

















el of our quiet revolution will eventually take
hold on the Chinese mainland.”

Deng’s Experiment

The key to China’s progress has been its
willingness to allow institutional change on
a trial-and-error basis and to promote suc-
cess. Like Taiwan, China has reduced the rel-
ative size of the state sector by cultivating the
nonstate sector, not by privatizing large state
enterprises. State-owned firms now account
for only 25 percent of China’s total output
(including agriculture and services), and their
share of industrial output has fallen from 80
percent in 1978 to 40 percent today.

On the heels of the failure of central plan-
ning, Deng had no grand vision for institu-
tional change, but he was willing to experi-
ment. His guiding principle was, “Once we
are sure that something should be done, we
should dare to experiment and break a
new path.”

Deng began to break a new path in 1978,
when he launched his agricultural reform.
Communal ownership of land was abolished
and a system of contractual relations was intro-
duced through the “household responsibili-
ty system.” Rural families were allowed to
hold long-term leases and acquired the right
to use the land at their disposal. They could
sell their crops in the open market, provided
they first satisfied the state quota. Under the
new incentive structure, farmers increased pro-
duction and began to invest their profits in
town and village enterprises (TVEs), which
are beyond the reach of state ministries.

Although TVEs are legally owned by local
governments, individual households are
allowed to share profits, hold (nontransfer-
able) shares, and receive dividends. Wages
are tied to profits, and the managers of TVEs
face hard budget constraints, unlike the polit-
ically motivated managers of state-owned
enterprises (SOEs). As a result, TVEs have
mushroomed while SOEs continue to whith-
er on the vine of state subsidies.

In addition to creating new ownership
arrangements, Deng’s reforms decontrolled
prices, opened China to the outside world
through trade liberalization and the estab-
lishment of Special Economic Zones, devolved
power from the central government to local
governments, and instituted a system of fis-
cal contracts that limited Beijing’s share of

tax revenue and provided local officials with
an incentive to promote markets—a system
Yingyi Qian and Barry Weingast have called
“market-preserving federalism.” Those insti-
tutional changes resulted in a parallel eco-
nomic structure to compete with the SOEs,
reduced the central government’s share of
tax revenue from 60 percent in 1978 to 40
percent in 1993, and helped weaken the cen-
tral government’s grip on everyday life.
Those reforms, however, have failed to
create a genuine market system founded on
the principles of private ownership and free-
dom of contract. The goal of China’s born-
again planners is not market liberalism but
market socialism. The resultant lack of clear

% Democracy is
neither necessary nor
sufficient for a market
system. What is
necessary is a stable
legal framework that
protects life, liberty,
and property.”

rules at the enterprise level and attempts to
plan the market are, in the absence of a con-
stitution that protects property and contracts,
reflections of what F. A, Hayek aptly called
the “fatal conceit™ of socialism.

Revitalizing Civil Society

The quiet revolution that has been tak-
ing place in China’s economy since 1978 is
combining with the information revolution
to strengthen the fabric of civil society and
weaken the CCP. As China has expanded the
freedom to earn a living outside the state sec-
tor, individuals have gained greater control
over their lives. In its 1994 report on human
rights, the U.S. Department of State noted
the connection between economic rights and
human rights: “A decade of rapid econom-
ic growth, spurred by market incentives and
foreign investment, has reduced party and
government control over the economy and

permitted ever larger numbers of Chinese to
have more control of their lives and liveli-
hood.”

People are learning how markets work
by participating in the growing nonstate sec-
tor and by engaging in foreign trade. As the
market has replaced Marx, newly acquired
ideas and wealth have given rise to a spirit
of independence and to a rebirth of civil soci-
ety, especially in China’s southern coastal
provinces. Commenting on China’s cultural
transformation, Jianying Zha writes in her
book China Pop,

The economic reforms have created new
opportunities, new dreams, and to some
extent, a new atmosphere and new mind-
sets. The old control system has weak-
ened in many areas, especially in the
spheres of economy and lifestyle. There
is a growing sense of increased space for
personal freedom [so long as people stay
out of politics].

Anyone who has visited China and seen
the vibrancy of the market, the dynamism of
the people, and the rapid growth of urban
areas will concur with Zha’s cautious opti-
mism.,

New towns and cities are evolving natu-
rally as people flee the countryside for improved
living conditions and the chance to strike it
rich in the nonstate sector. Villages that were
once small fishing centers along the south-
ern coast are now booming with the flow of
trade and people. The new urban centers,
such as Shishi in the province of Fujian, are
characterized by the market, not the plan.
Their model of development, writes Kathy
Chen of the Wall Street Journal, is “small
government, big society [xiao zhenfu, da’
shehuil—which advocates less involvement
by cash-strapped governments and more by
society.”

Ambitious young people want to become
capitalists, not communists. A recent survey
found that young people ranked being an
entrepreneur first among 16 job choices and
employment with the national government
eighth. Freer labor markets have led to a
growing demand among college students
for business courses, and universities are
responding. The CCP has lost much of its
credibility and is no longer the major route
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tO Success.

The freedom to trade is an important
human right in China. As trade expands,
there will be a growing middle class with a
large stake in China’s future. Moreover, Chi-
na’s high savings rate gives all those who sac-
rifice current consumption and invest their
earnings in the nonstate sector a strong incen-
tive to further depoliticize economic life. The
formation of economic and civil sociery will
lead to a natural call for greater participa-
tion in political life. Yet as long as the CCP
stands in the way of the spontaneous mar-
ket order, controls the flow of information,
and prevents free association, the future of
China’s civil society will be in jeopardy.

Institutional Change and Democratization

If democratization is to proceed in Chi-
na, the government must continue to allow
experimentation and new forms of owner-
ship. Yuan Mu recently articulated the key
role of ownership reform in the Beijing press:
“We should discover the best model for own-
ership by the whole people [notice the bias
against privatization], so that they will gen-
uinely become the main body of market com-
petition and operate with vigor and vitality
in accordance with the rules of the market
economy.”

Those rules will evolve as individuals
grope for ways to lower the costs of exchange
and expand markets. In China Pop, Zha
quotes Liu Ge, a lawyer trained in both Chi-
na and the United States, as saying,

Gradually, there will be more laws and
rules; the market will be more mature,
more compatible with international stan-
dards, the competition more fair and
open. Then, China will have been struc-
turally transformed! Political change will
come after that.

According to Zha, “A lot of the educated
urban Chinese . . . echo this way of think-
ing.” There is reason to believe, therefore,
that institutional change in China will bring
about what Princeton University professor
Pei Minxin has called “creeping democrati-
zation,”

Pei points to the upward mobility of ordi-
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nary people, occasioned by the deepening of
market reform, and to the positive impact of
China’s “open-door™ policy on political
norms. In his view, public opinion and knowl-
edge of Western liberal traditions, such as
the rule of law, “have set implicit limits on
the state’s use of power” and have promot-
ed the democratization of the legal system.
People are starting to use the court system
to contest government actions that affect
their lives, liberty, and property. There has
been a sharp rise in the number of civil
lawsuits against the state, and individuals are

®%The United States
should spread its
ethos of liberty by
keeping its markets
open and extolling the
principles that made

it great.”

beginning to win—perhaps as many as 20
percent of—their cases, according to official
sources.

The opening of the legal system is impor-
tant because it paves the way for the transi-
tion from “rule by law” to “rule of law.”
Marcus Brauchli of the Wall Street Journal
writes,

The state’s steel-clad monopoly on the
legal process, which makes the courts just
another arm of government, is corrod-
ing. China’s economic liberalization . . .
has spawned a parallel legal reform
that raises the prospect of rule of, not
merely by, law.

Nevertheless, Brauchli recognizes that “legal
ambiguity” remains “a ruthless weapon” for
harassing the population. Until thar facet of
China’s institutional structure changes, no
one’s rights will be secure.

China’s Future

The challenge for China is to get out of
the way of the market and let it grow natu-

rally along with civil society. Doing so, how-
ever, requires an understanding of the insti-
tutional infrastructure that makes the mar-
ket system tick and an appreciation of the
spontaneous order that emerges when pri-
vate property and freedom of contract are
protected by a rule of law.

Democracy is neither necessary nor suf-
ficient for a market system—as the experi-
ence of Hong Kong has illustrated. What is
necessary is a stable legal framework that
protects life, liberty, and property. If China
is to prosper in the global economy, the nation
will have to adopt common-law practices
and abide by international commercial codes
and customs. Old habits are hard to break,
but the forces for change are strong, and there
is reason to believe that China will “creep
along in the right direction.”

China has been willing to experiment,
but it has not yet provided the climate of free-
dom necessary for growing market-liberal
institutions. In fact, there is an effort to
give the central government greater power
by ending the system of fiscal federalism.
Putting more money into the pockets of Bei-
jing bureaucrats by recentralizing the tax sys-
tem, however, is not the answer to China’s
problems. Nor will improving the manage-
ment of SOEs do anything to solve the prob-
lems of loss-ridden enterprises that have no
real owners.

Real stability will come to China only
when its leaders abandon their fatal conceit
and realize that it is impossible to plan the
market or society. Although the leadership
is willing to tolerate gradual reform to
keep the economy strong, there is no indi-
cation that they will tolerate political reform.
The crackdown on dissidents, especially the
arrest of Henry Wu and Wei Jingsheng, is a
clear signal to Hong Kong and the rest of the
world that democratic rule is unacceptable.
The West should not confuse economic lib-
eralization with a desire for democratization.

Foreign pressure is unlikely to foster pos-
itive political change in China. Indeed,
such pressure is likely to be counterproduc-
tive. Beijing’s frosty attitude toward the Unit-
ed States and our confrontational approach
to China will do little to promote stability in
East Asia or to advance human rights in Chi-
na. Economic sanctions and partial removal
of most-favored-nation trade status for Chi-



na would surely damage China, but they
might damage the wrong people. Sanctions
or higher tariffs could inflict harm on those
who are fleeing the state sector for greater
opportunities and freedom in the market sec-
tor, and protectionist measures clearly would
harm U.S. consumers and Americans who
do business in China.

To depoliticize economic life, China needs
constitutional change and new thinking. As
Chinese scholar Jixuan Hu writes, “By set-
ting up a munimum group of constraints and
letting human creativity work freely, we can
create a better society without having to
design it in detail. That is not a new idea, it
is the idea of law, the idea of a constitution.”
Ultimately, it is up to the Chinese people to
shape their own institutions and to secure
their fundamental rights, including the right
to self-government.

% As people have
acquired greater
economic freedom,
they have demanded
the right to partici-
pate in political life.”

The United States, as the world’s leading
constitutional democracy, should spread
its ethos of liberty by keeping its markets
open and extolling the principles that made
it great. It should not play the dangerous
game of pitting human rights activists against
free traders. China should be admitted to
the World Trade Organization as soon as
possible and be given most-favored-nation
status unconditionally.

It may take another generation for Chi-
na’s quiet revolution to succeed, but with
patience and foresight China may yet join
Taiwan in a mutually beneficial alliance based
on free markets and free people. |

James A. Dorn is Cato’s vice president for
academic affairs. He bas taught at Fudan
University in Shanghai and is coeditor of
Economic Reform in China: Problems and
Prospects.
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% With the arrival of secure transaction mechanisms and digital cash,
the new economy is about to take off . . . from $4 billion last year to
$150 billion in the year 2000.%°

ROSSETTO Continuied from page 1

I guess none of the skeptics could have
known that those 13 mentions of the infor-
mation superhighway would grow to 465
by the end of that year. Or that telecommu-
nications would be deregulated by the third
year of our existence. Or that a little com-
pany by the name of Netscape could grow
in 16 months to a valuation of over $2 bil-
lion—by giving its software away. Or that

» according to a Nielsen study, 24 mil-
lion people are online—fully 11 per-
cent of the population over 16;

* 5,000 Web sites could grow to 500,000
in 18 months;

¢ consumer spending on interactive dig-
ital media is projected to grow at a com-
pound rate of 19.9 percent through
1999,

o the installed base of modem-equipped
homes reached 12 million by the end
of 1995 and is projected to be 25 mil-
lion by the end of this century;

e all banks will be on Internet by the year
2000,

e the vast majority of Americans—76
percent—view online as the “wave of
the future.”

Or, more ominously, that this digital rev-
olution could engender such a backlash that
a political Neanderthal could win the Repub-
lican primary in New Hampshire running
on a platform of cultural and economic reac-
tion (I'll come back to that in a moment).

Today, Wired’s guaranteed rate base stands
at 300,000, its Web site, Hot Wired, has over
340,000 members, and both are widely rec-
ognized as the touchstone for news about
and analysis of the digital revolution, the new
economy, and the arriving digital civiliza-
tion.

Perhaps that’s why Jane and I were invit-
ed to speak at the World Economic Forum
this year at Davos, where the global politi-
cal and business elite—prime ministers, CEOs,
media executives, in other words, everyone
from Bill Gates to William Safire to the head
of the Russian Communist Party—gathers
each year to conduct what can only be called
a conspiracy in plain sight.

Even among that elite, however, there is
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a certain awareness that there’s a revolution
in progress. The first session of the confer-
ence was on whether the nation-state was
obsolete, and Nicholas Negroponte, John
Barlow, and Mike Nelson from the White
House were on the panel. At the end of the
session, they ran an electronic poll of the
audience.

Remember, we’re talking about the polit-
ical and economic elite. These were the ques-

Louis Rossetto speaking to Cato Sponsors.
tions and answers:

* To what extent is the new “digital world”
eroding the power of the nation-state?

1. Not at all 3%
2. A little 34%
3. Quite a lot 43%
4. To a great extent 18%

® In 15 years (in the year 2010) to what
extent will the power of the nation-state
have been eroded?

1. Not at all 2%
2. A little 20%
3. Quite a lot 52%
4. To a great extent 25%

e Should governments or institutional
authorities attempt to regulate digital

networks?
Yes 59%
No 40%

The Telecommunications Reform Act
We can see that kind of bifurcated think-
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ing manifested here in the United States among
the political leaders of the last unwired
generation, who recently passed the Telecom-
munications Reform Act. That act deregu-
lated telecommunications yet at the same
time imposed egregious and stupid regula-
tions on the Internet—mandating prison time
and $250,000 fines for disseminating, not
pornography, but entirely nebulous “inde-
cent” material.

H. L. Mencken called the proponents of
that kind of legislation the booboisie. He
defined a puritan as someone who was upset
that someone, somewhere out there, was hav-
ing fun. Those self-proclaimed protectors of
public morality claim to be protecting chil-
dren, but what they really want to do is con-
trol the behavior of adults. They rose up dur-
ing another cultural revolution—they burned
rock *n’ roll records in the 1950s.

The present situation is a lot more seri-
ous than that. What’s going on is a war,
not between generations, but between epochs.
Pat Buchanan talked about culture war at
the last Republican convention. Today he
is on the stump, talking about lock and load,
pitchforks, and running toward the sound
of firing. In 1992 1 thought he was referring
to fundamentalist Christians vs. secular Amer-
ica. Now [ have a feeling that what he is real-
ly talking about is industrial age America vs.
the arriving Third Wave, the digital revolu-
tion.

What just happened with the Commu-
nications Decency Act part of the Telecom
Reform Act is reminiscent of the arrival of
Prohibition. Prohibition marked a turning
point in U.S. history—it was the political
marker between nativist rural America and
the rise of urban, immigrant America. The
1920 census indicated that, for the first time,
a majority of U.S. citizens lived in urban
areas.

Intel’s Andy Grove has said that Con-
gress should pass a law restricting public
comment on the Internet to individuals who
have spent a minimum of one hour actual-
ly accomplishing a specific task while online.
Unfortunately, people aren’t passing just com-
ments; they are passing laws.

At that session on the decline of the nation-
state in Davos, a French legislator stood up
and proudly announced that he knew noth-
ing of the Internet, and didn’ need to, because



% What the govermment is really scared about is that cryptography will
spread and, combined with digital cash and the globalization of
commerce, make the collection of income taxes impossible.*

that was the very nature of democracy—non-
expert representatives making laws. In this
case, however, what legislators don’t real-
ize is that they are like illiterates trying to tell
the literate what to read. John Barlow’s answer
to the legislator was to the point: if you don’t
understand this community that you are try-
ing to regulate, then you shouldn’t be sur-
prised to discover that the community feels
that you are not only wrong but illegitimate.

The practical problem for legislators who
don’t understand what’s going on is that basi-
cally you can’t control the Net like you can
other media or distribution channels. Remem-
ber that news item about Bavarian prosecu-
tors forcing Compuserve to deny its mem-
bers access to 200 news groups that the
prosecutors thought were pornographic?

The very nature of the Internet makes
control extremely difficult. The Internet was
born of the military’s Cold War need to estab-
lish fail-safe communication. Instead of open-
ing a single line between two points, to send
a message the Internet breaks the message
into small parts—packets—and sends them
out individually to find their way over what
could be many different lines to their final
destination, where they are recombined. Take
out a node—or multiple nodes—along the
way, and the message still gets through. The
same with censorship. We published the solu-
tion to the problem of reaching those 200
addresses in the March issue of Wired.

Prohibition was a doomed reaction, as
is the current effort to censor the Internet.
And even though the law was a failure at
what it attempted to accomplish—consumption
of alcohol actually increased during Prohi-
bition—it produced real casualties. My fam-
ily was one of them.

My mother’s parents owned a wine busi-
ness in Greenwich Village in New York City,
selling to major hotels and restaurants.
Not only did the Prohibitionists force my
grandparents to shut their doors and liqui-
date a generation of hard work, they actu-
ally made them remove the mosaic in the
sidewalk outside their store that spelled the
name of their company, Italia Wines.

Jane and I and Wired are fighting to ensure
that the business we have just built is not
going to be a casualty in this era’s culture
war. On Monday, Wired and Hot Wired will
be joining other major online telecommuni-

cations and technology companies in filing
suit to overturn the censorship provisions of
the Communications Decency Act, because,
as Benjamin Franklin pointed out, “With-
out Freedom of Thought, there can be no
such Thing as Wisdom; and no such thing
as public Liberty, without Freedom of Speech.”

The New Economy

The digital revolution affects state pow-
er on other points than censorship. It is also
helping to create a new economy. This is
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Wired has hecome the leading voice of cyber-

entrepreneurship, “meritocratic, free market, lib-
ertarian, and hyperdemocratic.”

an economy—based on networking indi-
viduals and companies together and thus
adding intelligence to process—that is radi-
cally different from the economy of the past,
one that turns some of the established laws
of economics on their head.

For example, the new economy is an econ-
omy, not of scarcity, but of ubiquity. Netscape
became worth billions of dollars because it
gave away its browser. Worth here is deter-
mined, not by how little of a particular good
is available, but by how much.

My colleague Kevin Kelly refers to it as the
fax effect. If you have one fax, you have some-
thing that is basically worthless. If you have
two, you start to have something with utility.
Ten, and you start to have a sort of religion,
with users proselytizing nonusers to buy fax-
es, so their faxes become even more valuable.

That’s why this whole discussion about
the information haves and have-nots is such
rubbish. It’s as if in 1953 social critics had
talked about TV haves and have-nots.

The overriding impulse of everyone engaged
in the new economy is to include, not exclude.
Better to think of the haves and the have-lat-
ers. (And the haves may be the ones who are
really disadvantaged, since they are the guinea
pigs for new technology, paying an arm and
a leg for stuff that in a couple of years will
be widely available for a fraction of its orig-
inal price.) In the end, the choice resides with
individual consumers. Morgan Stanley’s chief
economist, Steve Roach, posits that people
are already buying PCs instead of cars.

With the arrival of secure transaction
mechanisms and digital cash, the new econ-
omy is about to take off. Estimates are that
transactions over the Net will grow from
approximately $4 billion last year to $150
billion in the year 2000. Secure transaction
mechanisms mean encrypted communica-
tions that cannot be hacked by criminals.
Digital cash means electronic money that is
as anonymous as cash. Both of those carry
serious consequences for the state.

Over the past couple of years, you might
have noticed that the government has been
waging a war against cryptography. Cryp-
tography is still classified as a munition by
the government, and its export—even its dis-
cussion—is controlled. The reasons put for-
ward by the government rest on the need
to control the Three Horsemen of the Apoc-
alypse: drug lords, nuclear terrorists, and
child pornographers. To that end, it attempt-
ed to force a chip into every telecommuni-
carion device that would let it eavesdrop at
will, the so-called Clipper Chip. And in 1994
Congress passed a law to force telecommu-
nications companies to facilitate wiretapping
by government law enforcement and secu-
rity agencies. Federal Bureau of Investiga-
tion director Louis ]. Freeh let slip last year
that the bureau would like to be able to inter-
cept 1 of 100 calls—and reserved the right
to lobby Congress to pass a law outlawing
effective cryptography.

What the government is really scared
about is not nuclear terrorism or child pornog-
raphy, however. It’s that cryptography will
spread to business and personal communi-

Continued on page 14
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Social Security, school vouchers, MSAs, foreign policy examined

Venezuelan Lesson Explained

hile much of Latin America is

approaching economic

renaissance thanks to the adoption

of free-market reforms, Venezuela
is still following the discredited statist policies
of the past, says Roger Fontaine, former
senior staff officer for Latin America in the
National Security Council. Despite
Venezuela’s enormous natural resources, he
reports in “Venezuela: From Showcase to
Basket Case” (Policy Analysis no. 251), its
economic, political, and social systems are
disintegrating, which could lead to
nationwide catastrophe within a decade or
less.

As have many other Latin American coun-
tries faced with economic crises in recent
years, Venezuela can resolve its problems by
introducing market reforms, says Fontaine.
A crucial component of those reforms is
the privatization of the oil monopoly, which
has been the lifeblood of the nation’s mer-
cantilist state. Other necessary changes include
the constitutional recognition of widespread
property rights and the elimination of cor-
ruption through judicial reform. Making
those changes requires a wholesale change
in the country’s political culture, which may
not come about until the crisis becomes more
severe. Fortunately, notes Fontaine, other
Latin American countries provide Venezuela
with a ready free-market model.

an

#Trade Policy Deemed Corporate Welfare
For decades the U.S. government has sin-
gled out Japan as a country guilty of partic-
ularly grievous protectionist policies and has
forced on it special trade arrangements.
But U.S.-Japanese trade disputes are often
simply the result of American firms’ enlist-
ing government help to make up for their
earlier neglect of the Japanese market, says
Scott Latham, a Philadelphia-based interna-
tional trade consultant in “Market Opening
or Corporate Welfare? ‘Results-Oriented’
Trade Policy toward Japan” (Policy Analy-
sis no. 252). “Clearly,” writes Latham, “the
automotive, semiconductor, and, now, film
industries have been trying to gain a com-
petitive advantage that would not be attain-
able in the absence of U.S. government pres-
sure or threats.” U.S. claims that the Japan-
ese government unfairly limits American auto
and auto parts imports, for instance, are
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based on phony sta-
tistics that purport to
define America’s “cor-
rect” share of Japan’s
market. But U.S.
automakers offer only
four right-hand steer-
ing wheel models in
Japan, compared to
more than 100 from
European manufac-
turers who have man-
aged to crack that supposedly closed mar-
ket.

“Results-oriented” trade policies are a
form of corporate welfare for American indus-
tries that made bad business decisions in the
past: American and other foreign companies
have already clearly demonstrated their abil-
ity to succeed in Japan without Uncle Sam’s
helping hand. Japan, like every other advanced
industrial democracy, has its economic, social,
and political problems; its trade barriers; and
its regulations. There are many policies it
could pursue to open its economy further
and stimulate recovery from a long reces-
sion. But, concludes Latham, those have noth-
ing to do with granting sector-specific favors
to companies with healthy balance sheets
and highly competent managers.
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Mark Fondersmit

Scott Latham

#Social Security Reform Recommended
Anyone who has taken the time to sort
through recent Social Security trustees’ reports
knows that the program is not sustainable
in its current form, says Mark Weinberger,
former chief of staff and counsel for the Bipar-
tisan Commission on
Entitlement and Tax
Reform. Of the total
$1.53 trillion in fed-
eral expenditures in
1993, he reports in
“Social Security: Fac-
ing the Facts™ (Social
Security Paper no. 3),
Social Security was
the largest, account-
ing for nearly 22 per-
cent, or $334 billion.
The figure is greater
than the amount spent on all other entitle-
ment programs, except Medicare, combined.
By 2005, Weinberger says, spending is expect-

Mark Weinberger

Mark Fondersmith

ed to reach $556 billion (constant dollars).
Alarmingly, the baby-boom generation will
not begin retiring until approximately 2010,
causing the cost of the program to balloon
enormously.

The growing fiscal imbalance is a math-
ematical certainty caused by the “graying”
of America and the increased number of elder-
ly people who will collect benefits for a longer
portion of their lives coupled with a reduc-
tion of the number of workers available to
pay for their benefits. Increasing costs of liv-
ing and higher standards of living (as reflect-
ed in higher wages) also are causes of the
program’s growth.

The only way for politicians to keep their
commitment to the program’s benefici-
aries, Weinberger concludes, is to act now
to reform the Social Security system. After
years of fiscal recklessness and political avoid-
ance, policymakers face four choices: reduce
benefit payments by altering the benefit for-
mula or restricting eligibility, increase taxes
to fund the program, add to the federal debt,
or restructure the program to allow indi-
viduals to save money in private accounts
that yield higher returns than the current sys-
tem. We cannot wait to act, he warns. In
approximately 2013 inflows to the program
are projected to be insufficient to pay bene-
ficiaries. To provide for adequate planning,
the choice must be made now.

#The Nunn-Lugar Act Exposed as
Counterproductive

When the Soviet Union disintegrated in
late 1991, Soviet nuclear weapons were in
the hands of four suddenly independent
republics—Russia, Ukraine, Kazakhstan, and
Belarus—whose leadership appeared con-
fused and wobbly. In response to that threat-
ening turn of events, Sens. Sam Nunn
(D-Ga.) and Richard Lugar (R-Ind.) per-
suaded Congress to pass the Cooperative
Threat Reduction (CTR) program to pro-
vide assistance for dismantling or safely stor-
ing the weapons in the Soviet nuclear arse-
nal. That program, says Rich Kelley in “The
Nunn-Lugar Act: A Wasteful and Danger-
ous Illusion” (Cato Foreign Policy Briefing
no. 39), is now a full-fledged Pentagon bu-
reaucracy. The urgent need for aid has waned,
and its central purpose—to destroy nuclear
weapons—remains unfulfilled.



To date, the CTR program has done rel-
atively little. The few projects it has fund-
ed—ranging from defense conversion to
providing housing for former Soviet military
officers—do little, if anything, to advance
Washington’s key objective of curbing nuclear
proliferation. What is more, concludes Kel-
ley, evidence suggests that CTR may in the
long run threaten, rather than enhance, Amer-
ican security. In fact, he reports that CTR
funds have eased the Russian military’s bud-
getary woes, freeing resources for such ini-
tiatives as the war in Chechnya and defense
modernization. Congress should eliminate
CTR funding so that it does not finance addi-
tional, perhaps more threatening, programs
in the former Soviet Union.

4Purchasing Power of School Vouchers Would
Be Significant

American schools are failing because they
are organized according to a bureaucratic,
monopolistic model. However, many people
believe that school vouchers could not pos-
sibly cover tuition at a private school; they
may be thinking of such costly schools as
Dalton, Andover, and Exeter and conclud-
ing that all private schools cost in excess of
$10,000 a year.

In “What Would a School Voucher Buy?
The Real Cost of Private Schools” (Cato
Briefing Paper no. 25), Cato’s executive vice
president David Boaz and New York-based
writer R. Morris Barrett report on a survey
of private schools in Indianapolis, Jersey City,
San Francisco, and Atlanta. The average
tuition for all private schools—elementary
and secondary—is $3,116, or less than half
the cost per pupil in the average public school,
which is $6,857. Boaz and Barrett conclude
that a school voucher for $3,000 per student
per year would give more families the option
of sending their children to better schools.

#Clinton’s Foreign Policy
Wanting

President Clinton and his senior advisers
have claimed a lengthy list of foreign policy
successes in such places as Bosnia, Haiti,
Northern Ireland, North Korea, and the Mid-
dle East. Those claims should be viewed skep-
tically, says Cato research fellow Jonathan
G. Clarke in “Instinct for the Capillary: The
Clinton Administration’s Foreign Policy ‘Suc-

ccesses’’ Found

cesses”™ (Foreign Policy Briefing no. 40). The
recent terrorist bombings in Britain and Israel,
conducted by the Irish Republican Army and
Hamas, respectively, underscore the ephemer-
al nature of Washington’s alleged diplo-
matic achievements, says Clarke. Events in
Haiti, North Korea, and Bosnia, he says, also
provide little cause for optimism in the
long run.

Even if the administration’s claims are
accepted at face value, most of the “successes”
involve countries that have little relevance to
America’s vital interests, notes Clarke. And
Washington’s relations with such crucial
nations as Russia, China, Japan, and the West
European powers are in disarray. The Unit-
ed States, he concludes, appears to be drift-
ing toward confrontations with both Russia
and China. A string of miscellaneous poli-
cy successes on peripheral matters cannot
begin to compensate for such a dangerous
intellectual vacuum at what should be the
epicenter of foreign policy.

#MSAs Shown Not to Cause Adverse Selection

None of the proposed structural reforms
of Medicare has come in for as much criti-
cism as have medical savings accounts (MSAs),
which are designed to return control over
health care spending to the consumer, reduce
costs, and avoid the rationing of care inevitable
under either government-run health care sys-
tems or managed care. As MSAs have become
increasingly popular in Congress, reports
Cato associate policy analyst Peter Ferrara
in “The Establishment Strikes Back: Med-
ical Savings Accounts and Adverse Selection”
(Cato Briefing Paper no. 26), opponents have
tried to discredit the idea. The most signifi-
cant criticism is that MSAs would appeal
only to the healthy, leaving traditional Medicare
to serve the sick. Such adverse selection would,
critics conclude, result
in large cost increas-
es to the Medicare sys-
tem.

However, Ferrara
reports that recent
studies purporting to
show adverse selec-
tion have been seri-
ously flawed. In fact,
both actuarial studies
and experience in the
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Peter Ferrara

private sector show that MSAs will appeal
to a wide cross section of the elderly, regard-
less of their health status. Despite recent
attacks, he says, MSAs remain the best hope
for reforming the Medicare system.

#Corruption at the United Nations

The United Nations is under increasing
attack by critics in the United States and oth-
er countries. According to Stefan Halper
in “A Miasma of Corruption: The United
Nations at 50” (Policy Analysis no. 253), at
the heart of the organization’s mounting prob-
lems is an almost total lack of accountabil-
ity, which gives rise to suspicions of whole-
sale corruption. Existing evidence indicates
that corruption and mismanagement go
beyond the routine
fraud, waste, and abuse
of resources that mark
all public-sector enter-
prises.

Halper, a syndi-
cated columnist and
former White House
and State Department
official, shows that
P~ |c UN budgets are
shrouded in secrecy,
and the actual per-
formance of the myriad bureaucracies is
translucent, if not opaque. There is no reli-
able way to determine whether the various
and often competing specialized agencies are
doing their jobs, and many UN activities,
even if they are of some value, can be car-
ried out better and more efficiently by oth-
er groups. Other activities should not be
undertaken at all. Available evidence cou-
pled with the United Nations’ unwillingness
to undergo a thorough audit raise serious
questions about its mission and the means
used to carry it out.

The United Nations is in dire need of
reform, starting with a comprehensive, inde-
pendent audit. Even if a complete audit were
performed, however, there is no guarantee
anything would be done about the problems
identified. And radical change may not be
possible, no matter how obvious the need.
Given all the earlier, failed attempts to put
things right, even on a limited basis, opti-
mism about meaningful reform may be an
exercise in wishful thinking. |

Stefan Halper
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Regulation

Regulatory report card issued; tort reform examined

Energize Economy by Deregulating Gas

senior editor of

Regulation magazine. “To unleash

the full potential of the U.S. economy, we need

to deregulate the sectors that fuel the American

economic engine—electricity and natural gas.”

The new issue of Regulation lays the
intellectual groundwork for that endeavor.

University of Arizona economist Vernon
L. Smith refutes the contention that electric
power provision is a natural monopoly. Oth-
er countries, such as New Zealand and the
United Kingdom, have reformed their electric
power systems to allow for competitive deliv-
ery. Smith also describes the revolutionary
changes that have brought us to the brink of
free markets in electricity. He then outlines a
program that could finish the job.

In “Stranded Investments, Stranded Intel-
lectuals,” Robert ]. Michaels, an economics
professor at the California State University,
Fullerton, exposes the arguments of many
electric utility executives as special-interest
sophistries. As a precondition for deregula-
tion of the transmission grid, they want com-
pensation for their bad investments in excess
generating capacity and are thus holding elec-
tric utility deregulation hostage. Michaels
argues that the public should not be forced
to cover the costs of investment mistakes.

Natural gas deregulation has taken place

‘ ‘ key to an energized economy is
energy,” writes Edward L.
Hudgins,

mostly in the wellhead and pipeline sec-
tors; deregulators will have to direct their
efforts at the retail sector in order to truly
make the consumer sovereign. That position
is presented in detail by policy analysts Ken-
neth W. Costello and Daniel
J. Duann in “Turning Up the
Hear in the Natural Gas Indus-
try.” The authors set out the
steps necessary to continue the
transition to free markets for nat-
ural gas.

David E. Bernstein of the
George Mason University School
of Law compares tort procedures
around the globe in “Procedural
Tort Reform: Lessons from Oth-
er Nations.” He examines the
impact of the “loser-pays™ rule,
which is in effect in almost every
common-law jurisdiction outside the Unit-
ed States, and of the system of contingency
fees and concludes that “other common-law
nations, where contingent fees are barred
and the loser-pays rule is in effect, have large-
ly been spared . . . vexatious litigation. The
United States should follow their lead.”

Rep. David McIntosh of Indiana, a leader
of the freshman Republicans in the House
and a long-time champion of deregulation,
offers his views on regulatory reform in an
exclusive interview. McIntosh was executive

Regulation

director of the President’s Council on Com-
petitiveness under President Bush and is cur-
rently chairman of the Economic Growth,
Natural Resources and Regulatory Affairs

Subcommittee. He predicts
that, despite momentary set-
backs, the push in the House
for regulatory reform will
continue.

The issue also contains a
“Regulatory Report Card”
by Hudgins, Cato’s direc-
tor of regulatory studies.
He compares the reforms
promised in the “Contract

with America” with the

actual reforms passed and
concludes that “very lit-
tle has changed.” Notes
Hudgins, “Serious deregulation

might have to wait until future elections.”
Also featured in the issue are articles by
Jonathan H. Adler of the Competitive Enter-
prise Institute on “Clean Air Reform for
Real,” John McCormack of Stern, Stewart
& Co. on “Market Protection against Anoth-
er Oil Shock,” Steven J. Kean of Enron Cap-
ital & Trade Resources on “Halting Steps
toward Electricity Reform”; book reviews
of important new works on regulatory pol-
icy; and a spirited series of exchanges on
OSHA, sunset laws, and tort reform. ]

Reeulatory Yanges

ROSSETTO Continued from page 11

cations and, combined with digital cash and
the globalization of commerce, make the col-
lection of income taxes impossible.

One of the White House’s technology
counselors, Mike Nelson, the same person
who sat on the panel in Davos, has on oth-
er occasions admitted as much. Not sur-
prisingly, Russia and France have already
made effective cryptography illegal.

The Digital Nation

Finally, the digital revolution is engaged
in redefining the very nature of politics. Two
hundred years ago, it may have made sense
to elect representatives to go to the far-away
capital and participate in the voting that builds
consensus and establishes the rules of society.
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That was then, however, and this is now.

Today in the digital nation, consensus
making occurs in thousands of overlapping
and interconnected communities everywhere
on the network simultaneously, and every-
one can be engaged. No one voice is more
powerful than any other. Consensus evolves
out of the hive mind of fervent discourse
instead of from formal vores.

Much has been made of the Net as a dis-
sonance amplifier. Discussion is often direct
and emotional. But my biggest surprise is
that the Net is also driving the discussion
toward reality—because in the end, the ulti-
mate trump is the truth. No wonder coun-
tries like Singapore and China want to con-
trol this medium.

The realization at Davos, that the pow-
er of the nation-state is in decline, is due as

much to the development of this hive mind—
which disintermediates politics—as it is to
the arrival of the new economy.

Fifty years ago a Jesuit philosopher by
the name of Teilhard de Chardin spoke
prophetically about changes to come. He
talked about the spread of telecommunica-
tions as an integrated part of the evolution
of the planet itself—about “a globe, cloth-
ing itself with a brain.”

We are at the birth of a new medium and
anew era. You can approach the change we
are going through as a problem or as an
opportunity. At Wired, we say it’s time to be
future-friendly and seize the opportunity to
shape not only a new medium—which is inti-
mately connected with helping this globe
clothe itself with a brain—but a new econ-
omy and, ultimately, a new civilization. W



Cato Interns Learn about, Work for leerty

hree times a year a fresh group of

young people selected in a highly

competitive application process comes

to the Cato Institute to learn about
free-market, classical liberal policy analysis.
A mix of current college students and recent
graduates, Cato interns assist Cato’s policy
directors on research projects. They also
work with the departments of development,
public affairs, and conferences. Schools
represented by the already selected summer
interns include Vassar College, the University
of Southern California, Brandeis University,
Harvard University, Duke University, the
University of South Florida, the University
of Michigan, Rensselaer Polytechnic Institute,
the University of North Carolina, the
Wharton School of the University of
Pennsylvania, Skidmore College, Carnegie
Mellon University, and the University of
Rochester. Some interns have special skills
sought by particular Cato departments, such
as training in mathematics, chemistry, and
engineering (for science and risk studies) and
language skills (for defense and foreign policy
studies and the Project on Global Economic
Liberty).

Interns receive a modest monthly stipend
of $700 out of which they pay their own
housing and living expenses. In addition to
assisting with research, interns participate in
Cato events, are responsible for copying and
filing articles and research materials, partic-
ipate in office work, and take part in a week-
ly seminar conducted by Tom G. Palmer,
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Spring 1996 interns at the Cato Institute, who worked at Cato from early January to late May. In addition to
assisting with research and other Institute work, interms participate in a weekly seminar on free-market analy-
sis. From left to right, Aaron Harris, Aaron Lukas, Martin Rundle, Cabell Westbrook, Jeffrey Yousey, Marta Hum-
mel, Kevin Curran, and Scott Cosenza. Cynthia Ouellette, Christopher Prato, and Nisha Harinath are not shown.

director of special projects. Readings are
assigned and completed in advance of each
seminar; past readings have included works
by Frederic Bastiat, John Locke, Ayn Rand,
William Graham Sumner, Benjamin Con-
stant, Thomas Jefferson, James Madison,
and other important figures in the classical
liberal tradition. Palmer also gives formal
talks on such topics as “Foundations of Free-

Market Policy Analysis.”

The new supervisor of interns is Aaron
Lukas, manager of information services and
until recently an intern himself. Applicants
for the fall semester should have their appli-
cations in to the Cato Institute by July 1. An
application form can be obtained by call-
ing or writing the Cato Institute or from the
Cato Web site (http://www.cato.org). 7

Cato Calendar

LEVIATHAN AND THE NEW MILLENNIUM
Seattle » Westin Hotel » fune 17, 1996
Speakers include José Pintera and Edward H. Crane,

LEVIATHAN AND THE NEW MILLENNIUM
San Francisco » ANA Hotel » June 19, 1996
Speakers include José Pitiera and Edward H. Crane.

THE 13TH ANNUAL CATO SALMONFEST
Lake Barcroft, Virginia » September 15, 1996

THE 91H ANNUAL BENEFACTOR SUMMIT
Gardiner’s Tennis Resort » Scottsdale, Arizona » February 5-9. 1997

Cato Bookshelf

Clint Bolick makes an excellent case for the downfall of
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Restorethe § a
Ameriean g
Civil Rights il
Vision? s ’ﬂ
Clint Bolick |

the civil rights establishment because of its preoccupation
with group entitlements rather than individual justice.*

—Linda Chavez

President, Center for Equal Opportunity,
and former director, U.S. Commission on Civil Rights

%This book brilliantly makes the point
that to be against discriminatory
affirmative action is not to be

against racial reform.*
—Shelby Steele

Author, The Content of Their Character

170 pages, $19.95 cloth, $10.95 paper * Toll-Free to Order: 1-800-767-1241
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4 Really stupid statement of the day, or
““Where can I get stuff for free attached to
a check payable to me for 260 percent of
its production cost?”’
Some time ago, Eastman Kodak brought
a case against Fuji for dumping photo-
graphic paper in the United States—at 360
percent below cost! As a result, we will soon
dedicate a $200 million Fuji facility in Green-
wood, S.C. Protectionism not only saves
jobs, it creates new ones.
—Sen. Ernest Hollings (D-S.C.) in the
Washington Post, Mar. 17, 1996

#Which will it be?

A White House spokesman said, “The
president is opposed to the privatization of
Social Security or efforts to make it less
dependable for recipients.”

—Washington Post, Apr. 9, 1996

#0f course, there were no government-run

schools in the days of the Founding Fathers

The Founding Fathers had it right. Only

with public education can you have both

the unfettered pursuit of individual private
interests and a free society.

—Albert Shanker, in

Vital Speeches of the Day,

Mar. 15, 1996

4+““Nonpolitical” redistribution

Private accounts would be enormous-
ly expensive to administer, as millions of
workers would continuously be directing
small amounts of new money into stocks
and bonds. By tying retirement benefits to
the individual’'s own contributions, the plan
strips away much of Government’s ability
to subsidize low-income families.

CATO POLICY REPORT
1000 Massachusetts Ave., N.W.
Washington, D.C. 20001
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“To Be Governed...”

A better plan was proposed by a group
led by Robert Ball, a former Social Secu-
rity Commissioner. This group also would
invest a substantial fraction of payroll tax-
es in the stock market. But in this plan, the
Government, not individuals, would do the
investing—saving overhead costs and
preserving the option to redistribute retire-
ment benefits to poorer workers. Under
this plan, Government would invest pas-
sively—putting money in funds that mir-
ror all companies represented in the stock
market—in order to keep politics out of
retirement decisions.

—New York Times
editorial, Mar. 27, 1996

+Making a spectacle of your tax dollars
Helping him become efficient . . . is

his “coach,” Shannon McDonald of Clut-

ter Begone!, a new company in Alexandria.

“You need some clearance here and to
get rid of some of your glasses,” she tells
Johnson. She holds six pairs aloft. “I get
them free from the military,” this retired
Air Force lieutenant colonel says.

—Washington Post, Apr. 9, 1996

#0h, that clears that up

Six human rights activists from the Unit-
ed States, Mauritania, and Sudan called on
African Americans, the U.S. Congress
and the U.S. media yesterday to wake up
to black slavery in northern Africa and to
end the political silence they said effective-
ly condones its existence. . . .

The chief witness was William H. Twad-
del, deputy assistant secretary of state for
African affairs, who in somewhat elliptical

testimony declared that “I don’t think any-
one is enslaving anyone in Mauritania” but
added later, “I'd feel very uncomfortable
saying that [slavery] didn’t exist.” . . .
Twaddel’s testimony was seconded by
former representative and Congressional
Black Caucus chairman Mervyn M. Dymal-
ly of California . . . who appeared as a
$120,000-a-year lobbyist for the Mauri-
tanian government. . . . He said, “I don’t
deny that there may be the appearance of
slavery” in Mauritania, but said one has to
be careful when one calls it “black slavery.
General Colin Powell wouldn’t be consid-
ered black in Mauritania,” he said, and nei-
ther would most Jamaicans.
—Washington Post, Mar. 14, 1996

#Tart cherry producers sour on free market

[Cherry Marketing Institute president
Phil] Korson said tart cherry production
inspired the quest for a marketing order.
Last year farmers grew 384 million pounds
of them—87 million pounds more than
America wanted to eat. . . .

The basic grower gripe, not surprisingly,
is that too many cherries means that prices
go into the tank—down to 5 cents per pound
in late 1995. According to Korson it costs
27 cents per pound to grow them.

This 1s what the marketing order is sup-
posed to fix. Growers in Michigan, Utah,
and New York, which produce 90 percent
of the national crop, would voluntarily lim-
it the yearly available supply to 110 per-
cent of the previous three-year average and
would sell it at whatever price the market
would bear.

— Washington Post, Mar. 19, 1996
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