania State University, declared
that “demands for specific industry reorga-
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Daniel Fessler, president of the California Public Utili-
ties Commission, gave a ringing defense of the Ninth and
Tenth Amendments at Cato’s conference on electricity
deregulation.
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At the end of the Cato conference “New Horizons in Electric Power Deregulation,” panelists gathered for a wide-

ranging discussion of the deregulated future.

nization proposals as a precondition for reform
effectively seek to sabotage change. Trusting
the regulators to redesign [the electric utility
industry],” he added, “will perpetuate past
errors. We should move the regulators aside
and let the experiments begin.”

Robert Michaels of California State Uni-
versity at Fullerton warned that Gordon’s
fears are coming true in his state, where “dereg-
ulation” means a centralized electricity pool
to which all power generated must go and
from which it must be dispatched to electric

utilities.

Other participants included Douglas
Houston of the University of Kansas; Richard
O'Neill, senior economist at the Federal Ener-
gy Regulatory Commission; Manuel Alvarez,
principal adviser to the head commissioner
of the California Energy Commission; Rus-
sell Klepper of Rawson, Klepper and Co.;
John Kelly of the American Public Power
Association; Patricia Herman of Barakat and
Chamberlin; and Roy Cordato of Campbell
University. ]
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Card-Krugeer Study Debunked

Clinton Aides Wrong on Minimum Wage, Labor Law

ontrary to recent assertions of the Clin-  fying methodological shortcomings, the authors
ton administration,“higher minimum conclude, “Artificial increases in the price of
wages go hand-in-hand with substantial unskilled laborers inevitably lead to their

declines in the employment of low-pro-
ductivity workers,” write econo-
mists Donald Deere, Kevin M. Mur-
phy, and Finis Welch in “Sense and
Nonsense on the Minimum Wage,”

a feature article in the latest edition
of Cato’s Regulation magazine (no.
1,1995). The issue, devoted to “Labor
Pains,” takes a close look at the min-
imum wage, the report of the Com-
mission on the Future of Worker-Man-
agement Relations (Dunlop com-
mission), and the Fair Labor Standards
Act of 1938.

Deere, Murphy, and Welch devote
some of their analysis to alleged new
evidence, compiled by Princeton Uni-
versity economists David Card and
Alan Krueger, that increases in the minimum
wage do not reduce employment. The Card-
Krueger research is used to support the Clin-
ton administration’s plan to raise the mini-
mum wage to $5.15 an hour. After scrutiniz-
ing Card and Krueger’s studies and identi-

More than 100 Cato Benefactos heard Gov. William
Weld'’s address at Cato’s Seventh Annual Benefactor
Summit, held Feb. 9-12 at Loews Ventana Canyon Resort
in Tucson, Arizona.

reduced employ-
ment; the conven-
tional ~ wisdom
remains intact.”
The Dunlop com-
mission was set up
by Secretary of
Labor Robert B.
Reich and Secre-
tary of Commerce
Ronald H. Brown
in 1993 to reeval-
uate American
labor. In an exam-
ination of the
report, New York
University labor
law professor Samuel Estreicher concludes
that “despite some good ideas, the commis-
sion was hamstrung by political considera-
tions, and its recommendations fall consid-
erably short of the thoroughgoing reassess-
ment of the legal regime that was called for.”
Estreicher challenges the commission’s premise,

arguing, “The collective bargaining system is
not working. . . . The current legal regime is
based on a model of the employment rela-
tionship that poorly reflects modern condi-
tions. . . . The focus of legislative efforts
should be on lifting existing restrictions that
limit representational options and encour-
age adversarial contests.” Rutgers Univer-
sity economist Leo Troy also contributes an
article on the commission report to the issue.

Cato associate policy analyst James
Bovard’s article argues that the Fair Labor
Standards Act “is typical of the dishonesty
of the paternalistic state. The FLSA is basi-
cally a blank check allowing political manip-
ulation of the labor market in order to reward
some people by throwing other people out
of work.” The labor theme is continued in
an article by Cameron D. Reynolds and
Morgan O. Reynolds on how state courts
are undermining the employment-at-will
doctrine.

On another subject, Michael J. Pompili,
assistant commissioner of environmental
health for Columbus, Ohio, looks at “The
Rising Impact of Environmental Mandates
on Local Government.” &

Golden Rule Insurance chairman Pat Rooney discusses the future of health care reform after the Clinton plan at
the Benefactor Summit. Other speakers at the summit included William Kristol and Theodore Forstmann.
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Medicare Will Be Broke in 7 Years
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Entitlements Must Be Reined in, (Most) Analysts Say

I n recognition that entitlement reform must
be at the heart of any realistic attempt to
balance the federal budget, on March 28 the
Cato Institute held a half-day seminar on
whether and how entitlement spending can
be controlled. The keynote address, “Entitle-
ment Reform: Touching the Third Rail,” was
given by former Massachusetts senator and
presidential candidate Paul Tsongas.

Tsongas, cochairman of the Concord Coali-
tion, criticized President Clinton for failing
to address entitlement reform. He also attacked
Senate Democrats for killing the balanced-
budget amendment. Tsongas said that all enti-
tlements, including Social Security and
Medicare, must be reconsidered and called
for means testing for all entitlement programs.
Although he opined that Social Security was
unlikely to be privatized, he said he welcomed
the proposal because it focused the debate on
the need for Americans to provide for more
of their own retirement.

In an overview of the entitlement issue,
Mark Weinberger, who served as chief of staff
to the Bipartisan Commission on Entitlement
and Tax Reform, said entitlement spending
increased from 23 percent of the federal bud-
get in 1963 to more than 47 percent in 1993.
By 2003 entitlements will account for nearly
60 percent of all federal spending. Weinberger
warned that unless significant reforms are
enacted, by 2030 four programs, Social Secu-
rity, Medicare, Medicaid, and federal employ-
ee retirement benefits, will consume all tax
revenue collected by the federal government.

During a panel on reform of Social Secu-
rity, Peter Ferrara of the National Center for
Policy Analysis warned that by 2040 a com-
bined employer-employee payroll tax of 40
percent could be required to pay Social Secu-
rity benefits. Ferrara also noted that even if
Social Security’s financial difficulties can be
fixed, it remains a bad deal for today’s young
workers. Payroll taxes are already so high
that Social Security benefits provide a below-
market return on those taxes. An individual
could earn more from private savings, invest-
ment, and insurance. Ferrara called for the
privatization of Social Security, noting that
such reforms had proved both successful and
popular in Chile and elsewhere.

Max Richtman, vice president of the Nation-
al Committee to Preserve Social Security and
Medicare, conceded that there were some

long-term financing problems but noted that
the system was currently running a surplus
so there was no need for precipitous action.
Richtman said that minor reforms such as
raising the retirement age and increasing the
payroll tax would be sufficient to preserve
the system. He also strongly opposed pro-
posals to means test Social Security benefits
or reduce cost-of-living allowances.

Young people have completely lost faith
in the Social Security system, according to
Richard Thau, executive director of Third Mil-
lennium. Warning of coming “intergenera-
tional warfare,” Thau said young workers
were paying taxes for benefits that they were
unlikely to ever receive and were going to
inherit the debts being run up by today’s polit-
ical leaders.

During the second panel, focusing on
Medicare, Guy King, former chief actuary for
the Health Care Financing Administration,
warned that Medicare Part A, which is fund-
ed from the Hospital Insurance Trust Fund,
will be bankrupt by 2002. Medicare Part B is
not in danger of bankruptcy because it is
financed out of general revenues, but it is one
of the most rapidly growing portions of the

Richard Thau of Third Millennium and Max Richtman of the National Committee to
Preserve Social Security and Medicare prepare to offer divergent approaches to entitle-
ment reform at Cato’s March 28 conference.

federal budget and a major contributor to the
budget deficit. King warned that none of the
health care reform bills introduced in the last
Congress would have solved Medicare’s

Former senator Paul Tsongas discusses the Concord
Coalition’s “Zero Deficit Plan” at Cato’s conference on
entitlement reform.

underlying structural problems, including
the inherent problems of any third-party pay-
ment system.

John Rother, vice president of the Amer-
ican Association of Retired Persons, agreed
that Medicare’s financing was a serious prob-
lem. However, he said, since many elderly
Americans are
dependent on the
system, Congress
should commit to
finding whatever
money is necessary.
He objected to cur-
rent reform pro-
posals that would
means test benefits,
increase premiums,
or force the elderly
into managed-care
plans.

Finally, Robert
Moffit, deputy
director of domes-
tic policy at the Her-
itage Foundation,
criticized Congress
and special inter-
ests such as AARP
for being unwilling
to face the Medicare crisis. Moffit said that
reforms such as increasing premiums and
allowing the elderly to opt out of the program
are essential. ]




World Bank success:
bigger government

Ghana [is] the International Monetary
Fund (IMF) and World Bank’s star pupil
in Africa. . ..

Yet, as the World Bank notes in Ghana:
2000 and Beyond, with an annual per capi-
ta income of US$390, the country remains
among the poorest in the world. . ...

The real success of the recovery pro-
gram [in the view of Ravi Kanbur, who
recently returned to Washington after sev-
eral years as the World Bank’s represen-
tative in Accra] has been to raise govern-
ment revenue from 5 to 15 percent of GDP.

—Development Business, Feb. 16, 1995

Or a country that had
come to its senses

If Congress rejects President Clinton’s
call to guarantee $40 billion in loans to Mex-
ico . .. the damage to the United States’
prestige as a world economic leader would
be severe, analysts said. . . .

“The prestige of the president, the Fed
chairman and the leadership of both hous-
es in Congress has been committed,” said
Robert Hormats, vice chairman of Gold-
man Sachs International. If Congress were
to kill the aid package, “the feeling in the
rest of the world would be that we are a
nation in disarray, a country incapable of
addressing a crisis.”

—Washington Post, Jan. 31,1995

CATO POLICY REPORT
1000 Massachusetts Ave., N.W.
Washington, D.C. 20001

ADDRESS CORRECTION REQUESTED

INSITITUTE

Like the post office

Staid and rundown Havana, which
once eschewed advertising and blatant
bids for customers, has opened its first
experiment in fast food since the econom-

ic “Special Period” began in 1989. . . .
“There is nothing fast about this,” grum-
bled a student named Graciela, who had
been waiting 20 minutes in a slow-moving
line to buy a 25-cent bag of popcorn. Asked
why she did not leave, she looked surprised.

“Where else is there to go?” she said.
—Washington Post, Jan. 24, 1995

The mountain labored
and brought forth a mouse

Vice President Al Gore’s promise to
“reinvent government,” proclaimed with
great fanfare in the first year of the Clin-
ton Administration, produced only a nation-
wide yawn. . ...

There are good reasons for this. Inany
institution other than the federal govern-
ment, the changes being trumpeted as rein-
ventions would not even be announced,
except perhaps on the bulletin board in the
hallway. They are the kinds of things that
a hospital expects floor nurses to do on
their own; . . . that even a poorly run man-
ufacturer expects supervisors to do on their
own—without getting much praise, let
alone any extra rewards.

—Peter Drucker in the Atlantic
Monthly, February 1995

Memo to Clinton and Congress
It took [India’s] bloated, state-run
telephone monopoly 110 years to install 8
million phones, but it has taken private
cable operators just three years to install
20 million satellite TV hookups.
—Washington Post, Dec. 30, 1994

And one convention
works about as well
as another

The most misleading word in the ongo-
ing debate about the governance and con-
trol of large, publicly traded corporations
is “owner.” . ..

The problem with calling sharehold-
ers the owners of corporations is that the
word “owner” has such a powerful, almost
moralistic meaning in U.S. culture. Its use
in this context cuts off debate by imply-
ing that certain rights and prerogatives
should, by the very nature of things, flow
to shareholders. . . .

As anyone who has spent any time
advising Eastern European or former Sovi-
et-bloc countries about privatizing their
industries can attest, the fact that these
rights and responsibilities are often bun-
dled together in the United States is not a
matter of natural law, but of legal and social
convention.

—Margaret M. Blair in the Brookings
Review, Winter 1995
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