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In Praise of Beyond Politics



“Beyond Politics is a superb, thought-provoking and penetrating book, analyzing the real, as opposed to the presumed, effects of government regulation. It effectively turns the orthodox view that government regulation ‘corrects’ private ‘market failures’ on its head. The book deserves to be read by all serious students of public policy.”


—Sam Peltzman, Ralph and Dorothy Keller Distinguished Service Professor of Economics Emeritus, University of Chicago


“Beyond Politics is a lively book that very effectively analyzes the very real phenomena of government failure.... The author makes a significant contribution by dealing informatively with the side of the matter that welfare economics tends to neglect and makes a vigorous case for the view that government intervention in the workings of the market should never be taken lightly.”


—William J. Baumol, Director, C. V. Starr Center for Applied Economics, New York University


“Beyond Politics is a major contribution to informed comment. The book is so well written and the subject is so important and exciting that a great many people will find it very entertaining even if they do learn while reading it. We can welcome the book as a major step forward in understanding the dynamics of government and markets, and how both affect us all.”


—Gordon Tullock, University Professor Emeritus of Law and Economics and Distinguished Research Fellow, George Mason University


“Public dissatisfaction with government by now seems a nearly inescapable part of our age of instant communications and an integrated world economy. Throughout the world, publics are looking for a new conception of government and its role. Happily, there is a whole new theory that fills the bill, which economists call ‘public choice,’ and which is clearly and persuasively presented in the excellent book, Beyond Politics.”


—Robert L. Bartley, Pulitzer Prize winner and late Editor,
The Wall Street Journal


“Simmons makes a lucid case for a market economy and limited constitutional government. Beyond Politics is the most effective introduction to this topic that is now available.”


—William A. Niskanen, Chairman Emeritus and Distinguished Senior Economist, Cato Institute; former Chairman, President’s Council of Economic Advisors


“Beyond Politics is a solid work in all respects. Truly a praiseworthy book, it is well written and carefully organized, providing a rich contrast between orthodox notions of democracy and the public choice alternative.”


—Richard E. Wagner, Hobart R. Harris Professor of Economics,
George Mason University


“Beyond Politics is a comprehensive and up-to-date account of the failures of U.S. governmental policies, with important suggestions for how to correct them. The book is a thorough introduction to what is wrong with America’s political system with remedies for its failure.”


—Dennis C. Mueller, Professor of Economics Emeritus,
University of Vienna


“In Beyond Politics, …[he] has written an accessible and compelling account of the major issue of our time—the intersection of politics and the market. With great care [he] first develops and then demolishes the standard arguments about market failure that are commonly taken to justify the creation of a vast government bureaucracy. [He] shows how the forces of self-interest are given a new destructive range in political and administrative settings that allow interest groups, politicians and bureaucrats to enhance their own position at the expense of the public at large. And [he] illustrates [his] basic point with countless well-chosen examples of bureaucratic misdeeds that should make even the most ardent defenders of big government question the soundness of the ever-expanding welfare state.”


—Richard A. Epstein, James Parker Hall Distinguished Service
Professor of Law Emeritus, University of Chicago; Laurence A. Tisch
Professor of Law, New York University


“The best primer on political reality, Beyond Politics will revolutionize your thinking with its analysis of government and the political system from a realistic perspective.”


—Pete DuPont, former Governor of Delaware


“We have needed an answer to the question often asked: ‘Can you refer me to a single book that will explain in simple language what Public Choice is all about?’ Beyond Politics  … meets this need superbly. The author [has] assembled the required understanding of both economics and politics that allows [him] to get straight to the important elements involved.”


—James M. Buchanan, Nobel Laureate in Economic Sciences;
Distinguished Professor Emeritus, George Mason University


“Beyond Politics is a cogent and readable book examining what public choice is all about.”


—Norman J. Ornstein, Resident Scholar, American Enterprise Institute


“Simmons has done an outstanding job of illuminating the inefficient allocation of public resources in the face of politicians, bureaucracies and interest groups. Beyond Politics explains how and why the forces work in a constant struggle among these three elements in the continuum of public policy battles and why bureaucratic institutions are unable to deliver on their promises at the intersection of politics and economics.”


—James C. Miller, III, former Chairman, Federal Trade Commission; former Director, Office of Management and Budget


“Economics is full of people who know that markets work, but seem amazed that politicians are not following their advice. The author of Beyond Politics makes the important point that intervention in the face of ‘market failure’ does not necessarily lead to a better state of affairs. [His] insight that government can fail too, and fail in ways that are subject to systematic analysis, is a most valuable contribution to the debate over public policies.”


—Glenn C. Loury, Merton P. Stoltz Professor of the Social Sciences and Professor of Economics, Brown University


“Beyond Politics is so well written and interesting that it appeals even to those, like me, who may disagree with several of its arguments.”


—Mancur Olson, Jr., late Distinguished Professor of Economics, University of Maryland


“There is a need for a public philosophy that would provide a framework for discussion of appropriate spheres for markets and government. One such philosophy might begin with recognition of the desirable features of markets and also of the possibilities of market failure. But it would build on material such as is in this book to identify the risks of government failure, that is, the possibility that government intervention may well make things worse. Such a philosophy could provide a basis for communication and discourse and a framework for reasoned disagreement between people with diverse points of view about the goals of public life. The seeds of such a public philosophy are to be found in this book.”


—American Political Science Review


“The book is well written …. That is why this book should be highly recommended for a course in economics at the junior or senior level. In fact, a curriculum in economics that does not include the subject matter covered by Simmons will be, at least, questionable in its quality. Those who do read the book will come out with what may be considered the most important lesson of Beyond Politics: Governments rely on force, and when force is wielded for political purposes the government becomes the worst violator of individual rights. Such lessons in liberty and freedom are badly needed in contemporary American economic education. This book fills this void more than satisfactorily.”


—Public Choice


“Beyond Politics is a valuable analysis, making a cogent case for thoroughly rethinking what government should do. The book deserves wide reading.”


—John Engler, former Governor of Michigan


“Beyond Politics: The Roots of Government Failure is the best non-Ph.D.-level summary of the basic insights of public-choice scholarship.”


—Donald J. Boudreaux, former President, Foundation for Economic Education; Professor of Economics, George Mason University
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Preface



IN 1994 WILLIAM C. MITCHELL (Bill) and I coauthored Beyond Politics: Markets, Welfare, and the Failure of Bureaucracy. We intended to write a revision together and we talked about potential changes, additions, and deletions but sadly my friend died in 2006. The book you are reading owes a great deal to Beyond Politics and thus to Bill. I have written and revised as if I were sending chapters to him for his additions and corrections. I think Bill would have liked this book but I know that it would have been a different and no doubt even better book had Bill been able to co-author. Listing myself as sole author was a difficult choice because Bill was more than a collaborator— he was mentor, friend, and valued critic; but the deletions, changes, revisions and new material are substantial enough that I think this is what Bill would have wanted. The usual disclaimer, “any errors are the sole responsibility of the author,” applies with more than the usual force in this case.


After Bill died I wrote a short piece in memoriam for the journal Public Choice (April 2006, pp. 1–3). The following is part of what I wrote. I saved the last part of it, a long quotation from Bill about his work, to end the final chapter of this book.


William C. Mitchell died January 2, 2006, at his home in Eugene, Oregon at the age of 80. Bill was one of a small number of economists, sociologists, and political scientists who participated in the first (1963) and subsequent meetings in Virginia of the group originally called the Committee on Non-Market Decision-Making. After several meetings Bill suggested the shorter, less awkward name “Public Choice” for the new society and its journal. In 1988 he was selected as the first Distinguished Fellow of the Public Choice Society.


Bill often appeared distant and impersonal to many students and even colleagues and was a difficult person to know. He admitted he had what he called a “forbidding Nordic countenance,” but claimed to have the “passionate heart of an Italian—Vince Lombardi … and Pareto, Puviani, and Mosca.” When I heard his health was failing I immediately flew to Eugene where he met me literally, with open arms. The students who considered him austere would have been shocked at the ferocity of his bear hug. He insisted I stay at his home where he proudly showed me his stock certificate for his share of the Green Bay Packers. We talked of life, loves, art, friends, and dreams. He went into the hospital the day after I left, had a stroke, and died a few weeks later. The following is an incomplete portrait of this man who so strongly influenced my academic life, but I believe it captures the essence of his intellect and something about his soul.


One of Bill’s core interests was to compare the efficiency and equity of political processes with market economy processes. His work in policy analysis and evaluation led him to conclude that political processes are perverse, not just in practice but in essence, and seldom improve on market processes. This theme influenced his work so much that the working title of our book that was eventually named Beyond Politics (Westview Press, 1994) was “On Making Things Worse: Government Responses to Market Failure.”


A source of deep pride that he only wrote about late in his career was his service in the U.S. Airborne in World War II. Few of his students or colleagues knew that he made several combat jumps with the 513th Parachute Infantry Regiment of the 17th Airborne Division. Bill edited and completed (with an introduction and concluding chapter) a memoir of World War II experiences written by Kurt Gabel who served in Bill’s own battalion and regiment, but who died before publication: The Making of a Paratrooper: Airborne Training and Combat in World War II (Lawrence, Kansas: University Press of Kansas, 1990). Bill framed and hung in his home the letter he received from historian Stephen Ambrose praising the book and Bill’s contribution to it. Ambrose wrote of the book, “I laughed, I cried.” Bill wrote his own analysis of the group solidarity in airborne units in his 1992 article, “Airborne We Fly the Sky—Paratroopers Do or Die” (Crossroads: A Socio-Political Journal).


In his academic paper, “Shape of Things to Come,” Bill complained about economists and political scientists not developing a “body of systematic, explicit normative propositions.” This concern stuck with him, which may be why he was much more attracted to Virginia Public Choice than to the Rochester or Chicago varieties. It led him to write in ways that some described as polemical and his response was, “What is wrong with that? Political Science needs some passion.”


Our purpose in Beyond Politics was to provide students of economics, politics, and policy with a way to think in positive and normative terms about government. Identifying actions that are beyond politics—beyond the abilities of government to perform—is the positive part of this purpose. The normative part is to think seriously about what kinds of policies and rules ought to be beyond politics. Bill believed, as do I, that by identifying problems and suggesting solutions we will improve the lot of those who should be the ultimate sovereigns in a democracy—the citizens.











Foreword



THE STUDY OF POLITICS has initiated a revolution in recent years. That this revolution has hardly begun is attributable not to any caution or incompleteness but to the fact that most people are ignorant of it.


The new approach begins by assuming that voters are much like customers and that politicians are much like businesspeople. Bureaucrats in the federal government are much like bureaucrats in many large corporations. These statements seem simple and straightforward. One would think few would disagree.


Nevertheless, this approach is, rather mysteriously, very controversial. I have been denounced with great vigor for saying simply that the customer in the supermarket and the voter in the voting booth are the same person.


On the basis of these assumptions, it is possible to develop a new theory. Although the theory, called public choice, is based on economics and uses many of its tools, it is a genuinely original creation of political science rather than simple a transfer. (It should be noted that awareness of the new theory is fairly common in economics departments, though the subject is regarded as a little odd because economists are, after all, not students of politics.) The economic conceptions and tools, although helpful, were inexact for use in political theory, and hence it was necessary to develop new ones.


For this approach, the government is not a romanticized generator of public goods or a protector of virtue but simply a rather prosaic set of instruments for providing certain types of goods and services that may be hard to provide. Instead of thinking of the government as something that stands above the market, public choice theorists regard the government and the market as parallel organizations sharing a basic objective: filling the demands of the citizens.


Some of these demands, that for food for example, are no doubt best served by the market. Nonetheless, governments around the world are involved in the food production business. They make bread more expensive and transfer funds from the rather poor consumer of bread to the muchbetter-off farmer in Western countries. Interestingly, in Africa, where the farmers are poorer than the consumers, the system is used to transfer money from the farmers to the consumers.


In contrast, such problems as air pollution are widely viewed as properly handled by government even though they are resistant to both market and government solutions. People do not hold this view because air pollution is a more important matter than bread—on the contrary, food is fundamentally more vital to our lives than cleaner air—but because they see government rightly or wrongly as a better instrument for coping with it. Once again, society maintains two parallel organizational structures in the hope that they will provide for citizens’ wants better than either one could by itself.


Most public choice theorists do not think the government provides very high-quality service. Nor do they think that the market is perfect. In economics, the theory of perfect competition is considered by many to be a mathematical convenience that permits analysis of some economic problems with greater speed than is permitted by the classical economics of Smith and Ricardo; the theory does not fit the world perfectly.


Similarly, the new theory of how politics works does not yet fit the world perfectly. We hope for its improvement. One of the advantages of being in a new field is that we can legitimately blame gaps and holes on the newness of the work. Economics has been around for a long time, and expectations of further revolutionary change are not so easy to come by.


There is a subdivision of public choice with a good deal of elaborate mathematical work. It is normally called “social choice.” The bulk of the authors in public choice are not particularly mathematical and resemble Ricardo more than they do Hurwiez. Whether the mathematical complications in either public choice or economics are pioneering in important new areas or practicing mere escapism is an open question.


However, this book is about a new approach, one just making its imprint. There are now public choice societies in the United States—where the field has reached its highest development—as well as in Europe and Japan.


The originator of the subject was an Englishman, Duncan Black, but its first major development occurred in the United States. The American journal Public Choice is now twenty-five years old and the American Public Choice Society has almost 1,000 members. The European Public Choice Society is smaller, but nevertheless flourishing, and has its own journal, Scelte Pubbliche. The Japanese have also vigorously entered into this field, although they have not yet established structures as formal as those provided by either the American or the European societies. The Japanese journal is Public Choice Studies. In January 1994, public choice scholars from Japan, Taiwan, and Korea met in Hong Kong, where they were attending the Pacific Rim Conference of the Western Economic Association. They decided to establish an Asian Public Choice meeting and were hopeful that it would draw participation from more than just those three countries.


The flourishing state of the field in the past few years as been evident especially in the United States, where four additional journals have been started: The Journal of Constitutional Political Economics, Rationality and Society, Journal of Theoretical Politics, and Economics and Politics. Thus, the academic side of public choice is now well established at the higher levels. There are many scholars actively writing, publishing, and doing research in the field.


Some gaps exist, however. It is possible to teach excellent graduate courses in political science using a number of specialized books. However, we badly need more college courses in public choice at both the graduate and the undergraduate levels. It is therefore fitting that the authors of Beyond Politics are both political scientists. This book will go a long way toward improving on the thinly scattered material found in political science courses.


If the new approach is to have impact on our political system—it does, after all, give a more accurate and useful picture of government than the old approaches did—then people without graduate degrees need access to it. We need a book for the general reader, the kind one might find in the popular bookstore chains.


Mitchell and Simmons again come to our rescue. This book clearly is excellent for the ordinary informed citizen. I cannot truthfully say that it is an easy book, because the ideas included will be new to a great many of it readers. It is, however, not written as a book to be studied instead of read. Ordinary readers who are willing to temporarily leave aside the conventional wisdom about our politics will find that they can go through this book quickly and productively.


The book is a major contribution to informed public comment. There are many very difficult problems in connection with government, and we should try to solve them on the basis of the best learning available. This book will make that learning available to almost anyone who has a normal education and who is willing to devote a little effort to the task.


In fact, the book is so well written and the subject so important and exciting that a great may people will find it very entertaining even if they do learn while reading it. We can welcome this work as a major step forward in understanding the dynamic of government and markets and how both affect us all.


Gordon Tullock


University of Arizona





Introduction



POLITICAL ECONOMY IS a term that covers many analytical approaches to the study of human behavior. Some political economists are Marxists, others are market socialists, others are political conservatives, and still others are libertarians. During the 1930s and 1940s, economists with a more positive view of markets than Marx, but who believed that socialism had great possibilities, developed theories of “market socialism.” These, mostly European, economists argued that markets were wonderful public devices for directing private actions but needed to be directed centrally so they would produce desired public outcomes. They were countered by other, usually Austrian, economists who argued that the information problems inherent in attempting to manage markets were simply too great to be overcome, even if computing powers were expanding greatly. Other, usually American, economists countered the market socialist argument with normative arguments about the loss of individual freedom inherent in central design and control.


A new set of arguments and concerns about markets emerged alongside the market socialism debate. Welfare economics, a branch of economics that studies imperfections in markets, or “market failures,” developed theories and principles about how markets ought to function and then compared those theoretical markets with actual ones. When welfare economists found markets failing to meet their expectations they identified causes of market failures and called for political intervention to make corrections. By identifying the causes of failure they thought they could identify ways to fix the causes.


While market socialists were attempting to control and direct markets and welfare economists were identifying market failures and their causes, political scientists were busy doing “thick description.” They organized mountains of information about the workings of government but had few theories to use to unify or interpret the information. At mid-century, for example, a typical political scientist might describe in great detail the powers of the Speaker of the U.S. House of Representatives and assert that the Speaker was “too powerful.” Few asked, however, why the speaker was so powerful. Why was power centered on the Speaker and committee chairmen? What would happen if power were decentralized? Political scientists had no analytical tools for answering those questions, but they had strong opinions.


Theories of government that did exist or were developing were based on the assumption that any problems with government could be fixed with more government. Some saw government as a forum for competing interests. If the government was not meeting the values of a particular interest, the reason was usually that the interests were underrepresented in the polity. Solution? Expand the number of competing interests. Others saw government as a system of elite rule in which the elite’s excesses could be controlled by strict political rules. The prevailing view among political scientists was that government is generally benevolent, often benign, and seldom dangerous. To them, politics is where conflicts of values are resolved, inequalities narrowed, inequities solved. According to some, participating in politics is noble. The state builds character and creates civic and personal virtues. Most political scientists’ faith in government is matched with skepticism of markets, skepticism fueled by the market failure literature and, for some, even rooted in a longing for market socialism.


Countering these visions of the economy and the polity is a relatively new political economy known as “public choice.” Public choice applies the assumptions and methods that economists use to study private choices to the study of public choices. It questions the purported causes of market failures and the competence of governments to cope with alleged difficulties. Public choice analysts have identified perversities of majority rule and have shown that the polity has a powerful propensity to adopt inefficient policies and to restrict personal liberty—all in the interest of special interest groups or equalization of wealth and income. Perhaps the most important public choice development is a theory of government failure that raises questions about the ability of governments to respond to market failures. The conclusion is that government responses to market imperfections may, in fact, make things worse.


In addition to public choice, economists developed other arguments that cause us to question the ability of governments to accomplish all that people expect of them. These arguments center on property rights and the economic value of different institutions. Property rights are civil and even natural rights, something that was acknowledged for centuries, although many social scientists now dispute that argument. What is new about the study of property rights is that they are understood as an evolved and natural way to provide social stability and to include the future in current decisions.


Economic history was redefined by Nobel-prize winning economist Douglass North’s studies of the economic performance of political institutions. What became the New Institutional Economics emphasizes how and why property rights and the institutions that support them succeed and fail. That understanding provides important insights into and contradictions of the welfare economists’ assumptions and conclusions.


Another innovation in economics, although many would argue it is a rediscovery of the core of economics, is Austrian economics. The Austrians adhere to Ludwig von Mises’s rule: the first job of an economist is to tell governments what they cannot do. They emphasize that knowledge is generated, spread, and used within the economy through ongoing processes. Like the New Institutional Economists, the Austrians focus on institutions, especially how institutions emerge in a world where people lack perfect knowledge. Although I do not consider myself to be an Austrian economist, I have learned a great deal from them and often, even unwittingly, use Austrian arguments in my own analyses.


My purpose in this book is to provide students of economics, politics, and policy with a concise explanation of public choice, markets, property, and political and economic processes and, from that explanation, identify what kinds of actions are beyond politics—beyond the ability of government. Combining public choice with studies of the value of property rights, markets, and institutions produces a much different picture of modern political economy than that accepted by mainstream political scientists and welfare economists. Citizens ask their governments to do more than is possible, to interrupt markets in ways that reduce net benefits while increasing costs, and to redistribute wealth and income even when redistribution decreases wealth and freedom. This book explains why such perverse policies are sought and enacted.


Identifying actions that are beyond the abilities of government to perform is my positive purpose. The normative purpose is to think seriously about what kinds of policies and rules ought to be beyond politics. Thus, besides identifying problems I suggest solutions to improve the lot of those who should be the ultimate sovereigns in a democracy—the citizens.


Students of economics and politics who read this analysis will find that it challenges cherished assumptions and conclusions about market failures and government successes. They will acquire positive and normative measures for evaluating claims about government and markets and, regardless of their ideological leanings, gain a foundation upon which rational policy may be built.





PART I



Market Failures and Political Solutions
Orthodoxy


“MARKET FAILURE” is the modern justification for government action. And that justification has been used by consumers, activists, politicians, special interests, and bureaucrats to produce broad-ranging programs, rules, and agencies to control and influence economic choices. Political control over private economic action became a fact of life during the last century. Rent control, pollution regulation, safety rules, import restrictions, fuel economy standards, and thousands of other controls have been enacted to overcome perceived imperfections in markets.


The vision underlying this expansion is that government succeeds where markets fail. It is a vision I do not share. I believe that economic reality is incredibly complex and that any attempts to explain how economies work are doomed to failure. I also take a sober, non-romantic view of government, and since I believe that economic reality is scarcely knowable, I am wary of those who pretend to know how to manipulate it for social benefit. To understand why I hold these views of markets and politics, it is necessary to understand the justifications and assumptions of the pro-government position. Let’s begin.





1 Market Failure and Government Intervention
The View from Welfare Economics



EVEN THE MOST elementary of modern economics texts routinely inform the reader that markets suffer from serious and inherent imperfections. We are told of undersupplied public goods, exorbitant and ubiquitous social costs of private actions, inevitable business cycles, unprotected consumers, and unfairly distributed wealth and income.


Concerns about markets are widespread among economists. The Wall Street Journal (Sept 3, 2004) asked several Nobel economists, “In what sphere of life, if any, do you think it most important to limit the influence of market forces?” Most replied with the standard arguments of welfare economists about supposed market failures. One did not, however. Vernon Smith, who shared the Nobel Prize in 2002, answered:


None, because “markets” are about recognizing that information is dispersed in all social systems, and that the problem of society is to find, devise and discover institutions that incentivize and enable people to make the right decisions without anyone having to tell them what to do. The idea that market forces should be limited stems from a fundamental error in beliefs about markets. This is the wrong question.


The other Nobel economists’ worries about market failure have a powerful impact because such worries are intuitively appealing and understandable to the general public and especially to idealistic students. And when these worries about markets lead to proposed solutions, most people ignore Professor Vernon Smith’s concerns about wrong questions because the causes of failure are seemingly clear and the solution readily at hand. When markets fail, this argument goes, we must resort to and can rely on politics and governmental administration. Resources will be allocated efficiently and wealth and income will be fairly distributed, that is, more equally divided. Furthermore, political activity ennobles individual citizens while the unseemly, raucous, and self-interested competition in the market debases them.


Many economists now agree that models of market failure need to be coupled with models of government failure. Yet, even the Nobel economists interviewed by the Wall Street Journal quickly slip into worries about market failures. Moreover, non-economist social scientists and the general public are even more inclined to take a jaundiced view of the workings of a market economy. For them any activity motivated by self-interest is at best suspect and at worst contaminated. Adam Smith’s unseen hand is widely regarded as a contradiction in terms; public benefits cannot emerge from competition and self-interest. In contrast, since political man is considered selfless and well informed, the public interest can be readily and accurately divined; since the political process is considered costless, the public interest is easily achieved. And political conflict debases no one.


I reject this simplistic political view and contend that market failure is seriously misunderstood. Further, I maintain that normal political responses to alleged market failures usually make things worse and that our chief problems stem not from market difficulties but from political intervention in otherwise robust markets. To set the stage for my arguments, I begin by exploring how markets work and discuss how mid-20th century critics—led by welfare economists—criticized them and justified the government intervention so prominent today.


The Market Process


“The market” is an abstract concept referring to the arrangements people have for exchanging with one another in all aspects of economic life. Thus, it is a process rather than a clearly defined place or a thing that we can observe easily, although some markets are in particular places. Markets can be as formal and well organized as the stock market and as informal and unorganized as Saturday garage sales or even singles bars.


Markets coordinate human activity by taking advantage of self-interest, as Adam Smith ([1776] 1981) famously pointed out. In the “bartering and trucking” of the market, a person is “led by an invisible hand to promote an end which has no part of his intention” (IV.ii.9). In one of Smith’s most famous passages, he asserted:


It is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, but from their regard to their own interest. We address ourselves not to their humanity, but to their self-love, and never talk to them of our own necessities but of their advantages (I.ii.2).


Notice that Adam Smith’s example shows how markets use self-interest to cause people to act as if they care about others. We get what we want from the butcher, brewer, and baker by making them better off. Conversely, they improve their own wealth by making us better off and they seek to do so, not because we necessarily like each other (although brotherly love is not precluded) but because they do “well” in markets by doing “good” for others. The chief characteristic of markets, then, is cooperation with others.


All of the cooperation between buyers and sellers and competition for products and for buyers means that no one is in direct charge of markets—no one declares how much of a product will be produced, by whom, in what quantities, and what will be the price. There is no one in charge of the market for shirts or coffee or pens or shoes, or bread or the myriads of other products we buy and sell every day. They are all produced and their prices are set spontaneously, without central direction and central planning. Individual companies and entrepreneurs, however, do a great deal of planning while coordinating their activities across time and space with little or no knowledge of each other.


Not only is no one in charge of markets, no one knows how to produce the vast majority of products sold in markets. The classic essay explaining how decentralized knowledge is coordinated spontaneously is “I Pencil: My Family Tree as told to Leonard R. Reed (1958).” In the essay the pencil makes a startling statement: “… not a single person on the face of this earth knows how to make me.” He means that although billions of pencils are made each year no single person knows how to do all the steps in the process—creating saws, cutting trees, building trucks to haul logs, mine and smelt ore, and on and on. “I Pencil” has been updated by Matt Ridley in his book The Rational Optimist: How Prosperity Evolves (2010). “No single person,” Ridley writes, “knows how to make a computer mouse.” Many people know how to assemble a computer mouse, yet they know nothing of the processes of producing plastic from oil, drilling for the oil, or creating the materials needed for circuit boards. Ridley describes the computer mouse as “a complex confection of many substances with intricate internal design reflecting multiple strands of knowledge.”


Markets develop and expand by relying on voluntary exchange as a way for people to obtain what they want. Markets promote exchange by providing information about the qualities of a particular product, especially compared with the qualities and costs of competing products, and the cost of agreeing on a price. When the costs of making decisions and trades are reduced, new opportunities can be exploited, and as the new opportunities are exploited wealth increases and economic growth occurs. More opportunities mean more wealth.


A simple classroom experiment illustrates the power of exchange in making people better off. As students enter the room they receive a plastic sandwich bag containing different combinations of candy. Each student identifies the value of his or her bag and the individual values are totaled. Then, students are allowed to exchange any of their candy with other students. After exchanges are made the students place a monetary value on their bags and those values are totaled. The bags are now worth more to them than they were before trading. That is, the trades produced more wealth even though the total amount of candy did not change.


Markets provide information, in part, by generating prices. Each price is a piece of potentially valuable information about available opportunities. The more prices there are and the more widely they are known, the wider the range of opportunities available and the more wealth that is generated. The prices consumers are willing to pay at a particular time and place indicate the relative value the consumers place on goods and services. As prices become known, individual suppliers send goods and furnish services where they are wanted most; that is, where they bring the highest price.


Because prices indicate the relative values other people place on goods, prices discourage wasteful use of scarce resources. The fact that something is expensive is an indication that others value it highly and that it is costly to replace. The fact that something is inexpensive or even free for the taking—if it has a zero price—indicates that it has little value to others and can be replaced easily. Low prices encourage consumption. High prices discourage it.


Markets, then, are decentralized processes for directing human activity. No central committee or decision-maker determines how or when resources will be used. Instead, values are expressed by monetary bids, and self-interest is usually the dominant motive for participation. When such a process produces outcomes that seem unacceptable or less than what is believed possible, many people—economists and non-economists—tend to support attempts to impose the visible hand of government on the invisible hand of the market.


Markets function best within a stable legal structure containing a set of welldefined rights. These rights include the freedom to contract with one another, the right to property, and the right to have contracts enforced. Protecting rights and contracts against fraud, deceit, destruction and theft is a necessary part of such a legal structure. Without these minimal activities by government, markets could exist only with great difficulty.


Legal systems establish frameworks for exchange—they set the rules of the game. Establishing this framework does not require that government officials or agencies intervene into the people’s voluntary exchanges. It means there is a power to which people may appeal if contracts are breached, if fraud occurs, or private property is taken.


Establishing a stable legal structure while protecting rights and enforcing contracts is a widely recognized and accepted role for government. Some forms of government are, obviously, better at fulfilling those functions than others. Justifications for other appropriate functions for government are based on claims that markets, although useful for directing some human choices and behavior, are ill suited for directing others. Put bluntly, the claim is that markets fail and that failure justifies government action.


Market Failure as Justification for
Restraining the Invisible Hand


Students of market failure begin their investigations of markets and market activity by postulating a perfect market; that is, one in which all opportunities for mutually advantageous exchange are being exploited. Under a set of rigorous assumptions about preferences, motivations, and technology, they show that markets will reach a point at which no one can be made better off without making anyone else worse off. Market failure simply means real-world markets failing to achieve the standards of the imaginary, perfect market.


Those economists most active in developing theories of market failure are welfare economists, one of whom was A.C. Pigou. In The Economics of Welfare (1932), which built on earlier work by Sidgwick (1883) and Marshall (1920), Pigou showed that the performance of markets in supplying social amenities is likely to be unsatisfactory. By 1952, the arguments were well enough developed for William Baumol to bring them together in his book, Welfare Economics and the Theory of the State. Baumol’s work became the economic profession’s standard for the study of market failures and provided an intellectual foundation on which to base proposals for government programs designed to improve on markets.


Baumol’s work on the theory of market failures was followed by many of the other leading economists of his time. One notable contribution was made by Francis Bator (1958) whose essay, “The Anatomy of Market Failure,” summarized what was developing into a large body of literature as well as analytical consensus.


Bator and others identified a set of market failures that eventually became central to modern economic analysis. Specifically, they clarified the characteristics of “public goods” and the reasons why markets are expected to underproduce them. They explained the nature and reasons for overproduction of negative externalities. They identified market power, lack of information, and market instabilities as having ruinous effects on the efficient operation of the private economy.


In the following pages, I briefly discuss the most commonly accepted forms of market failure developed in the welfare economics literature. I also identify the orthodox policy solutions. As later chapters make clear, I seldom agree with the diagnoses of market failure or with prescriptions for cure.


Ubiquitous Externalities


One seemingly pervasive market failure results from “spillover” or “external” costs of a private action. That is, one or more person’s activities may create costs for a second person without the second person’s permission or, sometimes, knowledge.


Private costs are the portion of the costs paid by the individual taking action. The spillover costs of an action are that portion of the total costs passed on to others. For example, if you neglect to change the oil in your automobile and the engine is damaged, you must have it repaired. Your negligence has produced private costs. If, however, your negligence causes the engine to emit noxious fumes, some of the costs of your failure to keep your car in good repair will spill over to all those who breathe the air contaminated by the fumes.


People generally undertake only those activities for which they expect the additional personal costs will be less than the additional personal benefits. When there are no costs created for others, an individual comparing costs and benefits avoids waste and searches for efficiency. But if some of the costs of your action spill over to others while you capture the benefits, then comparing private costs and benefits will lead to actions that are costly to society.


Let’s return to the example of your automobile. If all of your auto’s exhaust fumes were pumped into the interior of your car so that you were the only one to breathe them, you would drive very little if at all or you would find a means of making the emissions breathable. But if you are able to vent your exhaust fumes into the atmosphere, where others will breathe them, you are not likely to reduce your emissions voluntarily because your cost of reducing emissions outweighs your benefits. That is, since other people, plants, and animals who use the air share the cost of your pollution, you get a net benefit from polluting. Furthermore, your emissions by themselves will have a negligible effect on air quality regardless of whether others use the air as a waste repository or not.


Spillover costs are also known as negative externalities. When costs can be socialized—externalized, as in the automobile example—the individual weighs the total benefits against only a portion of the costs (the ones he or she bears) and improves his or her own position at the expense of others. Socialized costs and privatized benefits mean that people get a “free ride” at others’ expense.


Where such spillovers do occur, most economists assume the market will respond imperfectly, if at all, to the desires of the public. The belief in the pervasiveness of negative externalities and the dangers they pose, as well as the implied need for government action, is demonstrated by a June 2010 Google search of the Internet for “ubiquitous externalities.” The search yielded scholarly articles on electrical transmission, urbanization, water quality and quantity, political and economic interdependence, arms control, biodiversity, ecosystem management, waste disposal, and on and on. Apparently, those who seek for externalities find them everywhere.


Proponents of governments acting to control externalities commonly advocate four broad categories of policy instruments. The first three aim at influencing the behavior of the externality producer: regulation through direct controls, regulation that relies on market incentives, and persuasion. The fourth is direct government expenditures, generally for large construction projects such as sewage treatment plants to correct the externality at taxpayer expense.


Regulating externality production through direct controls—commonly known as “command and control”—is central to public policy in most countries. A government agency prescribes certain procedures and places limitations on the kinds of activities that may be undertaken. The thousands of valves and flanges, the hundreds of pumps, the drains, and flares of a petroleum refinery, for example, are subject to individual rules established by the government. In addition, the command and control approach often requires a specific technology or a specific treatment procedure. Thus, government decides on the kind of control, the appropriate standard of measurement, and the level of control.


A central argument against command and control regulation is that it takes little advantage of the skill and enterprise of company managers. Once a specific technology is mandated, little incentive exists to search for more effective or less costly technological improvement. There is also the often-overwhelming administrative problem of prescribing procedures and issuing permits individually tailored to thousands of different companies or individuals. (The administrative problem may be overwhelming but it does not stop bureaucrats from trying. In the G.W. Bush administration, for example, 250,000 bureaucrats were busily devising and implementing regulations and total U.S. government regulation increased by 7,000 pages.)


Instead of direct regulation, some economists have proposed that externalities can best be corrected by having government mimic the market through a system of pricing measures—user fees, taxes, and penalties or by creating new environmental rights. The government should place a charge (price) on pollution equaling the value people give to environmental quality or allow the creation of tradable pollution rights, for example. Firms can then respond to prices and achieve levels of environmental quality selected by market-like force rather than by political fiat. These policies, according to proponents, create incentives for firms to seek more efficient ways of reducing pollution, encourage innovation, and cause the people creating the spillover costs to recognize those costs. Polluters are then less likely to produce beyond the point where the costs of more production exceed the benefits. Some examples of environmental policies proposed and enacted rather widely during the last several decades include emissions trading; “bubble” and “offset” policies, which allow firms to build new pollution creating facilities in exchange for similar reductions at other sources; and “banking,” which allows discharge reductions to be stored for future use (see Chapter 13 for an extended discussion of these ideas as well as something far more radical—“free market environmentalism”).


Direct regulation and market or market-like incentives are attempts to change behavior. For many, simply changing behavior is not enough; they want to change people’s hearts. In terms an economist might understand, they want to change internal incentives, not just external ones. Campaigns to encourage individuals to voluntarily stop littering, recycle trash, and join carpools; or calls to industry to recognize its social responsibility are crusades to persuade people to internalize the costs of their actions, to develop an environmental conscience. The hope is that people who produce externalities will subject their immediate self-interest to a general group interest. Such appeals rely on a moral resurgence and usually fail in the long run although there are occasional short-term successes.


Most economists are highly skeptical of appeals to conscience because economic analysis emphasizes the importance of making individual self-interest coincide with the group interest, rather than remaking human nature. In his classic book, The Public Use of Private Interest, Charles L. Schultze (1977) reflected this view nicely:


If I want industry to cut down on pollution, indignant tirades about social responsibility cannot hold a candle to schemes which reduce the profits of firms who pollute…. In most cases the prerequisite for social gains is the identification, not of villains and heroes but of the defects in the incentive system that drive ordinary decent citizens into doing things contrary to the common good (p. 18).


Governments also attempt to control externalities through direct expenditures. Two clearly visible examples are sewer treatment facilities and waste disposal sites. Sometimes government policies create externalities that, in turn, generate programs and expenditures to control the externalities. Some U.S. federal water projects, for example, increase salinity for downstream water users. In one case salinity levels were so high that the U.S. government built a desalinization plant near the border with Mexico so that water flowing from the U.S. to Mexico is usable.


Public Goods


Welfare economists argue that private goods (consumer products such as pencils and automobiles are examples) are efficiently produced and allocated by markets—as long as externalities are controlled. Because a private good is exclusive—that is, non-owners can be kept from using it unless they pay for it, and suppliers can obtain the full value of the good from those who want it—it is distributed to the people who want it the most. Another characteristic of a private good is that one person’s consumption prevents or reduces another’s consumption of that good. If a person wants to consume a private good, he or she usually has to pay for it. (Note that many government-supplied goods such as food stamps and saw timber from the national forests are also private goods.)


But public goods differ greatly from private goods in ways that make their provision through markets problematic. In Paul Samuelson’s (1954) original formulation, public goods have two distinctive characteristics. First, a public good is non-exclusive; it cannot be withheld from any member of a group once it is supplied to the group. One commonly used example of a public good is national defense—once a protective missile is supplied, all the people in the nation benefit, whether they pay for it or not. If it is available to one, it is available to all. Second, one person’s consumption of a public good does not affect another’s consumption. That is, the enjoyment or benefit of a public good is shared by all members of the group receiving the good whether the individual members choose to make a payment for it or not. Because one person’s consumption of a public good does not preclude anyone else’s consumption, the cost of providing the public good to an additional consumer is zero. If it is provided for one it is provided for all, and all can benefit without reducing its value to others. Police protection, parks, roads, and aids to navigation are commonly cited examples, as are flood control and sanitation.


Since people obtain the benefits of a public good regardless of whether or not they pay for it, there is a powerful incentive to offer nothing or little in exchange for the good. Consider the problem facing a potential mosquito control entrepreneur in an area like the Cache Valley in northern Utah. Several rivers and streams converge in the valley to form extensive wetlands that are home for all kinds of wildlife and insects, including mosquitoes—lots and lots of mosquitoes. Our hopeful mosquito controller believes people will pay for him to spray and kill the adult and larval mosquitoes. But if he sprays and then seeks payment from his potential customers—the people in the Cache Valley who prefer to have fewer mosquitoes—he will face the free-rider problem.


It is in the interest of each person from whom payment is requested to understate the amount of benefit he or she received or is willing to pay. Once the number of mosquitoes is reduced everyone benefits, whether they pay or not. Also, one person’s payment is a relatively unimportant part of the total bill and whether he or she pays will not determine how many mosquitoes and their larvae are killed. So, each customer reasons, “Why pay?” Few or none pay and Cache Valley Mosquito Control, Inc. fails for lack of funds. A relatively inexpensive service that most people want is not provided because it cannot be produced profitably if the provider relies on voluntary payments.


Mosquito abatement illustrates a central problem with public goods. Because the benefits of a public good are received upon production, not upon payment, people can benefit without paying. They get a free ride because benefits are socialized while costs are privatized.


Public goods pose several serious problems for markets. First, how can one charge for a product when many “free riders” can refuse to pay? And even if it is possible to charge for the good, how can the appropriate price be established? Finally, without the guidance of prices, how much of the good should be produced? Although a bridge is an imperfect example of a public good because of crowding and because it is possible to exclude users, bridges do illustrate the pricing problem. If a bridge has excess capacity, the cost to other users of allowing an additional person to cross the bridge is zero. Charging a toll in this situation would discourage some people from using the bridge who would otherwise use it—even though their use would not decrease other people’s use. The result is that total social welfare is less than what it could be.


Increasing total social welfare is a justification many welfare economists use for government providing goods that have a public nature. Francis Bator (1958), the originator of the bridge example, claims the pricing problem is so difficult to make that “[a]s long as activities have even a trace of publicness, price calculations are inefficient.” In a footnote to this conclusion, Bator noted, however: “This is not to say that there exist other feasible modes of social calculation and organization which are more efficient” (p. 64). Regardless of such caveats, many presume that government intervention is necessary to provide public goods and to price them appropriately.


The argument that government should produce public goods did not originate with welfare economists. David Hume ((1739–40) 1898), for example, provided part of the foundation upon which modern scholars justify government activities. Hume maintained that individuals left to themselves, “would lay the whole burden on others.” The solution was obvious to Hume because:


Political society easily remedies … these inconveniences … thus the bridges are built; harbors open’d; ramparts rais’d; canals form’d; fleets equip’d; and armies disciplin’d; everywhere by the care of government (538–39).


In order for “political society” to remedy the inconvenience of free riding, it must find a means of paying for the public goods. Government’s answer is to turn free riders into forced payers through taxation. The presumption is that forced taxation is often the only way for individuals to receive the benefits of the public goods they desire. And, in fact, Cache Valley, Utah has a government imposed mosquito abatement district funded through forced taxation.


No one claims there are many pure public goods. National defense is one of the few possible ones. However, less rigorous or partial definitions are frequently used to justify government supplying goods and services. Paul Samuelson argues, for example, that the public should finance any good whose (marginal) cost of supply is zero. The idea of marginal cost is easily understood by referring back to Bator’s bridge example; once the bridge is constructed and until capacity is reached, there is no cost created by another person using the bridge. The cost at the margin is zero. This approach suggests bridges, roads, harbors and a host of other similar goods should be sufficiently “public” to require provision through taxation.


Another potential market failure is option demand—demand for the option to consume a good or service in the future. I frequently hear colleagues complain that the small university towns they live in do not provide them with all the amenities of civilized life they may once have experienced while graduate students in Cambridge or Berkeley. One such complaint is that cultural facilities and events are lacking; another is that there is little or no public transportation.


Smaller cities lack such facilities and services because no entrepreneur can make a profit from the limited demand for the services. My colleagues, however, want the facilities even though they do not make extensive use of them. The option for which there is a demand is valuable, but there is no way to collect sufficient fees to pay for it. Suppose that my colleagues live several miles from campus and own private cars, but that the cars now and then fail to function. If a bus costs 50 cents one way and the only alternative is a cab at ten dollars, a professor with a car that malfunctions say five times a year would pay $100 for five round-trips by cab. But if a bus were available, the annual cost would be just five dollars for the five emergency trips. The annual savings would amount to $95. A professor should then be willing to pay up to $95 annually to ride the bus. But how is the public bus company going to collect that $95? The value of the option is not the $5 for five fares, but $95.


Option demands present similar problems to those created by public goods. If they are to be provided, some way must be found to collect the fees so that the service can be offered. One obvious way is to tax the public to subsidize those who want the service. The result is half-full municipal buses and seldom-used city-owned concert halls.


The bus and concert hall examples preview our arguments in Chapter 5 about the difficulties governments face in providing public goods. If non-excludability means free riders exist when markets supply a public good, it also means free riders will persist if government supplies the good. Government can coerce payment from taxpayers, whether they consume the good or not, even if they simply want to, but there is still no guidance as to the optimal amount to produce or the appropriate price to charge. Given the other limitations faced by government, the arguments for publicly providing public goods are not as compelling as their face value might indicate.


Imperfect Competition


One of the most widely accepted and especially feared forms of market failure is imperfect competition, especially given fears it leads to monopoly power. Economists’ concerns differ somewhat from those of the general public; economists recognize that monopoly power can lead to prices higher than they would be under perfect competition, while the voters and politicians worry about the effects of concentrated market power on the “little guy”—small businesses and working people. The U.S. Supreme Court reflected this general sentiment in the following famous passage from an 1897 decision:


[Large business combinations] may even temporarily or perhaps permanently, reduce the price of the article traded in or manufactured, by reducing the expense inseparable from the running of many different companies for the same purpose. Trade or commerce under these circumstances may nevertheless be badly and unfortunately restrained by driving out of business the small dealers and worthy men whose lives have been spent therein and who might be unable to readjust themselves to their altered surroundings. Mere reduction in the price of the commodity dealt in might be dearly paid for by the ruin of such a class. (United States v. Trans-Missouri Freight Ass’n, 166 U.S. 323 [1897])


Economists, as opposed to judges, are concerned that monopolists make consumers worse off. If a competitive industry is monopolized, prices increase, quantity produced goes down, or both. These losses in consumer welfare can be avoided, at least in theory, if regulatory agencies prevent monopolies from forming in the first place.


There is another and possibly more compelling argument against monopoly than the misallocation of resources. Competition is the force compelling people in business to seek new and more efficient production techniques, to produce new products, and to take risks. Given the relative security of monopoly power, these incentives are reduced and the monopolist drifts into managerial and technical stagnation and the creativity that would produce new goods and services in the presence of competition does not exist. Thus, according to this argument, the major cost of monopoly is not necessarily reduced output and higher prices than would be obtained under competitive conditions; rather, it is the lost wealth that would otherwise occur because of competition spurring the creation of new ideas.


The traditional political response to monopoly power has been antitrust laws. There is, however, not a close connection between the economists’ concerns and the antitrust laws, because the laws were established during the nineteenth century before the economic theories of imperfect markets were developed. Besides, the size of corporations has been unaffected by the existence of antitrust laws. Perhaps antitrust laws are used as a policy tool because they achieve political ends, not economic ones. As we will learn in Chapters 9 and 10, antitrust may be redundant since the economy is far more competitive than the supporters of antitrust recognize and consumers benefit far more from these contestable markets than many welfare economists and consumers, themselves, recognize.


Inadequate Information


Models of market competition typically rest upon the assumption of perfect information. They assume the consumer knows everything needed about the product’s quality and the quality and price of competing products, etc. Such an assumption is unrealistic partly because the costs of obtaining such information outweigh the expected benefits. Consumers prefer to make purchases with imperfect information because the cost of obtaining full information would be too great.


One consequence of this choice on the part of consumers is that prices of certain commodities are not uniform across the market. Some sellers will be able to charge higher prices than others. But as long as prices are not outrageously out of line, consumers will pay them rather than pay the price of reducing their ignorance.


Why does inadequate information or uncertainty exist in the first place? There are many reasons. Products may be too complex to understand or their effects may be felt only in the longer run when it is too late to change one’s decisions. Products may also have serious unknown side effects (as in the case of some prescription drugs). Of course, it is not unknown for sellers to exaggerate claims for their products and services. Buyers who do not make repeat purchases from the same seller may be at the mercy of unscrupulous persons.


For such reasons, information problems do arise. And while consumers devise handy rules of thumb and other protections to prevent fraud or reduce the costs of information, welfare economists and politicians have been all too willing to offer consumers the services of government. The question remains: are consumers better protected by reducing their information costs or by prohibiting producers and sellers from marketing inferior goods? I attempt an answer in Chapter 10.


Ensuring Economy-Wide Stability


The overall business climate experiences fluctuations known as business cycles, which are recurrent (but not periodic) fluctuations in general business activity over a period of years, usually measured in terms of unemployment levels, inflation, and income. Business cycles are often taken as evidence of market failures requiring government attention.


Governments claimed no particular advantage at combating business cycles until John Maynard Keynes published his General Theory of Employment, Interest and Money in 1936. He argued that markets are not self correcting—that some swings in the business cycle will not be corrected unless governments take action. To bring the economy out of depression, the government must find some way to stimulate consumption, investment, and capital expansion. He proposed that a combination of fiscal policies—deficit spending and manipulating tax rates and the money supply—would allow governments to fine tune economies so that full employment and stable prices could be achieved. Keynesian policies have been adopted widely since the General Theory was published and were the economic arguments behind the U.S. government’s 2009 economic stimulus package titled the American Recovery and Reinvestment Act.


Keynes attributed unemployment to inadequate demand for labor. This view reflected his interpretation of the cause of the economic Depression of the 1930s during which the unemployment rate in Britain rose to more than 30 percent and many remained unemployed for more than a year. He claimed the unemployment of the Depression was caused by a lack of spending—too much saving. Keynes’s reputation and the power of his theory combined to convert a new generation of economists to the view that markets could fail to correct economic fluctuations. The prolonged depression provided evidence for this view, and traditional theories were insufficient to explain economic fluctuations or to provide sufficient guidance for designing political responses.


The prevailing view of how the government should respond to business cycles is based on Keynesian economics. A simple explanation of the Keynesian view of the business cycle is that both economic expansion and contraction will be magnified if a market economy is left to its own direction. Erratic fluctuations in aggregate demand will lead the economy to waver between inflationary overexpansion and recessionary unemployment. A deficient level of demand results in abnormally high unemployment; excess demand produces inflation.


The simple Keynesian formula for aggregate demand can help make clear the potentially non-intuitive policy proposals. Aggregate demand is gross domestic product (GDP) and is referred to in the standard GDP formula as Y. Y is made up of the sum of consumer’s expenditures on goods and services (C), government expenditures (G), investment (I), and net exports (NX). Thus, GDP or Y=C+G+I+NX. To keep aggregate demand from erratic fluctuations Keynesians claim that government can and ought to manipulate the variables on the right side of the formula by adopting flexible fiscal and monetary policies. That is, when C, I, and/or NX decline, government can increase demand by increasing G. Government can also encourage an increase in C by reducing the taxes so that consumers have more disposable income. Decreasing taxes and/or increasing spending results in deficit spending but during a downturn the government should not run balanced budgets, but should run a deficit to stimulate the economy and move it toward full employment. Government can also stimulate demand by expanding the money supply, which increases C, I, and NX.


To deal with inflation, government must do the exact opposite of what is required to increase employment. Once full employment is reached, taxes should be increased, the money supply tightened, and the government should run a budget surplus, not deficit. Such policies will counteract the wave of business optimism and consumer spending that is pushing aggregate demand beyond a level consistent with stable prices. Restrictive fiscal policies will restrict C, I, and NX by reducing disposable income, which will cause consumption to decline and will dampen investment. In addition, reduced government spending (G) will diminish aggregate demand (Y) directly. The combined result should maintain both full employment and price stability.


Attempts to manipulate the economy in this manner are relatively recent phenomena that required a revolution in thinking about government budgets. Widespread popular and political support for the view that the budget could be used to dampen fluctuations in the economy occurred only after the balanced-budget norm was destroyed or at least undermined. The extent to which Keynesian manipulations replaced other views about government’s proper role is suggested by President George W. Bush’s request to the nation to visit Disney World as a response to the economic downturn immediately after the terrorist attacks on 9/11/2001. President Bush also requested and Congress passed a 2008 stimulus package of tax rebates and encouraged Americans to spend them to help the economy. The $787 billion American Recovery and Reinvestment Act of 2009, passed under President Obama, is rather massive evidence of the depth of political acceptance of the Keynesian solution to fluctuations in the business cycle. In terms of the aggregate demand formula, Bush was trying to increase C while Obama increased G.


Critics of the Keynesian approach doubt the practicability of Keynesian policies, in part because workers and entrepreneurs use available information, including their expectations about government policy, and make decisions based on those “rational expectations.” Thus, a counter-cyclical policy will have been anticipated by those in the market and the policy will not have its intended effect. Although many economists reject Keynesian policies based on a rational expectations analysis, politicians and the press seem to still be Keynesians. Our response to Keynesian arguments in later chapters (especially Chapter 15) is that even if the Keynesian analysis of the causes of inflation and recession is correct, governments will be unable to implement the policies necessary for Keynesian economics to work. I also conclude that Keynesian policies exacerbate some of the problems they are intended to cure.


Distributive Inequities


The distribution of income in the United States depends largely on the operation of market forces. Markets reward people in accordance with their contribution to the production of goods and services that consumers wish to purchase. Thus, a person whose productivity is low will earn little, regardless of whether the low productivity is attributable to lack of effort, lack of skill, or low demand for the skill.


Just as a university professor grades an exam according to the quality of the answers, not according to the effort that went into studying for the exam, markets reward output, not effort. People who lack skills, people with poor intellectual ability or poor health, and those who produce goods and services for which there is little demand or for which there is a large supply and low prices are likely to earn less than the more fortunate and the better educated.


There are two main arguments against relying solely on markets to allocate wealth and income: market failures and injustice. These two arguments are summarized in Arthur Okun’s (1975) book, Equality and Efficiency: The Big Tradeoff (no one has really improved on his argument either in terms of logic or writing quality). He began by describing the outcomes of a perfectly competitive market that pays “workers and investors the value of their contributions to output.” But, he argued, real markets are not perfectly competitive. Imperfections such as inadequate information, discrimination, inequality of opportunity, and monopoly power prevent the distribution that would be reached in the perfect market. A conclusion drawn from this argument is that rewards based on productivity are just, but that markets are imperfect. Therefore, ways must be found to make markets more competitive, to provide adequate information, and to prohibit discrimination.


Okun’s second argument addresses the notion that rewards based on productivity are unfair. Since people’s natural abilities are genetically based, they have in no sense “earned” them and those with a superior genetic heritage enjoy an undeserved and unfair advantage over their less fortunate fellows. Thus, Okun claims “society should aim to ameliorate and certainly not to compound, the flaws of the universe. It cannot stop rain, but it does manufacture umbrellas. Similarly, it can decide to restrict prizes that bestow vastly higher standards of living on people with greater innate abilities.” Thus, the arbitrary distribution of natural abilities calls not for rewarding those endowed with superior ability, but for rewarding those endowed with lesser ability.


To summarize this redistributionist view: markets do not distribute income and wealth—as they ought to—even if we accept the premise that the allocations by a perfect market are justified. What is more, even perfect markets will fail to “justly” allocate the rewards of labor.


By the mid 1970s, one of the single greatest forces changing and expending the role of the federal government in the United States was the push for equality. The federal government expanded its role through a series of income redistribution programs that had the explicit goal of reducing inequality by aiding the poor.
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