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Chapter 1
An Economy That No Longer Performs


AFTER DECADES of believing in their economic invulnerability, Americans were jolted by the 1973–74 Arab oil embargo. The actions of a few desert sheiks could make them line up at the gas pump and substantially reduce their standard of living. Sudden economic vulnerability is disconcerting, just as that first small heart attack is disconcerting. It reminds us that our economy can be eclipsed.


When the shutdown of a major oil exporter for just a few months in 1979 once again resulted in the convulsions of gas lines, it was possible to ask whether that first mild heart attack was not the harbinger of something worse. Seemingly unsolvable problems were emerging everywhere—inflation, unemployment, slow growth, environmental decay, irreconcilable group demands, and complex, cumbersome regulations. Were the problems unsolvable or were our leaders incompetent? Had Americans lost the work ethic? Had we stopped inventing new processes and products? Should we invest more and consume less? Do we need to junk our social welfare, health, safety, and environmental protection systems in order to compete? Why were others doing better?


Where the U.S. economy had once generated the world’s highest standard of living, it was now well down the list and slipping farther each year. Leaving the rich Middle East sheikdoms aside, we stood fifth among the nations of the world in per capita GNP in 1978, having been surpassed by Switzerland, Denmark, West Germany, and Sweden,1 Switzerland, which stood first, actually had a per capita GNP 45 percent larger than ours. And on the outside, the world’s fastest economic runner, Japan, was advancing rapidly with a per capita GNP only 7 percent below ours. In our entire history we have never grown even half as rapidly as the Japanese.


While the slippage in our economic position was first noticed in the 1970s, our economic status was actually surpassed (after just half a century of delivering the world’s highest standard of living) by Kuwait in the early 1950s.2 Kuwait was ignored, however, as a simple case of a country inheriting wealth (oil in the ground) rather than earning it. We failed to remember that our supremacy had also been based on a rich inheritance of vast mineral, energy, and climatic resources. No one inherited more wealth than we. We are not the little poor boy who worked his way to the top, but the little rich boy who inherited a vast fortune. Perhaps we had now squandered that inheritance. Perhaps we could not survive without it.


Of course, one can always argue that things are not really as bad as they seem. Since many goods are not traded in international markets and may be cheaper here than abroad, per capita GNP may paint too pessimistic a picture of our relative position. A group of American economists argued in 1975 that we still had the highest real standard of living among industrialized countries.3 What we lost in per capita GNP to the two or three countries that were then ahead of us, we more than made up in terms of lower living costs.


Whether this is still true today depends upon changes in the terms of trade—the amount of exports that you have to give up to get a given amount of imports. In Switzerland, for example, oil cost less in 1978 than it did in 1975.4 While the dollar price of oil is up, the value of the Swiss franc is up even more. Thus fewer domestic goods have to be given up to buy a given quantity of oil. The country’s GNP simply buys more than it did. In countries like Switzerland, where imports are over one-third of the GNP, changes in the terms of trade can have a dramatic effect on the real standard of living.


While it is easy to calculate per capita GNPs, it is notoriously difficult to make precise standard-of-living comparisons among countries. In each country, individuals naturally shift their purchases toward those items that are relatively cheap in that country. Tastes, circumstances, traditions, and habits differ. Individuals do not buy the same basket of goods and services. What is a necessity in one country may be a luxury in another. Health care may be provided by government in one country and purchased privately in another. And how do you evaluate vast expenditures, such as those we make on health care, where we are spending more than the rest of the world but getting less if you look at life expectancy (U.S. males are now sixteenth, in the world)?


But whatever our precise ranking at the moment, the rest of the world is catching up, and if they have not already surpassed us, they soon will. From many perspectives, this catching-up process is desirable. Most rich people find it more comfortable to live in a neighborhood with other rich people. The tensions are less and life is more enjoyable. What is not so comfortable is the prospect that our rich neighbors will continue to grow so rapidly that we slip into relative backwardness.


Up to now, we have comforted ourselves with the belief that the economic growth of others would slow down as soon as they had caught up with us. It was simply easier to adopt existing technologies than to develop new technologies—or so we told ourselves. But as other countries have approached our productivity levels, and as individual industries in these countries have begun to be more productive, the “catching-up” hypothesis becomes less and less persuasive.


In the period from 1972 to 1978, industrial productivity rose 1 percent per year in the United States, almost 4 percent in West Germany, and over 5 percent in Japan.5 These countries were introducing new products and improving the process of making old products faster than we were. Major American firms were reduced to marketing new consumer goods such as video recorders, which were made exclusively by the Japanese. In many industries, such as steel, we are now the ones with the “easy” task, of adopting the technologies developed by others. But we don’t. Instead of junking our old, obsolete open-hearth furnaces and shifting to the large oxygen furnaces and continuous casting of the Japanese, we retreat into protection against the “unfair” competition of Japanese steel companies. The result is a reduction in real incomes as we all pay more for steel than we should. As a result, our economy ends up with a weak steel industry that cannot compete and has no incentive to compete, given its protection in the U.S. market.


This relative economic decline has both economic and political impacts. Economically, Americans face a relative decline in their standard of living. How will the average American react when it becomes obvious to the casual tourist (foreigners here, Americans there) that our economy is falling behind? Since we have never had that experience, no one knows; but if we are like human beings in the rest of the world, we won’t like it. No one likes seeing others able to afford things that they cannot.


As gap in living standards grow, so does dissatisfaction with the performance of government and economy. The larger the income gap, the more revolutionary the demands for change. Today’s poor countries are in turmoil, but it should be remembered that these countries are not poor compared with the poor centuries ago. They are only poor relative to what has been achieved in today’s rich countries. If we become relatively poor, we are apt to be just as unhappy.


Politically a declining economy means that we have to be willing to make greater sacrifices in our personal consumption to maintain any level of world influence. This can be done. The Russians have become our military and geopolitical equals despite a per capita GNP that is much lower than ours. They simply put a larger fraction of their GNP into defense. But the need to cut consumption creates strains in a democracy that do not exist in a dictatorship. Americans may gradually decide that they cannot afford to maintain a strategic military capability to defend countries that are richer than they are. They may decide that they cannot afford to lubricate peace settlements, such as that between Israel and Egypt, with large economic gifts. Some of the international economic burdens could be shifted to our wealthier allies, but this would inevitably mean letting them make more of the important, international decisions. In many circumstances (Israel vs. Egypt?) the Germans-and the-Japanese may not make the same decisions that we would make.


The hard-core conservative solution is to “liberate free enterprise,” reduce social expenditures, restructure taxes to encourage saving and investment (shift the tax burden from those who save, the rich, to those who consume, the poor), and eliminate government rules and regulations that do not help business. Specifically, the capital gains taxes that were reduced in 1978 should be reduced further; the “double” taxation of dividends should be ended; income transfer payments to the poor and the elderly should be frozen; environmentalism should be seen as an economic threat and rolled, back, Laffer curves sprout like weeds to show that taxes should be cut to restore personal initiative. Only by returning to the virtues of hard work and free enterprise can the economy be saved.


In thinking about this solution, it is well to remember that none of our competitors became successful by following this route. Government absorbs slightly over 30 percent of the GNP in the United States, but over 50 percent of the GNP in West Germany. Fifteen other countries collect a larger fraction of their GNP in taxes.6


Other governments are not only larger; they are more pervasive. In West Germany, union leaders must by law sit on corporate boards. Sweden is famous for its comprehensive welfare state. Japan is marked by a degree of central investment planning and government control that would make any good capitalist cry. Other governments own or control major firms, such as Volkswagen or Renault. Ours is not the economy with the most rules and regulations; on the contrary, it is the one with the fewest rules and regulations. As many American Inns have discovered to their horror, it simply isn’t possible to fire workers abroad as it is here. It is a dubious achievement, but nowhere in the world is it easier to lay off workers.


Nor have our competitors unleashed work effort and savings by increasing income differentials. Indeed, they have done exactly the opposite. If you look at the earnings gap between the top and bottom 10 percent of the population, the West Germans work hard with 36 percent less inequality than we, and the Japanese work even harder with 50 percent less inequality.7 If income differentials encourage individual initiative, we should be full of initiative, since among industrialized countries, only the French surpass us in terms of inequality.


Moreover, our own history shows that our economic performance since the New Deal and the onset of government “interference” has been better than it was prior to the New Deal. Our best economic decades were the 1940s (real per capita GNP grew 36 percent), when the economy was run as a command (socialist) wartime economy, and the 1960s (real per capita GNP grew 30 .percent), when we had all that growth in social welfare programs.8Real per capita growth since the advent of government intervention has been more than twice as high as it was in the days when governments did not intervene or have social welfare programs.


The British are often held up as a horrible example of what will happen to us if we do not mend our ways and reverse the trend toward big government. But whatever is wrong with the British economy, it has little to do with the size of government. British growth fell behind that of the leading industrial countries in the nineteenth century and has remained behind ever since. Slow growth did not arrive with the Labour government in 1945. On the contrary, British growth since 1945 has actually been better than before. There is no doubt that the British economy is in sad shape, but as the West Germanys of the world demonstrate, its problems are not a simple function of government size.


As both our experience and foreign experience demonstrate, there is no conflict between social expenditures or government intervention and economic success. Indeed, the lack of investment planning, worker participation, and social spending may be a cause of our poor performance. As we, and others, have shown, social reforms can be productive, as well as just, if done in the right way. If done in the wrong way, they can, of course, be both disastrous and unjust. There may also be some merit in “liberating free enterprise” if it is done in the right way. There are certainly unnecessary rules and regulations that are now strangling our economy. The trick is not rules versus no rules, but finding the right rules.


The American problem is not returning to some golden age of economic growth (there was no such golden age) but in recognizing that we have an economic structure that has never in its entire history performed as well as Japan and West Germany have performed since World War II. We are now the ones who must copy and adapt the policies and innovations that have been successful elsewhere. To retreat into our mythical past is to guarantee that our days of economic glory are over.




Unsolvable Problems


But our problems are not limited to slow growth. Throughout our society there are painful, persistent problems that are not being solved by our system of political economy. Energy, Inflation, unemployment, environmental decay, ever-spreading waves of regulations, sharp income gaps between minorities and majorities—the list is almost endless. Because of our inability to solve these problems, the lament is often heard that the U.S. economy and political system have lost their ability to get things done. Meaningful compromises cannot be made, and the politics of confrontation are upon us like the plague. Programs that would improve the general welfare cannot be started because strong minorities veto them. No one has the ability to impose solutions, and no solutions command universal assent.


The problem is real, but it has not been properly diagnosed. One cannot lose an ability that one never had. What is perceived as a lost ability to act is in fact (1) a shift from international cold war problems to domestic problems, and (2) an inability to impose large economic losses explicitly.


As domestic problems rise in importance relative to international problems, action becomes increasingly difficult. International confrontations can be, and to some extent are, portrayed as situations where everyone is fairly sharing sacrifices to hold the foreign enemy in check. Since every member of society is facing a common threat, an overwhelming consensus and bipartisan approach can be achieved.


Domestic problems are much more contentious in the sense that when policies are adopted to solve domestic problems, there are American winners and American losers. Some incomes go up as a result of the solution; but others go down. Individuals do not sacrifice equally. Some gain; some lose, A program to raise the occupational position of women and minorities automatically towers the occupational position of white men. Every black or female appointed to President Carter’s cabinet is one less white male who can be appointed.


People often ask why President Kennedy was so easily able to get the Man on the Moon project underway, while both Presidents Nixon and Ford found it impossible to get their Project Independence underway. There is a very simple answer. Metaphorically, some American has to have his or her house torn down to achieve energy independence, but no American lives between the earth and the moon. Everyone is in favor of energy independence in general, but there are vigorous objectors to every particular path to energy independence. In contrast, once a consensus had been reached on going to the moon, the particular path could be left to the technicians. In domestic problems, the means are usually as contentious as the ends themselves.


As we shall see in later chapters, there are solutions for each of our problem areas. We do not face a world of unsolvable problems. But while there are solutions in each ease, these solutions have a common characteristic. Each requires that some large, group —sometimes a minority and sometimes the majority—be willing to tolerate a large reduction in their real standard of living. When the economic pluses-and minuses are added up, the pluses usually exceed the minuses, but there are large economic losses. These have to be allocated to someone, and no group wants to be the group that must suffer economic losses for the general good.


Recently I was asked to address a Harvard alumni reunion on the problem of accelerating economic growth. I suggested that we were all in favor of more investment, but that the heart of the problem was deciding whose income should fall to make room for more investment. Who would they take income away from if they were given the task of raising our investment in plant and equipment from 10 to 15 percent of the GNP? One hand was quickly raised, and the suggestion was made to eliminate welfare payments. Not surprisingly, the person was suggesting that someone else’s income be lowered, but I pointed out that welfare constitutes only 1.2 percent of the GNP.9 Where were they going to get the remaining funds-3.8 percent of GNP? Whose income were they willing to cut after they had eliminated government programs for the poor? Not a hand went up.




A Zero-Sum Game


This is the heart of our fundamental problem. Our economic problems are solvable. For most of our problems there are several solutions. But all these solutions have the characteristic that someone must suffer large economic losses. No one wants to volunteer for this role, and we have a political process that is incapable of forcing anyone to shoulder this burden. Everyone wants someone else to suffer the necessary economic losses, and as a consequence none of the possible solutions can be adopted.


Basically we have created the world described in Robert Ardrey’s The Territorial Imperative. To beat an animal of the same species on his home turf, the invader must be twice as strong as the defender. But no majority is twice as strong as the minority opposing it. Therefore we each veto the other’s initiatives, but none of us has the ability to create successful initiatives ourselves.


Our political and economic structure simply isn’t able to cope with an economy that has a substantial zero-sum element. A zero-sum game is any game where the losses exactly equal the winnings. All sporting events are zero-sum games. For every winner there is a loser, and winners can only exist if losers exist. What the winning gambler wins, the losing gambler must lose.


When there are large losses to be allocated, any economic decision has a large zero-sum element. The economic gains may exceed the economic losses, but the losses are so large as to negate a very substantial fraction of the gains. What is more important, the gains and losses are not allocated to the same individuals or groups. On average, society may be better off, but this average hides a large number of people who are much better off and large numbers of people who are much worse off. If you are among those who are worse off, the fact that someone else’s income has risen by more than your income has fallen is of little comfort.


To protect our own income, we will fight to stop economic change from occurring or fight to prevent society from imposing the public policies that hurt us. From our perspective they are not good public policies even if they do result in a larger GNP. We want a solution to the problem, say the problem of energy, that does not reduce our income, but all solutions reduce someone’s income. If the government chooses some policy option that does not lower our income, it will have made a supporter out of us, but it will have made an opponent out of someone else, since someone else will now have to shoulder the burden of large income reductions.


The problem with zero-sum games is that the essence of problem solving is loss allocation. But this is precisely what our political process is least capable of doing. When there are economic gains to be allocated, our political process can allocate them. When there are large economic losses to be allocated, our political process is paralyzed. And with political paralysis comes economic paralysis.


The importance of economic losers has also been magnified by a change in the political structure. In the past, political and economic power was distributed in such a way that substantial economic losses could be imposed on parts of the population if the establishment decided that it was in the general interest. Economic losses were allocated to particular powerless groups rather than spread across the population. These groups are no longer willing to accept losses and are able to raise substantially the costs for those who wish to impose losses upon them.


There are a number of reasons for this change. Vietnam and the subsequent political scandals clearly lessened the population’s willingness to accept their nominal leader’s Judgments that some project was in their general interest. With the civil rights, poverty, black power, and women’s liberation movements, many of the groups that have in the past absorbed economic losses have become militant. They are no longer willing to accept losses without a political fight. The success of their militancy and civil disobedience sets an example that spreads to other groups representing the environment, neighborhoods, and regions.


All minority groups have gone through a learning process. They have discovered that it is relatively easy with our legal system and a little militancy to delay anything for a very long period of time. To be able to delay a program is often to be able to kill it. Legal and administrative costs rise, but the delays and uncertainties are even more important. When the costs of delays and uncertainties are added into their calculations, both government and private industry often find that it pays to cancel projects that would otherwise be profitable. Costs are simply higher than benefits.


In one major environmental group, delays are such a major part of their strategy that they have a name for it—analysis paralysis. Laws are to be passed so that every project must meet a host of complicated time-consuming requirements. The idea is not to learn more about the costs and benefits of projects, but to kill them. If such requirements were to be useful in deciding whether a project should be undertaken, environmental-impact statements, for example, would have to be inexpensive, simple, and quick to complete. Then a firm might undertake the studies to help determine whether they should or should not start a project.


Instead, the studies are to be expensive and complex to serve as a financial deterrent to undertaking any project, to substantially lengthen the time necessary to complete any project, and to ensure that they can be challenged in court (another lengthy process). As a consequence, the developer will start the process only if he has already decided on other grounds to go ahead with the project. The result is an adversary situation where the developer cannot get his project underway—and where the environmentalists also cannot get existing plants (such as Reserve Mining) to clean up their current pollution. Where it helps them, both sides have learned the fine art of delay.


Consider the interstate highway system. Whatever one believes about the merits of completing the remaining intracity portion of the system, it is clear that it gives the country an intercity transportation network that would be sorely missed had it not been built Even those who argue against it do so on the grounds, that if it had not been built, some better (nonauto) system would have been devised. Yet most observers would agree that the interstate highway system could not have been built if it had been proposed in the mid-1970s rather than in the mid-1950s.


Exactly the same factors that would prevent the initiation of an interstate highway system would also prevent the initiation of any alternative transportation system. A few years ago, when a high-speed rail system was being considered for die Boston-Washington corridor, a former governor of Connecticut announced that he would veto any relocation of the Boston-to-New York line on the grounds that it would be of prime benefit to those at either end of the line, but would tear up Connecticut homes. The groups opposing an intercity rail network would be slightly different from the group opposing an intercity highway network, but they would be no less effective in stopping the project. Any transportation system demands that land be taken and homes be torn down. At onetime, this was possible; at the moment, it is impossible.


The Balkanization of nations is a worldwide phenomenon that the United States has not escaped. Regions and localities are less and less willing to incur costs that will primarily help people in other parts of the same country. Consider the development of the coalfields of Wyoming and Montana. There is no question that most of the benefits will accrue to those living in urban areas in the rest of the country while most of the costs will be imposed on those living in that region. As a result, the local population objects. More coal mining might be good for the United States, but it will be bad for local constituents. Therefore they will impose as many delays and uncertainties as possible.


The same problem is visible in the location of nuclear power plants. Whatever one believes about the benefits of nuclear power, it is clear that lengthy delays in approving sites serve no purpose other than as a strategy for killing the projects. If the projects are undertaken anyway, the consumer will have to suffer the same risks and pay the higher costs associated with these delays. What is wanted is a quick yes or no answer; but this is just what we find impossible to do. The question of nuclear power sites also raises the Balkanization issue. Whatever the probabilities of accidents, the consequences of such failures are much less if the plants are located in remote areas. But those who live in remote areas do not want the plants, since they suffer all the potential hazards and do not need the project. Everyone wants power, but no one wants a power plant next to his own home.


Domestic problems also tend to have a much longer time horizon. In modern times, even long wars are won or lost in relatively short periods of time. In contrast, a project such as energy independence would take decades to achieve. The patience and foresight necessary for long-range plans is generally not an American virtue. Consequently, representatives seeking reelection every two, four, or six years want to support programs that will bring them votes. They do not want to stick their necks out for a good cause that may conflict with their careers. Even more fundamentally, domestic problems often involve long periods where costs accrue, with the benefits following much later. Think about energy independence. For a long time, sacrifices must be made to construct the necessary mines and plants. Benefits emerge only near the end of the process. The politician who must incur the costs (raise the necessary revenue and incur the anger of those who are hurt as the projects are constructed) is unlikely to be around to collect the credits when energy independence has been achieved.




The Retreat to Government


Given the problem of loss allocation, it is not surprising that government stands in the middle of an adversary relationship. Each group wants government to use its power to protect it and to force others to do what is in the general interest. Energy producers want prices to go up and the real income of energy consumers to go down. Energy consumers want prices to go down and a reduction in the income of producers. Each understands that the government could stop them from having to suffer such losses. Each of us demands what collectively is impossible. But as the demands for protection grow, the basic assumptions of the democratic process are undermined.


To be workable, a democracy assumes that public decisions are made in a framework where there is a substantial majority of concerned but disinterested citizens who will prevent policies from being shaped by those with direct economic self-interests. Decisions in the interests of the general welfare are supposed to be produced by those concerned but disinterested citizens. They are to arbitrate and judge the disputes of the interested parties. As government grows, “however, the number of such citizens shrinks. Almost everyone now has a direct economic stake in what government does in an area such as energy.


The Watergate and associated corporate bribery scandals revealed the illegal side of this problem, but the real problem is not so much illegal acts as it is the incentive to use legal ones. With everyone’s economic self-interest at stake, we all form perfectly proper lobbying group to bend decisions in our favor. But with the disinterested citizen in a minority, how are decisions to reflect the general welfare? Who is to arbitrate? Our natural inclination is to rely on the adversary process, where different self-interested groups present their case. But somewhere there has to be a disinterested judge with the power to decide or tip a political decision in the right way. The general welfare is not always on the side of those who can mobilize the most economic and political power in their own behalf. If we really were to enforce the rule that no one could vote on an issue if his or her income would go up or down as a result of the action, we would end up with few or no voters on most issues. The problem is to establish a modicum of speedy, disinterested decision-making capacity in a political process where everyone has a direct self-interest.




The Need for Distribution Judgments


We have a governmental process that goes to great lengths to avoid having to overfly lower someone’s income. Such decisions are always being made of course, but they are made implicitly, under the guise of accomplishing other objectives. Conservatives are now arguing for a restructuring of taxes and expenditures that would make the distribution of income more unequal, but they do not defend this goal overtly. Inequality is simply a regrettable necessity on the way to higher growth.


Fortunately or unfortunately we have reached a point where it is no longer possible to solve our economic problems and still make such implicit distributional decisions. The problems are stark enough and the options clear enough that everyone both knows and cares about the distributional consequences that will follow. Deregulating the price of energy might be the efficient thing to do, but we have great trouble doing so. Everyone whose income will go down knows it, objects, and stands ready to fight the proposal.


Since government must alter the distribution of income if it is to solve our economic problems, we have to have a government that is capable of making equity decisions. Whose income ought to go up and whose income ought to go down? To do this, however, we need to know what is equitable. What is a fair or just distribution of economic resources? What is a fair or just procedure for distributing income? Unless we can specify what is equitable, we cannot say whose income ought to go down. Unless we can say whose income ought to go down, we cannot solve our economic problems.


The difficulties of specifying economic equity neither obviate the need for equity decisions nor stop such decisions from being made. Every time a tax is levied or repealed, every time public expenditures are expanded or contracted, every time regulations are extended or abolished, an equity decision has to be made. Since economic gains are relatively easy to allocate, the basic problem comes down to one of allocating economic losses. Whose income “ought” to go down?


Historically we have used economic growth to avoid having to make this Judgment. If we just have more growth, we can have more good jobs for everyone, and we won’t have to worry about taking jobs away from whites and giving them to blacks. If we just have more economic growth, we won’t have to worry about government collecting taxes in the Northeast and spending them in the Southwest. More is obviously better than less, and economic growth, has been seen as the social lubricant that can keep different groups working together.


American liberals and conservatives both used to regard economic growth as unambiguously good. Through the magic of economic growth and individual self-interest, everyone would have more. If everyone had a higher income, then society would not have to address the divisive issue of equity or what constitutes a just distribution of economic resources. Individuals would be happy with their new, higher incomes regardless of their relative status.


We now know that almost all the implicit assumptions in this social consensus are false. When we are talking about incomes above the range of psychological necessities, individual perceptions of the adequacy of their economic performance depend almost solely on relative as opposed to absolute position. The poor in the United States might be rich in India, but they actually live in the United States and feel poor. The middle class may have fresh fruits and vegetables that the richest kings could not afford in the Middle Ages, but they feel deprived relative to the upper-middle class, who can afford things they cannot afford.


The proportion of any population that report themselves satisfied with their economic performance rises not at all as that population’s average income rises.10Those happiest with their economic circumstances have above-average incomes. There is no minimum absolute standard of living that will make people content. Individual wants are not satiated as incomes rise, and individuals do not become more willing to transfer some of their resources to the poor as they grow richer. If their income rises less rapidly than someone else’s, or less rapidly than they expect, they may even feel poorer as their incomes rise.


This immediately forces a democracy into a no-win situation where, whatever it decides about the just distribution of resources, there will be a large number (perhaps even a majority) of unhappy voters. Distributional issues are highly contentious and precisely the kind of issues that democracies find it most difficult to solve. It is not we versus them, but us versus us in a zero-sum game.


In the past there was also a widespread optimistic belief that the distribution of market incomes would automatically become more equal with growth. Minorities would automatically catch up with majorities, and the poor would close the gap between themselves and the rich. Except for the physically handicapped, everyone would be able to reach an acceptable minimum standard of living if output were only high enough. And for those few who could not earn their own way, the richer our society, the easier it would be to give them an adequate income.


Here again, we know now that this is not the case. From 1948 to 1978 the distribution of earnings grew more unequal. In 1939 the average year-round, full-time female worker earned just 61 percent of what the-equivalent male made. By 1977 she made just 57 percent as much.11Forty years of rapid economic growth, yet women were farther behind at the end than at the beginning.




The Drive for Economic Security


All this is exacerbated by an increasing drive for economic security. Economic security is to modern man what a castle and a moat were to medieval man. One would have expected that the desire for economic security would fall as the danger of real starvation and exposure faded into the past. But this hasn’t happened. Instead, the desire for economic security is probably the major, economic demand confronting the political marketplace. Everyone wants economic security, and government is seen as the prime vehicle for guaranteeing it. The drive for economic security dominates our actions and may end up dominating our economy.


The desire for economic security can be seen in both how we earn our incomes and how we spend them. When public opinion polls ask about desired job characteristics, economic security always takes top place—well above higher pay.12 This preference for economic security shows up in many ways. Old workers want seniority hiring and firing so that worries about layoffs can be confined to someone else—new workers. Restrictive work rules are designed to provide job security.


As for consumers, “let the buyer beware” is not an aphorism that attracts much support nowadays. Yet with better-educated buyers who make fewer mistakes and have higher incomes, so that they can afford mistakes more easily, we should be moving in the direction of letting individuals make more of their own decisions. But we aren’t.


We are much less willing to let individuals make their own mistakes. Anyone who has bought a house under a federally insured mortgage knows that the regulations act as if the buyer were a first-class idiot. Consumer legislation usually assumes that consumers are incompetent. It is common to explain these regulations as having been forced upon society by some extremely powerful minority that wants to torment the current economic system. This is a mistake. The problem is to understand why most of us want to be protected from our own mistakes.


Everyone wants economic security and runs to the government for protection when he feels it slipping away. When OPEC raised the price of oil in 1973–74 and food prices exploded, both were met with overwhelming demands for government regulations to mitigate the real income losses, Energy became a regulated industry and export embargoes were imposed on grain sales. Examples are endless: farmers, the elderly, the steel industry, electronics, textiles—everyone wants economic security. None of the groups are villains. They simply want what each of us wants—economic security.


Some of the demand for security springs from the nature of industrial societies. In agricultural societies, economic destruction was seen as, and mainly was, the result of impersonal, uncontrollable forces: if the weather is bad, incomes are going to fall and no earthly force can alter the results. Economic destruction in industrial societies is caused by identifiable human actions that can be controlled. If someone plans to build a coal-slurry pipeline from the coalfields of Wyoming to the Midwest, the income of railroaders will fall, but they can mobilize to prevent the pipeline companies from getting the right of eminent domain necessary to build the pipeline. If incomes are threatened by Japanese steel or TV sets, Japanese products can be identified and kept out. In an industrial society, economic security becomes a feasible objective.


Modern industrial societies may also lead to a set of financial interrelationships (mortgages, consumer credit, pension rights, and so forth) in which small declines in personal income are more threatening to an individual than they were in the past. Objectively, being hungry may be more serious than having your car repossessed, but subjectively the repossession may pose more of a threat to modes of living. With income security during retirement depending upon private pensions, job security while working becomes directly tied to income security during one’s old age. Industrial sons and daughters are not expected to take care of industrial mothers and fathers in their old age. Instead they depend on pensions that are attached to jobs.


Skills are also threatened in a world where many skills are learned on the job and where job openings are awarded based on seniority. To move from one employer to another involuntarily is to go to the bottom of the skills ladder and start over. To lose one’s job is to take a chance on destroying one’s human capital and substantially reducing one’s earnings.


Economic security also has a peculiar dynamic. Every instance of providing economic security leads to demands for more economic security. If the steel industry is protected from its own inefficiencies, why shouldn’t everyone else be protected from their own inefficiencies? Even more important, U.S. steel users will now have to buy steel at a higher price than their foreign competitors. This makes them less competitive and increases the probability that they will also have to ask for protection. They must have protection to offset the effects of the protection given to someone else.


As protection grows, there is no natural stopping point. The more protection we have, the more we need. Protected industries almost never reach the point where they can throw off their protection and reenter the competitive marketplace. Instead they drag others down with them.


The growth of large economic institutions also forces government to take many protective actions. At the heart of capitalism and competitive markets lies the doctrine of failure. The inefficient are to be driven out of business by the efficient. But governments cannot tolerate the failure of large economic actors. Neither the Lockheed Corporation nor New York City can be allowed to fail, since, the disruptions to our integrated economy would be too large to tolerate. Needed military goods would not be delivered, and millions of bondholders would lose a substantial part of their wealth. In both cases, the rescue was organized by a conservative, free-market Republican government. Any other government would have done the same.


But if we rescue large economic actors, this creates a demand for rescuing the local grocery store or the small town from its mistakes. Unless we do so, we have a double standard for the large and the small when it conies to failure. But to rescue is to control. It is also to undercut the whole doctrine of competitive capitalism. Those who fail won’t be punished economically.


If we could simply buy economic security, as one buys an insurance policy on one’s life or house, economic security would not be a difficult problem. But we cannot. Instead, we give people economic security by guaranteeing them that their current earnings opportunities will not disappear. But this guarantee locks us into current activities and makes it difficult to shift to the new products and processes that are the heart of economic progress. The problem is to combine economic progress with economic security when to a great extent they are mutually incompatible. Everyone wants both, but everyone cannot have both.


Economic progress always tends to be thought of in terms of bright new products and processes, but we forget that every new product replaces some old product and every new process replaces some old process. Economic construction is based on economic destruction. In the process of destroying old products and old processes, some Americans will suffer large economic losses even though other Americans will make even larger economic gains. Only very seldom is economic growth a process without losers. Average real standards of living rise, but this gain obscures many losses.


Losers naturally want to eliminate their losses, but this can only be done by stopping the economic progress that threatens to cause their losses. As each of us, individually and in groups, searches for economic security, we collectively reduce the rate of real growth and produce an ossified society that is incapable of adjusting to new circumstances.


One simplistic solution is to give up on either economic progress or economic security. There are advocates of both positions. Conservatives, from what they believe are impregnable economic positions, generally recommend that everyone else should give up on economic security and live in a rugged, dynamic, competitive, free enterprise economy. In practice, those same people ran to the government for protection if they see their own incomes threatened. None of the industries that are now protected would have been protected if the managers of those industries had not wanted protection.


Others with equally advantageous positions recommend giving up on economic growth under the cover of environmental quality or natural-resource exhaustion. The economy is to be frozen so that they can enjoy their current advantageous positions without fear of competition for the indefinite future. As they say in Colorado, a conservationist is a person who built his mountain cabin last year, while a developer is someone who wants to build his mountain cabin this year.


In practice, neither of these solutions is a solution. Too many people are not satisfied with what they have; they want more. They are not about to turn the economy off and freeze themselves into a position where there is no hope of economic advancement. Similarly, too many people want economic security. Each of us, when threatened, wants security. And in a democracy, we will organize to get what we want. The obvious goal is to deliver economic security without stopping economic progress. But how?


The demand for economic security also heightens the tension between our ideology of individual decision making and the practical necessity of collective decision making. No individual can guarantee himself economic security. Economic security is only possible if some other individual, or group of individuals, agrees to share income with you under some specified set of circumstances. By its very nature, economic security is a collective action requiring collective decisions and collective coercion. Those who make television sets can only have their income protected if the rest of us are forced to buy U.S. made TV sets. In an economy with only individual decisions, there is no individual economic security.


Yet each of us is inconsistent. When collective coercion is used to raise our real standard of living, we are in favor of it. When it is used to limit our actions and raise someone else’s income, we are against it. The same utility executive who preaches the virtues of individual enterprise objects when a neighborhood organizes to stop the construction of his power plant. Yet they are just practicing what he has been preaching.


The drive for economic security is difficult to accommodate in our mixed capitalistic economy. As we deliver economic security, we undercut the implicit assumptions of capitalism, democracy, and individual initiative. Economic failure won’t hurt, because failures will be protected by government. This both reduces the rate of economic progress and removes the rationale for having capitalism in the first place. If government protects and controls, it might just as well own.


With everyone being protected, there are no concerned, disinterested citizens to make the democratic process work. Special-interest lobbies dominate, and we all belong to some special interest. The ability to decide collapses into lengthy adversary procedures where everyone is worn out and no one is the long-run winner. Costs rise, new projects cannot be undertaken, and old projects cannot be transformed. Each of us pays verbal homage on the fourth of July to individual initiative, but we run to the government whenever we are threatened.




Paralysis


At the end of the 1970s our political economy seems paralyzed. The economy is stagnant, with a high level of inflation and unemployment. Fundamental problems, such as the energy crisis, exist but cannot be solved. We have lost the ability to get things done. A successful man-on-the-moon project could be launched in the 1960s, but in the 1970s energy independence is beyond our reach.


Lacking a consensus on whose income ought to go down, or even the recognition that this is at the heart of the problem, we are paralyzed. We dislike the current situation, we wish to do something about our problems, but we endure them because we have not learned to play an economic game with a substantial zero-sum element.


But as in all boilers, when the steam rises it reaches a limit. Will the operator develop a good control valve that solves the necessary problems, or will the pressure, in time, become so intense that the id blows off? Or have we simply reached the point where some future economic historian will say that our day in the economic sun has come to an end?




















Chapter 2
Energy


NOWHERE is the nature of our fundamental dilemma more clearly illustrated than in energy. High prices, shortages, and supply disruptions are serious. They threaten future growth in our standard of living and are the main driving force behind an accelerating rate of inflation. They disrupt and disturb our lives in countless ways. At the same time, we have been unable to solve the problem. President Nixon could announce a Project Independence, and succeeding presidents could announce that the energy problem was the “moral equivalent of war,” but almost a decade later we are farther from energy independence than we were at the beginning. His has occurred in spite of the fact that we are a country rich in energy resources.
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