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RETURN TO PROSPERITY




INTRODUCTION


This book is all about the political economy in the old sense of the phrase—a melding of economics and politics. Economics by itself has little meaning unless applied, and when applied by governments it’s always political.

Even though this book is by its very nature political, it will not be partisan. Good political economics is neither left wing nor right wing; it’s not liberal, it’s not conservative; and goodness knows it’s not Republican or Democrat; it’s just plain, straightforward economics. To a casual observer it would seem that practitioners of economics cover a broad spectrum of views and widely diverse fields. But economics is economics, and this book will always be strictly about economics and the application of basic economics through the political process. It is my belief that good economics always turns out, ultimately, to be good politics.

Barack Obama, the current president of the United States, represents an American success story as much as any person whom I’ve ever seen. He is the essence of the melting pot that is America.

President Obama went to Occidental College, where he proved himself to be an extraordinary student and a bigger-than-life personality. Given the opportunity, Barack transferred to Columbia University, where his record was once again first-class. After graduating from Columbia University he attended Harvard Law School, where he became editor of the Harvard Law Review. A person becomes editor of the Harvard Law Review only because of excellence.

He then went on to teach at the University of Chicago, where I was on the faculty from 1967 to 1976 and taught for much of my academic life. I can assure you that only the very best and the very brightest are ever even considered for appointments at the University of Chicago. (Just kidding.)

Barack’s political record speaks for itself. There is no higher achievement possible than being the president of the United States of America. He achieved all of this by the age of forty-seven.

His personal life is equally exceptional. If we were to go to central casting and ask for an American hero, Barack Obama would undoubtedly be one of the top five choices.

But that having been said, as shown by his economic policies, President Obama has adopted a view of economics that is as wrong in every single dimension as it can be. The mistakes that he and his administration are making are basic Econ 1 mistakes. These mistakes will not only doom his presidency, they will do enormous damage to the U.S. economy.

Good man, bad president.

Over the full span of my career I have spent a great deal of time directly and indirectly involved with government. My first stint in Washington, D.C., was during the years 1967 and 1968, when I worked at the Brookings Institution, a well-respected liberal think tank. I was appointed the chief economist of the newly formed Office of Management and Budget (OMB) in late 1970, under my mentor and OMB director George P. Schultz. My first official task was traveling to Japan, China, and Vietnam in Air Force II with both George Schultz and John Ehrlichman, then head of President Nixon’s domestic council. Thereafter I became integrally involved in the domestic economy of Vietnam and U.S. relations with China.

After returning to the University of Chicago in 1972 I stayed on as a personal consultant two days a week for George Schultz when he was secretary of the treasury, and later on with Casper Weinberger when he was secretary of health, education, and welfare, and William Simon when he was secretary of the treasury. After Nixon’s resignation and Gerald Ford’s ascendance to the presidency, I was a personal consultant to Donald Rumsfeld as chief of staff for the president, and his deputy Dick Cheney, and later on to Cheney as chief of staff, and Rumsfeld as secretary of defense.

My role with President Reagan was initially as an economic advisor in his campaigns of 1976 and 1980. In 1980 I was one of a handful of original members of Governor Reagan’s executive advisory committee, along with Justin Dart, Holmes Tuttle, William French Smith, Bill Wilson, Earl Jorgenson, Ben Biagini, Jack Wrather, Charles Zwick, Alfred Bloomingdale, Judy Israel, Ted Cummins, and others. I was the young kid on the block, if that’s even conceivable now.

Later on I was a member of President Reagan’s Economic Policy Advisory Board for his full eight years in office. Then during the Clinton years, I was on the Congressional Policy Advisory Board, which consisted of some twenty-five people who advised the Republican congressional leadership at that time.

The reason I drag the reader through this tedious litany is to give weight to one generalization that in my opinion is critical to understanding policy-making in Washington, D.C., or anywhere else, for that matter: Whenever people make hasty decisions when panicked or drunk, the consequences are almost always ugly.

I do not believe there ever needed to be a stimulus program in 2008, or any spending package, for that matter, to save the economy. When Secretary Paulson went to Congress with a one-page piece of legislation allocating to him and him alone $700 billion, to spend as he chose, without any hearings, without any oversight whatsoever, I knew that our government had lost its senses. My view then and now is that Secretary Paulson’s decision was a classic panic decision, and the consequences have been ugly.

And nothing has changed. The politicians are still running around grabbing at this straw or that straw, trying to save the economy.

You should be scared.

When I was the chief economist in the White House Office of Management and Budget in August 1971, Richard Nixon assembled his key economic advisors for a panicked weekend retreat at Camp David. On August 14, 1971, President Nixon brought down from the mountain a series of decisions reflecting radical change in economic policy. The impetus for the Camp David meeting in 1971 was a bad inflation number; I think the number came in one month at a 4.6 percent annualized rate, which was a little blip by the standards of the very early 1970s, and well below the uptick in early 1970 (see Figure 1). The economic proposals brought down from Camp David were President Nixon’s solution to the inflation and unemployment problems.

Figure 1 12-Month Rates of Inflation by Month
(January 1968–December 1974)
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In summary, President Nixon devalued the U.S. dollar and took the dollar off the gold standard. He imposed a tax surcharge up to 10 percent on products imported into the United States. He also proposed something called the Job Development Credit, which was an investment tax credit that applied only to American-made investment goods. And last, but not least, President Nixon imposed severe price controls on a huge cross-section of U.S. products, and wage controls on U.S. labor. Diocletian, the ancient ruler of Rome, who is reputed to have first imposed wage and price controls in his Edict on Maximum Prices in A.D. 301, would have been proud.1

The 1971 Camp David edict was a perfect example of a panic decision made in haste with far-reaching deleterious consequences that would last for years to come—inflation surged and unemployment rose as output fell. And all for what? A silly one-month inflation number. Seriously! Do you think it was worth it?

In 1972 another bad Nixon decision was made in a state of panic. There was a break-in at Democratic National Committee chairman Larry O’Brien’s office in the Watergate. Three men were caught red-handed, each linked in one way or another to the Committee to Re-elect the President (CREEP).

The obvious response of the Nixon administration would have been to acknowledge who those caught in the break-in were and admit that they were collecting counterintelligence against the Democrats but, in the same breath, state that they were not authorized to break the law. Let the chips fall where they might but then be done with it.

But, oh, no, President Nixon met with his advisors H. R. Haldeman, then chief of staff; John Ehrlichman, head of the U.S. Domestic Policy Council in the White House; and John Mitchell, attorney general of the United States, among others. And from this panicked meeting, a plot to cover up the crime was hatched, with consequences that were fifty thousand times more damaging than they ever would have been with immediate full disclosure.

And then there was President Ford’s “Whip Inflation Now” (WIN) plan with its 5 percent tax surcharge on “corporate and upper-level individual incomes” to bring inflation under control.2 It was at this time in a discussion of President Ford’s WIN program that I drew my curve on a napkin for then chief of staff Don Rumsfeld and his deputy, and my Yale classmate, Dick Cheney. The tax surcharge was put into law, and again, far more damage was done to the economy by these panic-driven policies than could ever have been caused by events at the time.

Yet of all the 1970s’ panicked decisions, Jimmy Carter’s National Energy Plan took the cake. Threatened by OPEC, President Carter imposed well-head price controls on U.S. oil producers—guaranteeing that U.S. producers would reduce production. He also put an excess-profits tax on U.S. oil companies, which had the effect of reducing supplies of refined oil products. In addition, President Carter put on gas price ceiling controls, which artificially increased U.S. demand for gas.

As if all the policies enumerated above weren’t bad enough, President Carter also mandated temperature controls in government buildings and required airlines to recirculate the air in planes to save on fuel costs. Gadzooks! Panicked decisions and drunk decisions invariably lead to ugly results.

The Obama administration and its predecessor have been acting in panic mode nonstop. Their behavior is the antithesis of good governance and good economics. My fear is that their decisions will do even more damage in the future than they have already done. Cap and trade and health-care reform are only two of the many scary policies being proposed. Just imagine the consequences of “Card Check” for unions, which would deny union members their right of a secret ballot.

The best solution to make government work for the people and institute good economic policy is really straightforward and so obvious it is one of Jackie Mason’s standard jokes.3 Politicians should be put on commission just like the rest of us. If they do a good job they should be paid a lot, and if they do a bad job they either should not be paid at all or they should be fined. If politicians had to bear the consequences of their own actions, they would vote and act very differently. But alas, such a simple and direct solution to our problems seems out of reach. Nonetheless, there are three simple provisions to the legislative process that should always apply.

First, Congress and all government employees should be required to live by the letter of the law and all the provisions that apply to other citizens for whom the laws apply. They should be required to retire on Social Security like everyone else and have no other retirement benefits provided separately by the government. They should be provided with health care and other perquisites commensurate with those given to other citizens. All laws should be applicable to all politicians.4

Second, Congress should not be allowed to place earmarks on legislation and thereby circumvent the congressional vetting process.5 For a sufficient period of time to elapse to allow Congress to fully understand and assess the implications of legislation, a bill in its final form should be allowed to be voted on only after two full weeks.

Last, the president should be granted the authority for a line item veto that would require a 60 percent vote in the Senate to override.

The above three provisions would materially change the spending culture of Washington, D.C.

As for content, this book is intended to help the reader understand the logical policy implications of basic economics. The fundamental tenet of economics is that people respond to incentives. As a result the policies most adept at achieving prosperity have to be consistent with basic human behavior. All economic policies fall into one of the four grand kingdoms of macroeconomics.

The first grand kingdom is fiscal policy. Fiscal policies comprise all the revenue and expenditure policies of the federal government. This is a grandiose kingdom that includes all federal taxes, including personal income taxes, payroll taxes, corporate income taxes, capital gains taxes, estate taxes, and sin taxes. Also included in the fiscal policy kingdom are the government’s expenditure decisions, including defense, highways, welfare, unemployment compensation, and Social Security payments.
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As we will see, the fiscal policy kingdom has made a significant turn for the worse. Taxes are increasing and becoming more progressive. Expenditures are growing at an astronomical rate, wasting money on corporate bailouts and ineffective tax rebates.

In contrast, the ideal tax policy, a flat-tax rate, is one that imposes the lowest possible tax rate on the broadest possible tax base. As a result people will have the least incentive to evade, avoid, or otherwise not report taxable income, and they will have the fewest places in which they can escape taxation. In Part Two we dive headfirst into the details of my complete flat-tax proposal.

Sin taxes should be separate, for their purpose is not so much to raise revenue as to discourage the taxed activity. In our proposal we leave open the question of whether there should be a carbon emissions tax. But if there is a carbon emissions tax, then the flat-tax rate should be reduced in such a way as to be static revenue neutral. Without a carbon emissions tax the revenue-neutral flat-tax rate would be approximately 13 percent on business net sales (VAT) and personal unadjusted gross income—the two tax bases.

The ideal tax policy also creates a more stable revenue source. Stability in revenues improves the government’s ability to budget and thereby improves the level and composition of expenditures.

Monetary policy is the second grand kingdom of economics. Monetary policy’s specific purpose should be to provide a stable valued currency both now and far into the future. As we demonstrate in the monetary policy chapter in Part Three, the current policy of the Federal Reserve is failing to meet this basic goal. The result will be a growing inflation problem in the United States, rising interest rates, and a falling dollar on foreign exchange markets.

To ensure a stable dollar, the Federal Reserve should operate on a price rule whereby reserves should be added to the banking system when prices are under downward pressure and should be taken out of the banking system when prices face upward pressure. Spot commodity prices, interest rates, exchange rates, and the price of gold are good indicators of inflationary pressures. Most of all, good monetary policy is one whereby decisions are made on a deliberative and purposive basis devoid of erratic, rapid changes. Monetary policy is like driving a huge tanker full of highly flammable materials over a narrow bridge spanning a deep and wide rocky gorge. Minute adjustments of steering and speed are essentials. Steady as she goes is the key to good monetary policy.

Trade policy is the third grand kingdom of economics. Trade policy encompasses all those policies related to the exchange of goods, services, and capital flows across international boundaries. Trade policy in an optimal economic environment has as its basic rule free trade unencumbered by impediments on the free flow of goods and services and people across national boundaries. Obvious exceptions include strategic materials and high-tech products useful in weaponry. But the lessons of free trade are clear. If you find a store that sells you high-quality products at low prices, is your first thought, How can I boycott that store? The answer is a resounding no. Free trade is a huge source of economic strength.

Our concern about current trade policy is the antitrade rhetoric of the Obama administration. This rhetoric against trade diminishes the possibility that any further international trade agreements (either bilateral or multilateral) will become ratified and even threatens to change the terms of current trade agreements such as NAFTA. As we show in Part Three, all these developments will diminish the gains in productivity and welfare that the U.S. economy has experienced over the past thirty years.

Incomes policies is the final grand kingdom of economics. Incomes policies encompass all the rules, regulations, and other restrictions mandated by the government. No one in his right mind would ever want to abolish incomes policies or regulations. Surely we shouldn’t have the free choice to wake up in the morning and decide which side of the road we wish to drive on today. But regulations should not go beyond the purpose for which they were intended and thereby do collateral damage to the economy. The key function of good incomes policies is one of limitations to avoid unintended detrimental consequences. Here the Latin phrase primum non nocere (“First, do no harm”) should be the guide. Simple, clear, and narrowly focused are the appropriate adjectives for good incomes policies.

Whether it is financial regulations, government-run health care, or cap and trade, the Obama administration is showing a penchant for over-regulating. The potential for collateral damage to the economy is tremendous.

The current course in all four of the grand kingdoms of economics is moving us further and further away from the ideal policy environment. Our policy suggestions are designed to reverse course and move our economic policies closer to the ideals. Such a fundamental change in our economic direction is the precondition for returning our economy to prosperity.



Part One
REACTIVE POLICIES




1
ENERGY INDEPENDENCE AND PROTECTIONISM


To illustrate this government’s inability to understand economics I’ll start my journey with the president’s environmental and energy policies. I was asked by Fox News to be a guest correspondent to discuss the appointment of President Obama’s Energy and Environment team along with the administration’s policies on energy and the environment. Berkeley Professor Steven Chu was chosen by the president to be the secretary of energy and to head Obama’s team.

Professor Chu is a Ph.D. physicist with a Nobel Laureate and formerly a professor and chairman of the department of physics at Stanford University, where I received my Ph.D. in economics. This man has a résumé a mile long. Nobody is more qualified or more highly recognized in his or her chosen field than is Professor Chu.

In the course of introducing Professor Chu, President Obama described his administration’s first priority for energy policy as securing U.S. energy independence. “It will be the policy of my administration to reverse our dependence on foreign oil while building a new energy economy that will create millions of jobs.”1 President Obama also emphasized, as he did in his inaugural address, that his administration will “restore science to its rightful place.”2 And when he said the word “science,” there was a slight hesitation, and the word was uttered with a bit of reverence, leaving the impression that his was the first administration in a long time that actually relied on science.3

When Professor Chu took the podium he reiterated the importance of energy independence for America and said that this administration would use science, and that he, by example, was literally a man of science.

Whenever people say that they want the United States to be energy independent they demonstrate that they simply don’t understand Econ 1. In fact, the notion of legislated or politically driven self-sufficiency with respect to any product—oil included—is one of the worst mistakes politicians can make, and yet they do it all the time.

When I look at this planet, I see one group of people that has lots and lots of oil, and they basically don’t know what to do with it. And then when I look at the United States I see another group of people that knows what to do with oil and could always use more. Venezuela, Russia, Canada, Nigeria, Mexico, and the Middle East selling oil to the United States is a win-win situation for both the United States and those oil-producing countries. Oil producers benefit by getting paid for selling their oil to us, which allows them to buy products they otherwise could not have acquired, and we benefit by purchasing that oil and using it better than they would use it.

The idea of politically motivated energy independence violates the precepts of David Ricardo’s concept of comparative advantage and the gains from trade.4 Ricardo was a late-eighteenth- and early-nineteenth-century English economist whose work is still revered today for showing that both countries involved in a trade arrangement can gain from trade even if one of the countries has an absolute advantage in production of all of the traded goods. Trade in oil is a classic example of Ricardo’s principle that gains from trade result from comparative advantage. The example of Ricardo’s comparative advantage that I was taught used cloth and wine, where Portugal had a comparative advantage in producing wine and Britain had a comparative advantage in producing cloth. In this example Britain can produce cloth more efficiently, comparatively, than can Portugal, and Portugal can produce wine more efficiently, again, relatively speaking, than can Britain. Both Portugal and Britain would be winners if Britain sold Portugal its cloth and in exchange bought wine from Portugal.

To bring Ricardo’s example of comparative advantage to the present, we Americans make some things comparatively better than foreigners, and foreigners, in turn, make other things comparatively better than Americans. We and foreigners would both be foolish in the extreme if we didn’t sell to foreigners those things we make better than they do, and they sell to us, in return, those things they make better than we do. It’s a win-win relationship.

The proceeds from U.S. purchases of products from foreigners provide foreigners with the wherewithal to buy goods from us. Our exports are their imports. This administration simply doesn’t get it. U.S. imports don’t mean job losses for Americans. U.S. imports are the means by which foreigners earn the income to buy products from us. Without U.S. imports there are no U.S. exports.5

And while I use energy independence and oil as the example of this administration’s isolationist and protectionist tendencies, it’s by no means an isolated example. President Obama’s policies are riddled with protectionism. It was after all candidate Barack Obama who denounced NAFTA, and he has not changed that position.

In April 2009, Congress effectively banned Mexican trucks from U.S. highways, and the Mexican government responded with tariffs on roughly $2 billion worth of American exports to Mexico. Similarly, Paragraph (a) of Section 1605 of the stimulus package states:

None of the funds appropriated or otherwise made available by this Act may be used for a project for the construction, alteration, maintenance, or repair of a public building or public work unless all of the iron, steel, and manufactured goods used in the project are produced in the United States.6

In 1929 and 1930 the United States passed a trade bill called the Smoot-Hawley tariff, named after the chief Senate sponsor and the chief House sponsor. The bill was signed into law by President Herbert Hoover, and in my opinion was the catalyst for what we now call the Great Depression.7 The Smoot-Hawley tariff raised duties (read taxes) on imported products to levels rarely seen in modern economies. Since the imposition of the Smoot-Hawley tariff, the United States has systematically been lowering tariffs and duties on imports. In Figure 1-1, a straightforward measure of the bipartisan progress is readily apparent. It is my fear that the Obama administration and its hostility toward NAFTA and free trade in general will reverse this trend.

The idea of the United States being energy independent, or independent with respect to any other product, for that matter, makes no sense whatsoever. Imagine if Minnesota tried to ban the importation of bananas into the state to achieve “banana independence.” If Minnesota refused to buy bananas from Costa Rica, it wouldn’t be able to sell Costa Rica iron ore. In fact, Minnesotans would have to build greenhouses in the frozen tundra to grow bananas in the winter. Ignoring the gains from trade is absolutely foolish.

Figure 1-1 Average U.S. Tariffs, Duties Collected as a % of All Imports
(through 2008)
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Prohibiting banana imports makes Minnesota worse off, and the United States’ prohibiting imports of oil also makes the United States worse off. In the Minnesota example, Costa Rica will be worse off as well, because it has less iron ore than it needs and too many bananas. If they don’t sell us their oil, oil-producing nations will also be worse off. While Professor Chu may be very good at high-energy physics and manipulating Feynman diagrams and all of that, both he and President Obama clearly don’t understand Econ 1 when it comes to the gains from trade.

The economic consequences of energy independence for the United States would be catastrophic for us and the rest of the world. The United States is the world’s third-largest producer of oil.8 We fall slightly behind Saudi Arabia and Russia. The number-four producer is way below the United States. But in spite of being a major producer of oil, the United States is the number-one consumer of oil. We import about 50 percent of the oil we use currently in the United States (see Figure 1-2).

Figure 1-2 Oil Imports as a % of Total Oil Consumption (annual, through 2008)
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Can you imagine what the U.S. economy would look like today if President Obama were to successfully stop the importation of oil? The U.S. economy would be in even worse shape than it already is. If we had to make do with only half the oil we currently use, what would be the price of a gallon of gas or an airplane ticket? People would have to suffer the cold in the winter and heat in the summer. The economic results would be catastrophic, pure and simple. And yet the words “energy independent” roll off the lips of the physicist and the Harvard-educated lawyer with ease.


Oil Imports/Total Oil Consumption


Now, President Obama is not alone among today’s politicians in espousing energy independence, and the concept of energy independence is surely not unique to this day and age. The espoused goal of U.S. energy independence was alive and well when Dwight David Eisenhower was president of the United States. Eisenhower was elected way back in 1952. In 1959, in the never-ending quest for energy independence, President Eisenhower imposed strict oil import quotas, which remained in force for many years, until 1973.9 As a result of those quotas and other targeted taxes, regulations, and restrictions, crude oil prices, as received by U.S. oil suppliers, deviated substantially from their rest-of-world counterparts even though wholesale prices of retail products were roughly similar.

But the idea of energy independence was just as silly back in Eisenhower’s day as it is today. Since the days of President Eisenhower, every president has at least paid lip service to the idea of energy independence. But frankly, year after year the United States has become more and more dependent on foreign oil (see Figure 1-2). Economics has until now triumphed over nonsensical politics. However, with his proposed “cap and trade” legislation, President Obama intends to change all of that. Cap-and-trade legislation not only entails a $600 billion–plus tax increase but also is about as protectionist a piece of legislation as can be found.

As drafted, the “Clean Energy and Security Act” (the “Waxman-Markey” Cap and Trade bill) would subsidize companies that pay higher costs than their international competitors. This subsidy is currently considered an “illegal state aid” program and violates our commitments under World Trade Organization (WTO) rules. Waxman-Markey also empowers the president to impose a border adjustment that is essentially a tariff on foreign companies to pay for the cost of carbon.

My final point on the follies of protectionism has to do with retaliation. While one restrictive measure by itself may not do all that much harm, what a protectionist move by the United States does do is incite foreign governments to retaliate against U.S. exports into their countries. The aforementioned recent example of Mexico’s putting tariffs on some imports from the United States in retaliation for U.S. prohibitions on Mexican trucks entering the U.S. is a case in point. Perhaps more ominously, this is exactly what happened in the 1930s after the United States began the protectionist war with the Smoot-Hawley tariff. In my opinion, it was in part the trade war brought on by the Smoot-Hawley tariff legislation that created the preconditions for World War II.



2
ENERGY INDEPENDENCE AND FOREIGN POLICY


When confronted by the obvious economic lunacy of the concept of energy independence, proponents of energy independence respond that in fact, while David Ricardo’s concept of the gains from trade (which we cover shortly) is all well and good, it doesn’t apply today in the United States. The leaders of the oil-producing countries are really just one step removed from being declared enemies of the United States. They are truly terrible people and we cannot allow the U.S. economy to be held hostage by them. Putin, Chavez, Ahmadinejad, and the like hate us and at the same time control the market for oil. They can’t be trusted, because in times of great need they just might cut us off from their oil.

On the face of it, such an argument for protectionism is ridiculous. The people who advocate enforced U.S. energy independence want us to stop importing oil from foreigners because these foreigners might stop selling oil to us. Huh? This is the perfect example of the old saying “Cut off your nose to spite your face.”

We stop buying because we’re afraid that they might stop selling! Now, there’s an example of why logic should be a required course at every law school. It’s like the person who at age twenty-two realizes he, like everyone else, will someday die and as a result becomes so depressed that he commits suicide.

Now let me stipulate at this juncture that I agree that the leaders of many of the oil-producing countries are not good guys. In fact, they really are bad guys. There are, however, a number of major exceptions to the bad-guy rule when it comes to oil suppliers—Canada, Mexico, the United Kingdom, Norway, and Denmark to mention just a few.

But that a leader of a foreign country is a bad guy does not mean that we should not trade with that country. Far from it.

Refusing to buy products from countries run by bad guys does not convince those countries or their leaders to become good guys. If embargoes caused people to rethink their politics and see the light, then North Korea sixty years ago would have become a free-market, progrowth, democratic, capitalist nation. We have embargoed North Korea for sixty years, since the Korean War, and as you can see, not only does it not see the light, it is as bad, if not worse, than ever.1 Just picture Kim Jong Il in your mind’s eye and you can see the product of economic embargoes and isolation.

The same lesson is equally true for Cuba. Shortly after Fidel Castro took over Cuba, the United States put an embargo on virtually all U.S.-Cuban trade. The Cuban embargo has not changed Cuban minds one iota. Fidel and his brother Raul Castro are as much in charge today as ever. Embargoes do not work.

That embargoes fail so miserably is not solely a consequence of Ricardo’s gains from trade (a subject often taught in Econ 1). The failure of embargoes also results from the principles underlying core trade policy theory usually taught in more advanced econ classes.2 But alas, if our country’s current leaders don’t get Econ 1, they surely won’t understand trade theory.

Using trade as a political weapon is about as silly a policy as is imaginable. As shown by Ricardo’s gains from trade, when you embargo a country, you not only do damage to the country you’re embargoing, but you also do damage to yourself. Now, what’s the benefit of hurting yourself? Both countries are worse off. And that is what our current Congress and the Obama administration do not understand. By the way, legislators from both sides of the aisle are equally ignorant when it comes to outsourcing and immigration. Detrimental unintended consequences from embargoes and other protectionist trade legislation are the rule, not the exception. Embargoes and trade protection also don’t create domestic jobs and most definitely don’t lead foreigners to see our point of view. Energy independence and other protectionist embargoes are a lose/lose for the United States.

For example, look at what’s happening with the embargo and sanctions on Zimbabwe right now. Isolating Zimbabwe and the nation’s tyrannical dictator, Robert Mugabe, obviously does not work. In fact, if anything, cutting Zimbabwe off from the rest of the world solidifies Robert Mugabe’s leadership, by assuring his place as the lone leader looking out for the well-being of Zimbabwe. Trade embargoes and sanctions are not good political tools, no matter what people may tell you. In addition, putting energy independence and embargoes in place shows that Congress and the Obama team simply don’t understand the basic economics of the Bhagwati theorems.3

The Bhagwati theorems, which are taught in most international trade courses, are named after Jagdish Bhagwati, an economics professor at Columbia University, who demonstrated mathematically that a country should always use direct cures for problems, never indirect cures, because indirect cures have detrimental unintended consequences. Indirect cures such as embargoes also often don’t achieve the objectives the embargoing country seeks. And, if embargoes do happen to achieve the embargo-imposing country’s objectives, they do so at great inefficiency cost. But all these inefficiencies and impediments to using trade as a weapon against misbehaving countries do not mean we don’t have tools at our command that can deal with bad governments.

The United States does have political tools available that directly deal with our national political objectives. For example, if the United States wanted to subtly influence another country and produce only a small political effect, there is always the bully pulpit of the White House. The president can bring public attention to bad behavior in order to sway public opinion to get a foreign leader to see the error of his ways. If the bully pulpit doesn’t work, we always have slightly heavier policy tools, which come out of the State Department with its attachés, ambassadors, the Agency for International Development, and other formal relationships with other countries. The use of the State Department is usually a slightly heavier dose of political pressure that goes above and beyond the bully pulpit of the White House. And then there’s always the United Nations, the International Monetary Fund (IMF), the Organisation for Economic Co-operation and Development (OECD), and the Organization of American States.

Last, we have the very heavy dose of political pressure that comes from departments such as the CIA, the Department of Defense, and international military organizations such as NATO and SEATO, and from the United Nations. If a country is behaving sufficiently badly and not responding to softer means of persuasion, there is always the military option, much as President Obama is using it in Afghanistan today.

That a country is headed by a bad person does not mean that the United States should not trade with that country. In fact, just the reverse is true. The tools that should be used to deal with bad governments are political tools, not economic tools, which have only indirect effects and often just solidify the bad person’s position of power in that country. Hugo Chavez and Fidel Castro explicitly use U.S. trade sanctions against their respective countries as examples of U.S. belligerence and a reason for them to stay in power. Without the threat of a bellicose United States neither dictator could stay in power.

Many experts argue that trade with a potentially hostile country is, in fact, the best way to get that country to take our views seriously and to consider us a friend. Trade opens a country up to the rest of the world and allows it to see our point of view and share in our affluence. Goodness knows trade may help us get a better perspective on the rest of the world, too! The old saying goes that if China owns lots of assets in the United States it will be less likely to bomb us. There’s a lot of truth to that saying. Does anyone still really believe that the embargo of Cuba has actually helped? I sure hope not.

It’s ironic that the very people who want the United States to be energy independent argue their case by saying that being energy independent will prevent other countries from harming the United States by withholding their oil from us. Yet even if we go full tilt for free trade and import oil freely into the United States, there are many ways to protect the U.S. economy from a sudden shut-off of oil imports. We could always expand our strategic oil reserve, for example, or allow private users to store more oil. Emergency allocation plans, like those used in wartime, also work remarkably well.

The research of Professor Mancur Olson on the German and French embargoes of food supplies to Britain during the Napoleonic Wars, World War I, and World War II is a classic study of the economic and social impact of wartime blockades. The wartime blockades of food shipments into Britain by the belligerents were, if measured by the amount of food imports into Britain, highly successful. Food imports declined drastically.4

But while the embargoes reduced food imports into Britain, Britain was able to quickly adjust to the embargoes with “victory gardens” and other conservation and production measures. The British won each of these wars with well-nourished citizens. According to Mancur Olson:

Because of the possibilities for substitution, advanced industrial economies are not as inflexible in the face of shortages as might be supposed. They have a considerable capacity to substitute for anything in short supply.... This substitution is not only—not even mainly—of the obvious kind, where something ersatz, something that is obviously a “substitute,” takes the place of what is in short supply. People may often readjust their patterns of production and consumption in ways such that no one thing, but rather many different things, take the place of what is scarce.5

It is truly amazing how flexible and adaptive a free-market economy can be in its time of greatest need. In their ultimate objective of bringing Britain to its knees, the embargoes were a total failure.

A quick digression to look at the Clinton administration’s support for NAFTA provides a demonstration that good economics is not partisan. Going against many in his own party and especially going against unions, President Clinton, with the help of a number of Republican legislators, to be sure, was able to get Congress to pass NAFTA. The passage of NAFTA was a major move toward freer global trade, as it created one of the largest trading blocs in the world.

In addition to his performance on NAFTA, President Clinton re-appointed Reagan’s Fed chairman, Alan Greenspan, twice; removed the retirement test for Social Security recipients, thereby increasing incentives for older Americans to work; reduced Social Security benefits by subjecting 85 percent of those benefits to the income tax; signed welfare reform into law, whereby welfare recipients actually have to be looking for work to receive welfare; cut the capital gains tax rate; and cut government spending as a share of GDP by more than the next four best presidents combined. Yes, he did raise the highest personal income tax rate, but then again, nobody’s perfect. I voted for President Clinton twice and I’m glad I did.

[image: image]

My first reactive policy measure would be a unilateral reduction in all U.S. tariffs and the elimination of all unnecessary secondary restrictions on U.S. imports, which rely on ruses such as safety, health, or unfair practices. The determination of just what should be sanctioned should be left up to a nonpartisan panel of economists and trade specialists. Exports of certain military products should definitely be screened carefully so that military technology does not fall into the wrong hands. Otherwise the United States should live up to the letter of WTO agreements and should aggressively push for the signing of the Doha Round of tariff reductions.
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OFFSHORE DRILLING


Another part of the discussion at Obama’s press conference on the environment and energy had to do with offshore drilling and the promise made by the Obama administration to safeguard the environment and to preserve Earth’s heritage for future generations. Again we can all agree with the stated objectives of the Obama administration when it comes to respect for the environment, the heritage of future generations, and safeguarding life on Earth. But what President Obama et al. have decided to do is to persist in prohibiting offshore drilling, which, as I will show, will achieve just the opposite of the effect they wanted.

An oil spill, especially in water, does enormous damage because it is extraordinarily difficult to confine. Oil damage spreads quickly through diverse ecosystems with lethal consequences for most forms of life. In March 2009, there was a major oil spill off the coast of Queensland, Australia, that did extensive damage to about thirty-five miles of pristine Australian coastline. That oil spill alone killed many plants and animals, and it degraded the environment for a long time to come. It was a disaster.1

Also, if you can remember back several years ago, there was the Exxon Valdez oil spill in Alaska. Again, it took years and years to clean up the damage done by that ecological disaster. The toll on the environment was enormous, and the expense as measured in dollars was enormous as well. I don’t want in any way, shape, or form to downplay the importance of preserving the environment; far from it. I think we ought to be very, very careful when it comes to offshore drilling and the transportation of oil over water. I have every desire for my children and grandchildren to enjoy a beautiful Earth as much as I have.

But reviewing global records of individual countries’ national efforts to make the world a safer and better place for all to live, I’ve got to tell you that I’m excited and extremely proud of the United States. We as a nation have taken the environment seriously. I was raised in Cleveland, Ohio, in the 1940s and 1950s. Back then the joke was that if the Christ were to come back to Earth in Cleveland, to prove that, in fact, He was the Christ, He wouldn’t have to walk on the water of Lake Erie—anyone could do that—He would have to sink in the water. That’s all changed now. Lake Erie is clean.

When you see how much the United States has improved environmentally, from the Hudson River to the air quality of Los Angeles, it’s an incredible success story. Our past success, however, is not an excuse for current laxity; far from it. We still have to move forward as diligently as ever. But there’s a lesson to be learned here. The United States is about as good as it gets when it comes to the environment in today’s world.

The problem with this administration is it believes that if the United States doesn’t allow offshore drilling, Indonesia and other such countries won’t allow offshore drilling either. And in fact, that’s just plain not true. If we don’t allow offshore drilling, the natural response from the rest of the world will be that they have a gap to fill, and countries such as Indonesia will drill offshore as if there were no tomorrow. And if Indonesia drills offshore there may well be no tomorrow for many life-forms living off the shore of Indonesia! If we in the United States are careless with regard to the environment, other countries are a thousand times more careless. Their offshore drilling would do far more damage than U.S. offshore drilling would ever do.

As an aside, there have been almost no spills from U.S. offshore drilling. When spills have occurred, they usually have happened when oil was transported over water. Prohibiting offshore drilling is pretty much a feel-good solution to a nonproblem.

Offshore drilling isn’t an isolated example of this administration’s inability to think dynamically. An equally apropos example is air pollution standards. Prohibiting mildly polluting U.S. producers from producing certain products here in the United States creates a whole new industry of heavy polluters abroad. When polluters aren’t operating their facilities here in the United States we can’t oversee their activities very well, and when there’s an absence of oversight, that’s when the real problems emerge. And again, President Obama’s cap-and-trade legislation will have the effect of reallocating businesses that pollute out of the United States. U.S. cap-and-trade won’t eliminate polluters; it will just redistribute them.

This administration and Congress just don’t understand the idea of dynamic complex systems, which are basic to economics.

U.S. offshore drilling should not only be allowed, it should be actively encouraged, under strict safety and environmental standards. The standards should be set by a diverse panel of environmental experts from industry and other sectors of the economy. Offshore drillers should be held fully accountable for any damage done to the environment, as should global oil transporters. But on the other side of the ledger, there is nothing wrong with their profiting handsomely.
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CAP-AND-TRADE REGULATIONS


Political and scientific consensus appears to be coalescing on two closely related hypotheses. The first hypothesis is that planet Earth is facing a global warming crisis the environmental consequences of which will be disastrous. The second hypothesis is that man is a primary cause of global warming.

Even after spending considerable one-on-one time with former vice president Al Gore, I’m still not an expert on the question of whether either of the above statements is correct. But as we’ll see in the next chapter, their literal veracity doesn’t matter.

Scientists have changed their collective minds 180 degrees on global warming in the past thirty-six years. But this does not mean that the current consensus on global warming is not correct. And it also, for sure, does not mean that the global warming threat is not serious. As a safeguard against future ecological damage to the planet, we may well want to reduce carbon emissions.

But the costs of reducing carbon emissions are by no means trivial, and therefore it’s not enough to simply press forward in the name of combating global warming and ignore the consequences. Global warming may well be serious, but so are the consequences of combating global warming. What we can say with a high degree of certainty is that a higher overall tax rate on carbon emissions per se will have a devastatingly negative impact on the long-term growth of America and the world.

Prior episodes of drastic reduction in oil supply illustrate the possible economic consequences in the United States if economic considerations are not carefully incorporated into a prudent plan to reduce carbon emissions. The devastating economic consequences of oil shortages as witnessed in the 1970s, 1980s, and 1990s were not preordained, but they will recur if politics as usual supplants economic reasoning.

Cap-and-trade regulations as contained in the Waxman-Markey Cap and Trade bill establish an aggregate constraint, the cap, on the amount of carbon that can be legally emitted. Typically this constraint is benchmarked to the carbon emissions from a base year—for instance, the Kyoto Protocol establishes a carbon emissions cap that is 7 percent below 1990 levels.

The aggregate constraint is then subdivided into emission allowances that are allocated to manufacturers. Constrained by the overall cap, all manufacturers face a choice—comply with their emissions allocation or purchase more emission allowances from other emission allowance holders.

Cap and trade forces the price of carbon emissions higher (taxes carbon emissions) but without correcting for the negative impact on the long-term growth rate.

Cap and trade is billed as a market-based approach to managing carbon emissions. As the theory goes, there is an efficient division of labor: The government establishes how much carbon may be emitted while the market sorts out who earns the right to produce the carbon emissions. The products that are in greater demand will be able to pay a higher price for the right to emit carbon. As a consequence, the manufacturers of the products in high demand will outbid other users for the right to emit carbon, while the manufacturers of the less-valued products either will have an incentive to sell these rights to the manufacturers of the products in high demand or will not be able to purchase these rights in the first place. Either way, only the producers of the products that consumers value the most will end up with the right to emit carbon. In this manner, the market is allocating the scarce right to emit carbon based on its most valued use.

The problem is that policies that control quantity (Waxman-Markey is controlling the quantity of carbon emissions) are less efficient than those policies that tax carbon emissions directly. A carbon tax is far preferable economically than is a quantity cap. The Congressional Budget Office correctly raised these precise concerns in a 2003 paper:

When costs and benefits are uncertain, as they are in the case of climate change, a system that raises the price of emissions—for example, a tax or a permit system with a set permit price—can have significant advantages over one that establishes an emissions quota. Tightening restrictions on emissions is likely to raise the incremental cost of mitigation much more quickly than it lowers the incremental benefit. As a result, the cost of guessing wrong and imposing an overly restrictive quota could be relatively high. In contrast, the cost of guessing wrong about the appropriate tax level—and perhaps failing to reduce emissions enough in any given year—will probably be relatively low.1

The cap-and-trade system also requires an initial distribution of carbon emission allowances. One possibility is for the government to auction off the emission allowances. However, as implemented in Europe and as currently proposed here in the United States under Waxman-Markey, the vast majority of the initial carbon emissions allowances are simply allocated to different private individuals and companies—often referred to as “grandfathering.” A cap-and-trade system implemented with a grandfathering distribution of carbon emission allowances limits the government’s options to offset the impact on the economy of the carbon reduction policy.

Urban experiences with taxi medallions exemplify many of the aforementioned difficulties of quantity constraints in general, and the cap-and-trade system in particular. Many cities, most famously New York City, constrain the number of taxis by requiring all taxi drivers to acquire a “taxi medallion.” The supply of taxi medallions is constrained with the purpose of capping the total number of taxis operating within the city. The constrained quantity leads to higher prices; supply shortages during times of peak usage (especially during rush hour or rainstorms); and inflated and volatile values for taxi medallions, depending on changing market dynamics and regulatory response.2 Ultimately, taxi services are compromised as the taxi medallions reduce the taxi market’s efficiency. It would be far preferable if New York City just taxed taxis on miles driven at peak hours rather than issuing medallions.

As implemented, cap-and-trade regimes also limit the government’s options for implementing policies that can offset the adverse economic impact of creating a carbon emissions shortage. A carbon tax is a more direct and effective policy instrument to reduce overall carbon emissions.

Effectively addressing global warming concerns requires both a reactive and a proactive policy response. Reactively, any cap-and-trade legislation that might be passed (e.g., Waxman-Markey) should be immediately repealed. This economy can ill afford the net tax increase contained in the current legislation. However, the issue of global warming should be addressed and will be addressed in the next chapter. Repeal requires the government to repurchase all carbon emission allowances from the current owners of those rights, regardless of whether the original emission allowance was sold or given away. Due to government mandate, companies and individuals would be holding an asset with market value. The government should not expropriate assets without paying proper compensation. A time frame that is sufficiently long to allow for the repurchase of these allowances should be established. After that date, all carbon emission allowances would be worthless.
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