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Introduction


THE ECONOMIC PERFORMANCE of the U.S. economy in the twentieth century was an incredible success story. In 1900, the average American earned $5,500 (in year 2010 dollars), and we ranked fourth among all countries in per capita income. By the year 2000, the average American earned about $29,500, and we stood at the summit of economic development. In contrast, the United Kingdom, which started the century in first place, dropped to twelfth by 2000. To paraphrase Frank Sinatra, for the United States, it was not merely a very good year but a very good century. The record could have been better still.


This book focuses not on the good economic policies that helped create the U.S. success story but rather on the policies that were major economic blunders. As former British Prime Minister Winston Churchill noted, those who fail to learn from history are doomed to repeat it. Reflecting on the painful lessons of history not only helps us to avoid repeating them, but constitutes an important first step toward finding solutions for lingering problems. Some of the worst economic policies of the past one hundred years are recent and will continue to create problems for us as we go further into the twenty-first century.


Criteria for Selecting the Worst Economic Policies


How were the ten worst economic policies selected? Two standard economic tools were used. One tool is benefit-cost analysis, which provides a framework for evaluating the social benefits and costs of public policies. The second tool is an equity or fairness assessment. How does the policy impact members of society? Are the distributional consequences fair?




For the most part, the policies chosen either have imposed significantly more costs than benefits on society or have distributional effects that most people would consider unfair. Some of the policies selected satisfy both criteria. It was difficult to winnow the list of bad policies down to the ten worst. Some economists may feel some great candidates were overlooked or the rankings were out of order. Most, however, would agree that the ten selected here were poorly designed and needlessly wasteful.


Why So Many Bad Policies?


Bad economic policies are not hard to find. Some of the worst are old, and some are new; some are Red and some are Blue. Bad economic policies are not the monopoly of any one political party. The blunders divide fairly equally among Democrats and Republicans. This was not the author's intention. Basic forces work to encourage the production of wasteful economic policies, regardless of the political party in power.


Government is plagued by the same governance problems corporations face, arguably more so. Voters elect representatives, and shareholders elect corporate decision-makers, and both groups of owners—voters and shareholders—share the problem of getting their representatives to act responsibly in their behalf. The bigger the corporation and the bigger the government, it would seem, the bigger the governance problem.


When Willie Sutton, one of the most notorious twentieth-century criminals, was asked why he robbed banks, he replied, “because that's where the money is.” The same rationale motivates many of those who seek to run large corporations or to hold government office. Government office seekers might honestly add, “because that's also where the power is.” Another major problem facing both shareholders and voters is how to keep people like Willie Sutton—or imprisoned financier Bernie Madoff, for that matter—from becoming our corporate and government leaders and how to prevent good, honest corporate and government leaders from evolving into Willie Suttons. Interestingly, two of our wrecks are government Ponzi-type schemes similar to the one operated by Bernie Madoff, only bigger: the pay-as-you-go Social Security and Medicare programs.1




Government governance is in many ways more problem-prone than running a corporation. Shareholders have a common interest, the bottom line, and the failure of executives to perform is eventually clear. Bankruptcy or hostile takeovers are possible consequences for nonperformance in the business world, but these remedies for mismanagement really don't exist in our political market. First, it is often difficult to assign blame for bad economic policies. Most voters are disgusted with Congress, but they may feel their own representatives and senators are doing a good job. Second, replacing Republicans with Democrats or vice versa, which might seem to be a type of hostile takeover, seems to do little to improve governance. Regardless of party, government decision makers tend to favor short-run benefits for friends—especially major campaign contributors and special-interest groups—while imposing costs on the rest of us or imposing the costs on later generations.


When corporate governance fails, as demonstrated by the collapse of such firms as Enron and Lehman Brothers, jobs are lost. Paradoxically, when government governance fails, the role and scope of government is usually increased. For example, the recent failure of government regulation of the financial sector, one of the blunders discussed in this book, produced proposals for not one but two new financial regulatory agencies and a coordinating council to add to the numerous regulatory agencies already in place, agencies that had already demonstrated failure in their assigned tasks.


The Sarbanes-Oxley Act of 2002 was government's attempt to improve corporate governance by reducing accounting abuses and making the bottom line more accurate and transparent. Whether or not Sarbanes-Oxley achieves its objectives, making corporations more accountable and transparent are moves in the right direction. The same reasoning could be applied to government as well. How are we to get the government to impose similar laws regarding its own behavior? This is like asking the fox to set the rules for watching the hen house. Can government governance be improved? This important question is addressed in the epilogue.


Motivating Factors Producing Bad Economic Policies


Governments produce wasteful or ineffective policies for several major reasons:




Special-Interest Groups


Many bad public policies stem from the pressure that special-interest groups place on the political system as they seek to redistribute income or wealth to themselves from others. They seek legislative profits, increased profits that come from government subsidies, changes in regulation, or special legislation. Economic profits arise from building a better mousetrap or producing more efficiently, but legislative profits are usually characterized by waste.


Special-interest economic policies that are adopted and survive for any significant period tend to have two characteristics. First, the members of the special-interest group stand to gain a substantial amount, so they will fight hard to get and keep it. Of course, they will be willing to share some of that gain with supportive politicians (for example, through campaign contributions). Second, the group paying for these special-interest benefits is large so that no individual feels a substantial burden. Indeed, many of those who pay the bill for special-interest group benefits are often completely unaware of what's happening.


An example will help illustrate the point. Suppose dairy farmers successfully lobby a government for a law that sets milk prices one-cent per quart higher than the market price. A large dairy farmer supplying one million gallons of milk per year would stand to rake in an extra $40,000 annually. By contrast, the typical milk-drinking family will pay just a few pennies more a week for milk, an amount so small that it will generally go unnoticed. This story and numbers have a basis in reality. In 1972, the government raised the price it was guaranteeing dairy farmers for their output. The price of a quart of milk increased by an estimated one cent as a result. The overall gain in revenues to the dairy industry was placed at $500 million per year. When this type of asymmetry in benefits and costs occurs, the situation is ripe for abuse, and bad policies are the result. Some examples discussed in this book include the Hawley-Smoot Act of 1930, which involved tariff legislation supporting domestic producers, and U.S. government regulatory policies in the financial sector that contributed heavily to the Great Recession.


Maternalism/Paternalism/Parentalism


Parents know quite well the need to occasionally restrain the behavior of their children. Paternalism, maternalism, or parentalism applies the power of the state to enact policies that restrain individuals from engaging in activities that lawmakers or their constituents find offensive. Some politically influential pressure group may support the policy, or it even may receive broad support from the electorate. Often the support for such policies is based on ideology or religion and the supporters usually receive only psychological benefits from knowing that their fellow citizens are doing the “right” things. Prohibition, one of the blunders in this book, probably is best described as a paternalistic policy. The government's policies to greatly expand home ownership, fostering the real estate bubble prior to the Great Recession, also could be characterized as paternalistic, although special-interest groups benefited as well.


Majority Takes Advantage


Another reason for bad policies is that the political system, responding to the wishes of the majority, takes advantage of a minority, sometimes imposing substantial costs on them. Overall costs of a policy may exceed the benefits by a wide margin. But as long as the benefits to the majority exceed their costs, such a policy can survive. A highly progressive income tax system that attempts to soak the rich is a good example. A period of incredibly high marginal tax rates on the wealthy is included in the chapter, “Tax Follies.” The exemptions and deductions within the tax codes, also dealt with in that chapter, might best be classified as special-interest favors, but paternalism plays a role as well.


Short-run Obsession (Immediosis)


Immediacs are individuals obsessed with immediate gratification with little or no regard for the future consequences of their actions.2 Politics seems to breed or attract immediacs. Politicians naturally are concerned about getting reelected, and to assist in their reelection, they need to produce tangible benefits for constituents prior to the next election. Policies that offer clear short-run benefits may be adopted, even though the policy's costs outweigh its benefits over the long run.




Social Security provides a good example. Between 1968 and 1974, our elected federal officials raised Social Security benefits five separate times, four of them falling during an election year. Overall, benefits were increased 90 percent in this six-year period. Clearly, the large and growing elderly population must have felt very warmly toward the incumbents who showered them with this largesse. Yet, at the time, it was clear that this largesse would create serious problems decades later, as the retiree population grew ever larger. The politicians increasing benefits chose not to worry about the long run, which would be some other elected officials’ problem many years down the road. “Short-run gain, long-term pain” is the politician's golden rule for reelection. Four of the ten blunders fall into this category. In addition to Social Security, excessive deficit spending in the first decades of this century receives a chapter. A third is the business cycle engineered by President Richard Nixon that window-dressed the economy before his reelection bid and produced a decade of inflation that required three recessions to correct. Fourth and last is the government's establishment of massive amounts of unfunded obligations, mostly in our Medicare program.


Policymaker Ignorance


Bad economic policies also may arise out of just plain ignorance. Policymakers may think that an idea is superficially sound, unaware of or unable to understand its deeper ramifications. One of the most costly of the wrecks in this book is probably best explained by policymaker ignorance about how the economy functions: the Federal Reserve Bank's mishandling of monetary policy that produced the Great Depression.


Plausible Acceptability


Regardless of the underlying reason for their existence, most bad economic policies have a ring of “plausible acceptability,” which helps to diffuse objections from injured parties. Borrowing from Richard Nixon, we might dub this requirement the “Will it play in Peoria?” principle. Consider just a few examples. Tariffs on imports “protect hard-working American workers from cheap foreign labor and unfair competition,” their proponents might say—overlooking the damage done to consumers. Prospective homeowners “need subsidies to achieve the American dream,” others may argue. These policies would be much less palatable to the American public if the lawmakers said, for example, that tariff protections and mortgage subsidies were supported by special-interest groups that made huge campaign contributions to key politicians. The Hawley-Smoot Act, one of our wrecks, pandered to special interests and started a worldwide trade war. Subsidies given to homeowners to buy houses they couldn't afford are included in the chapter on Tax Follies and in the chapter on the Great Recession.


Let's now turn to identifying and explaining the ten worst policies. Arranging the worst policies in chronological order made sense as it helps to maintain an historical context. I took some liberty in deviating from a strict chronological order. One of the great economic wrecks, for example, owes its origin to legislation passed in 1913, but I plunked it down in the 1950s, when its effects really began to become wasteful. First up is a policy that many readers may not consider an economic policy. It was an attempt to destroy a particular market in the United States, a declaration of war on alcohol. It was the 18th Amendment.





1. These are not “true” Ponzi schemes, as explained later.


2. This concept is original to the author. Don't expect to find it in Wikipedia—at least, not yet. Immediosis is my name for the psychological disorder.
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Prohibition


The War on Booze


“No tendency is quite so strong in human nature as the desire to lay down rules of conduct for other people.”


—William Howard Taft, 27th president of the United States


“Doubts raced through my mind as I considered the feasibility of enforcing a law which a majority of honest citizens didn't seem to want.”


—Eliot Ness, agent in the Bureau of Prohibition


THE RADOSEVICH BROTHERS finally had arrived, part of the nearly half-million immigrants that poured into the United States in 1900, lured by good jobs, even for those who could barely speak English. They migrated to Michigan's Upper Peninsula and from there into the northern Minnesota wilderness, where a newly discovered iron range promised even better opportunities for those willing to work hard. And hard work it was. And there were the mosquitoes in summer and the bitter cold in winter. The brothers stayed in a boarding house in Bovey, a small, rowdy mining town of several hundred immigrants from southern and eastern Europe. The brothers saved their money and watched Bovey grow with the open-pit mine. After six years in the mines, they decided to pool their resources and enter the second-biggest growth industry in the region: the sale and distribution of alcohol. The Radosevich Brothers European Saloon was born, and business boomed.


Virtually nonexistent in 1900, Bovey had grown to a population of 1,377 in 1910. It had thirty saloons, about one for every forty-five inhabitants, possibly a national record. A mere one hundred yards down the dirt road was the town of Coleraine, a community designed and constructed by the mining company for the mine's white-collar workers. In the northern states, few towns adjacent to each other could have differed more. Coleraine's single-family homes, overlooking Trout Lake, were built on spacious lots. Its residents were well-educated and second- or third-generation Americans. Bovey consisted primarily of tar-papered buildings packed onto small lots. Nearly everyone in Bovey was first-generation with little formal education and few English skills. Bovey was inhabited by immigrants with colorful nicknames like “Switchman,” “Jim, the Turk,” “Big Dan,” and “Pollock.” Coleraine was heavily Protestant, “dry,” and home to Mr. John C. Greenway, supervisor of the mine. The contrast between Bovey and Coleraine mirrored a divide that was widening in the nation as a whole. But the Radosevich Brothers’ Saloon (shown in Figure 1.1) boomed along with the town and the production of iron ore, until 1920 when the saloon's doors were closed permanently by force of law.


On January 16, 1920, after decades of effort, temperance crusaders finally succeeded in getting the manufacture, transportation, and sale of alcoholic beverages in the United States outlawed through the 18th Amendment to the Constitution. Known as Prohibition or the “noble experiment,” the period when the Amendment was in effect would last fourteen years.
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Figure 1.1. Radosevich Brothers European Saloon, circa 1910, Bovey, Minnesota. Photo courtesy of Elizabeth Shoberg.


Prohibition was a paternalistic/maternalistic law, reflecting the desire of a minority of Americans to impose their views of morality and the proper lifestyle on the majority. It was government-imposed morality. The effort failed miserably. In hindsight, most Americans—and especially those who lived through it—probably view Prohibition as a bizarre, foolish, and even dangerous experiment: a massive, precedent-setting governmental intervention in personal freedom, a waste of our national resources, a loss of an important source of tax revenues, a boon to criminals, a corrupting influence on public officials, and an encouragement to otherwise law-abiding citizens to disregard and disrespect the law. Prohibition produced many more costs than benefits and clearly belongs among the worst economic interventions of the last one hundred years.


How Did It Happen?


In the early 1900s, rural Americans, most of them Protestant, were feeling their way of life threatened. Rural interests controlled the state and national legislatures,1 and rural concerns often received far more attention politically than did urban concerns. Society was changing in ways that did not meet the approval of people in the rural areas of the country. The nation's population was expanding rapidly, but not evenly. Between 1900 and 1920, the urban population soared by 80 percent, while the rural population grew by a mere 13 percent. By 1917 a majority of U.S. citizens, for the first time in history, lived in cities. Cities offered easy access to saloons, liquor, prostitutes, gambling, and other social features that rural Protestants felt were challenging their values.




Another challenge to rural Protestant values came from the waves of new immigrants, like the Radosevich brothers, arriving on U.S. shores. Between 1900 and 1920, 15 million immigrants arrived, increasing the U.S. population by about 16 percent. Between 1900 and 1914, about 75 percent of the immigrants came from central, eastern, and southern Europe—countries like Germany, Italy, and Russia where alcohol consumption was an accepted part of the culture. Most were Roman Catholic and other denominations not Protestant.


Another threat came from alcohol and the problems that were seen to surround its use. In the first decade of the century, alcohol consumption rose rapidly. To accommodate all this drinking, saloons were springing up by the tens of thousands, largely in the cities. Several cities had thousands of saloons. As early as 1906, Chicago reportedly had about 8,500 liquor outlets: roughly one for every one hundred adult males, who at that time were the principal patrons.


The saloon business was highly competitive. In an effort to attract business, many encouraged prostitution and gambling and sold booze to minors. Saloons often stayed open on Sunday in violation of local “blue laws”2 and saloons were seen as a prime reason for the growing problem of public drunkenness. And they helped to separate wayward husbands from their paychecks, yet another threat to family life. As the 1920s approached, millions viewed saloons as a blight on the American landscape, even many who firmly opposed Prohibition.


Prohibitionists offered other rationales in support of their cause. Prohibition crusaders claimed many positive benefits would flow from Prohibition. The remarks by U.S. Representative Richmond Hobson (D-Alabama) on the House floor in 1914 are illustrative.3 In support of the temperance movement, he claimed:


Science has thus demonstrated that alcohol is a…poison, poisoning all living things; that alcohol is a habit-forming drug that shackles millions…and maintains slavery in our midst; that it lowers in a fearful way the standard of efficiency of the Nation, reducing enormously the national wealth, entailing startling burdens of taxation, encumbering the public with the care of crime, pauperism, and insanity; that it corrupts politics and public servants, corrupts the Government, corrupts the public morals, lowers terrifically the average standard of character of the citizenship, and undermines the liberties and institutions of the Nation; that it undermines and blights the home and the family, checks education, attacks the young when they are entitled to protection, undermines the public health, slaughtering, killing, and wounding our citizens many fold times more than war, pestilence, and famine combined; that it blights the progeny of the Nation, flooding the land with degenerates….


Prohibitionists emphasized the supposed public health benefits of prohibition. Reduced drinking of alcohol would, they claimed, reduce the incidence of serious illnesses, especially cirrhosis. It would cut down on accidents, a growing problem in the rapidly expanding industrial workplace. It would improve productivity and reduce absenteeism, thereby contributing to the nation's prosperity. Irving Fisher, the well-respected University of Chicago economist, wrote:


Since scientific research has shown that alcoholic beverages slow down the human machine, and since the human machine is the most important machine in industry, we should expect the use of alcoholic beverages to slow down industry, and we should expect Prohibition, if enforced, to speed up industry.4


The alleged improvement in labor productivity convinced several leading U.S. industrialists, including John D. Rockefeller, to support Prohibition, at least in its early years.5 The Prohibition crusaders also argued that Prohibition—especially closing the saloons—would reduce crime, another growing problem, particularly in the cities. Reducing crime would, they claimed, greatly reduce the tax burden created by the growing prison population.




These various concerns helped marshal a large coalition consisting of Protestant-based prohibition groups such as the Anti-Saloon League, the Women's Christian Temperance Union, industrialists, and intellectuals. They worked hard to get representatives elected who would vote for a Prohibition amendment. And they wanted an amendment to the Constitution, not just federal legislation. A law could be changed by a majority vote in Congress. With the growing importance of the urban population, it was only a matter of time before the urban influence over legislation would grow, proponents reasoned, so a Prohibition law could be easily abolished. A constitutional amendment was another thing. It would take a two-thirds majority in both houses of Congress and ratification by three-quarters of the states to change it. Thus, a minority of just thirteen state legislatures could block any effort to amend or abolish a Prohibition amendment.


The political activism by the prohibitionists paid off. By 1916, twenty-three states had adopted laws that closed the saloons and prohibited the manufacture of alcoholic beverages. The 1916 elections returned to Congress a supermajority favoring national Prohibition.


World War I also helped speed the progress of legislation. It did not go unnoticed that many U.S. breweries were owned by German Americans, and anti-German sentiments were running high. Congress adopted “temporary” wartime measures to conserve grain for the war effort. In September 1917, it banned the production (but not the sale) of distilled spirits until war's end. Also helping the Prohibition movement was the 16th Amendment, which established the income tax. The income tax greatly reduced the importance of the excise tax on alcohol as a revenue source for the government.


In December 1917, Congress approved the Prohibition amendment in a strong bipartisan vote (65–20 in the Senate and 282–128 in the House) and sent it to the states. The amendment prohibited the manufacture and sale of all alcoholic beverages, effective July 1919, again using wartime powers as an excuse. No saloon could operate legally after that date. By January 1919, the states had fully ratified the 18th Amendment, and it became the law of the land one year later in January 1920. Prohibition had actually begun in July 1919.


The National Prohibition Act, usually called the Volstead Act, was passed in 1919, over the veto of President Woodrow Wilson. It provided the legal framework for implementing the Prohibition amendment. The act prohibited “intoxicating liquors” (anything with alcohol content in excess of 0.5 percent) but made exceptions for alcohol sold for medicinal, sacramental, and industrial purposes. It also exempted “nonintoxicating” concentrated fruit or grape beverages made for personal use in the home, up to 200 gallons a year. All of these exceptions eventually helped topple Prohibition.


Why Did It End?


As early as 1928, very influential voices—such as Al Smith, the Democratic presidential candidate, a majority of the members of the American Bar Association, and wealthy individuals such as Pierre S. du Pont II—were calling for the repeal of Prohibition. By the late 1920s, if not much sooner, it was clear that Prohibition not only was a failure but also was creating severe problems for the country. In 1930 a group of respected, influential, and well-informed people were polled as to what they saw to be the major problems confronting the United States. Their responses produced the following ranking: (1) administration of justice, (2) Prohibition, (3) lawlessness and disrespect for law, (4) crime, (5) law enforcement, and (6) world peace. Unemployment was ranked 18th! The items ranked first, third, fourth, and fifth had become major concerns primarily as a consequence of Prohibition. When the poll was repeated in 1931, Prohibition was ranked as the most pressing problem, followed by administration of justice, lawlessness, and unemployment. So even with unemployment reaching 16.1 percent in 1931, Prohibition and Prohibition-related concerns still occupied the top three spots in the poll.6 Democrats and Catholics led the charge against Prohibition, and in 1932, with the economy in depression, Democrats captured the White House.


Prohibition finally ended in 1933 with adoption of the 21st Amendment, passed by Congress in February 1933 and ratified by three-quarters of the states by December 1933. The 21st Amendment repealed the 18th Amendment, the only amendment ever to be repealed. The states ratified the 18th Amendment in record time of 13 months, but they set a new record in abandoning it in only 10 months. By 1936, all but eight states had changed their own laws making them at least partially “wet.” Notably, some states never passed laws supporting Prohibition. The speed with which all this occurred helps illustrate how unpopular Prohibition had become.
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Figure 1.2. A Democratic party poster promising happier days ahead. Photo by The 1920s. 2004. Schaffer Library of Drug Policy. 17 Apr. 2004. http://www.druglibrary.org/schaffer/history/e1930/prohibitionposter2.htm


The 21st Amendment was sent to the states with a novel requirement that states had to call a special convention of delegates elected by voters. This permitted a bypass of the many state legislatures that were still dominated by rural interests. After all, it would take only thirteen states voting no to stop the amendment.7 The delegates were elected on the basis of their stand on the amendment. Prohibition came crashing down in a landslide: nationally 73 percent of the voters favored repealing Prohibition.


Prohibition ended because many original supporters, including elected officials, came to realize two things. First, they had vastly underestimated the difficulties of preventing tens of millions of people from engaging in mutually beneficial exchanges: the buying and selling of alcoholic beverages. Essentially, they had ignored a basic economic principle: if demand for an item—even an illegal item—is sufficient to make supplying it profitable, then entrepreneurs will always find ways to supply it. Second, they had failed to take into account properly the number and magnitude of adverse consequences created by Prohibition, including changes in consumer and producer behavior and undesirable impacts on government itself.


Consumer Behavior


Just as there presently is widespread disregard for speed limit laws, there was widespread disregard for Prohibition. In 1931 the National Commission on Law Observance and Enforcement (created by President Herbert Hoover to investigate enforcement of the Prohibition laws; hereafter, referred to as the Wickersham Commission, after its chairperson) concluded: “It is evident that…people of wealth, business men and professional men and their families, and perhaps the higher paid working man and their families are drinking in large numbers in quite frank disregard of the declared policy of the National Prohibition Act.” The committee also found that there was much drinking among women and young people.


Drinking at homes, clubs, hotels, public dinners, and conventions was widespread. Tourists drank openly at summer and winter resorts. Drinking parties were hosted and attended by people of high standing and respectability. The Wickersham Commission found that after a brief period in the first years of Prohibition, there was a steady increase in drinking. In fact, historical trends suggest that per capita consumption likely would have surpassed pre-Prohibition levels by the mid-1930s, had Prohibition not been repealed.


Millions of people made their own home brews of wine, beer, or bathtub gin. Wineries sold concentrated grape juice along with the yeast that would cause the juice to ferment into wine. Due to an anomaly in the Prohibition Act, home manufacture of wine for personal consumption was effectively legal. The act stipulated that the wine should be “non-intoxicating,” but in this connection, it did not define non-intoxicating. Thus, it became a question of fact to be determined by a jury from case to case. This obstacle effectively removed home winemaking from the purview of the Prohibition Act because it would have been too costly to enforce on a case-by-case basis. As a result, much homemade wine was produced, and a large amount of it found its way into circulation through black markets.


Many industrialists supported Prohibition for their employees, while continuing to drink themselves. Moreover, enforcement agents found it much easier to shut down a working person's “speakeasy” than to close up a large hotel where liquor flowed freely to influential and wealthy people. Furthermore, the wealthy were able to procure pure liquors, while the lower classes often had to contend with liquor of uncertain quality, risking poisoning from some impurity. All of these factors created the appearance that Prohibition exempted the wealthy while targeting the working classes, further turning public opinion against Prohibition.


Home distilling, while illegal, was nevertheless widespread. The commission noted that few things are more easily made than alcohol. While bathtub gin was usually of poor quality, it was cheap and effective, and its manufacture in the home was impossible to prevent. Thousands of small-scale breweries operated in people's basements. They were made possible by the development of “wort” or cooled boiled mash. This product contained no alcohol, so it was beyond the reach of the Prohibition laws. Yet, mixing wort with yeast produced beer, so small-scale brewing became simple, easy, and profitable for those choosing to sell some of their home production.


Prohibition did lead to significant increases in black-market liquor prices. In the mid-1920s beer prices were 700 percent greater than their pre-Prohibition levels; brandies cost about 400 percent more; and prices for spirits rose about 300 percent.8 This change in relative prices caused many consumers to switch from beer (the most popular pre-Prohibition alcoholic beverage) to distilled spirits. As a percentage of total alcohol sales, spending on distilled spirits jumped from about 40 percent pre-Prohibition to 90 percent in 1922, and it remained above 70 percent until the repeal of Prohibition. So Prohibition had the unintended effect of causing millions of drinkers to switch to more potent alcoholic beverages.


The price increases actually caused total spending on alcoholic beverages to increase during Prohibition, even though per capita consumption fell. Price increases for alcoholic beverages also caused some people to switch to substitutes such as marijuana, cocaine, opium, and patent medicines.9 Most of these products posed their own health hazards for users.


Supplier Behavior


Huge profits could be gained from illegally supplying alcoholic beverages: smuggling liquor, diverting industrial and medicinal alcohol, illicitly distilling and brewing, and “bootlegging,” the illegal smuggling of alcohol.10 The huge profits provided a basis for the growth in organized crime and made lavish bribery expenditures possible. Everyone engaged in the enforcement of the Prohibition law faced great financial temptations.


Smuggling of liquor was relatively easy and enormously profitable. The Wickersham Commission stated that smuggling was so profitable that smugglers had to land only one boat out of five in order to make a profit. The United States has about 15,000 miles of water borders and 3,700 miles of land borders. As late as 1925, only 280 federal agents were assigned to prevent smuggling by land across the Canadian or Mexican borders. The commission noted that a serious effort to prevent smuggling across those borders would require five to six times that number of agents.


The main source of smuggled liquor was Canada. One of the Radosevich brothers, according to family folklore, turned to smuggling Canadian whiskey. Liquor also came in from Mexico, Central America, the Bahamas, British Honduras, the West Indies, a group of French-owned islands off Newfoundland, and directly from Europe.


Preventing smuggling by land proved ineffective. To prevent smuggling by rail would have required unacceptable delays of legitimate freight. Moreover, any serious effort to curtail smuggling by rail required the assistance of the railroad companies, and they were not always cooperative with Prohibition agents. Smuggling by motor vehicle was similarly impossible to stop. The customs facilities at the major points of entry into the United States from Canada or Mexico were so crowded that thorough search and seizure efforts would have slowed border traffic to a crawl. Furthermore, adequate supervision of secondary roads and trails crossing our land borders was not practicable.


Smuggling by water created similar problems for customs and Coast Guard officials. Complete searches of ship cargoes would again unduly delay legitimate freight. The usual procedure was to examine 10 percent of the cargo, supposedly selected at random. However, dockworkers were easily bribed to avoid illicit liquor when selecting cargo for examination.


When enforcement efforts targeted a particular smuggling route or method, the smugglers easily shifted their transit chain. If a smuggling ring was broken up, another quickly replaced it. A top federal enforcement official estimated that in 1925 only about 5 percent of all smuggled liquor was intercepted by enforcement agents.11


The Prohibition Act unintentionally led to discovery of new and improved apparatus, new methods, and new materials for illicit production domestically. An especially important discovery was a new method of speedy aging, allowing for the production of good quality liquor in a very short time. The unlawful distilleries were so profitable that they had to operate only a short period to pay for themselves. When destroyed, they were easily replaced. The Wickersham Commission found that regardless of the number of seizures by enforcement agents, the total number of illegal distilleries in operation at the end of any period was at least as large as the number in existence at the beginning of that period.


The commission found a similar pattern with respect to retail establishments selling liquor, called speakeasies. Enforcement agents closed large numbers of them each year. Yet the total number in existence did not decrease as a result. As fast as they were closed, new ones sprang up. In most cities during Prohibition, the number of speakeasies greatly exceeded the number of pre-Prohibition saloons.12 Estimates placed the number of speakeasies in Chicago at 10,000 in the late 1920s.13




Illegal distilling was easy, commonplace, and highly profitable. Just as geography made smuggling relatively easy, it also made domestic production relatively safe and easy. Stills for the unlawful manufacture of spirits were easily hidden in uninhabited or sparsely inhabited areas near most cities. One of the Radosevich brothers turned to manufacturing spirits on an island on one of Minnesota's many lakes. A commercial still capable of producing one hundred gallons of liquor a day could be set up for as little as $500, about one-third the average worker's annual earnings. A one-gallon portable still could be had for about $6 or $7. It was simply impossible to prevent illegal distilling.14 The enormous growth in the production of corn sugar, used primarily in illegal distilling, is revealing. Between 1919 and 1929 corn sugar production increased six fold. Overall, illicit distilling provided as much as 120 million gallons of whiskey and other spirits a year, around a gallon for every living American man, woman, and child.


Between nine and fifteen million gallons a year of legal industrial alcohol were diverted and sold for unlawful purpose.15 Even though industrial alcohol contained additives—poisons required by the federal government that made it unsafe for human consumption—it was not difficult to extract the pure alcohol and then use it to make alcoholic beverages. Of course, unscrupulous types did not always extract the poison, so thousands died of alcohol poisoning during Prohibition. Humorist Will Rogers quipped: “Governments used to murder by the bullet only. Now it's by the quart.”16


An interesting unintended consequence of Prohibition was that it led producers to substantially increase the alcohol content in their products. Stronger drinks meant reduced bulk, an important advantage when you are trying to keep your product hidden from enforcement agents. The potency of most alcoholic beverages rose 50 to 100 percent compared to the strength of such drinks either before or after Prohibition. Of course, this increased potency made the products more dangerous to consume. Alcohol poisoning was a serious problem during Prohibition.


Organized crime became the principal supplier of alcoholic beverages during this period. Thus, Prohibition played an important role in establishing the wealth and power of modern organized crime families. Al Capone's Chicago operation offers a good example. Federal authorities estimated that in 1927, Capone's illegal liquor operations were generating about $60 million in total revenue a year (in today's prices, that would be around $600 million a year).17


In addition to violating the Prohibition law, suppliers also committed other crimes, including murder, in their efforts to defend or expand sales territories, protect brand names, and enforce labor contracts. Again, Chicago provides a vivid example. In 1929 it was the scene of the infamous St. Valentine's Day massacre—memorialized in several movies and television programs—in which seven members of the O'Banion gang were lined up against a garage wall and shot in the back with machine guns because of an alcohol-related turf war. No one was ever arrested for this crime. During the 1920s and early 1930s, Chicago experienced more than 500 gang murders, most of them connected to Prohibition-related conflicts.18


As shown in Figure 1.3, the homicide rate in the United States jumped dramatically during Prohibition. In Prohibition's second year (1921), it soared 19 percent to 8.8 homicides per 100,000 people, the highest rate ever recorded in the United States up to that time. For the ten years prior to Prohibition, the homicide rate averaged 6.1 per 100,000 people; for the ten years after the end of Prohibition, it averaged 7.0. During the fourteen years of Prohibition, it averaged 8.4. The homicide rate in Prohibition's last year, 1933, was 9.7, a rate that the United States would not see again for four decades. While correlation does not prove causation, it is difficult to believe that the criminal activity surrounding Prohibition did not contribute greatly to this increase in homicides. Let's engage in a simple thought experiment. Suppose that in the absence of Prohibition, the homicide rate would have equaled 6.6, the average of the rates for the ten-year periods surrounding Prohibition. That implies that Prohibition resulted in an additional 29,000 homicides—roughly equal to the American lives lost in the Korean War!19 As a percentage of the U.S. population, that number far exceeds the number of U.S. deaths in the Korean War.




[image: images]


Source: U.S. Bureau of the Census, Historical Statistics of the United States, Colonial Times to 1970 (Washington: Government Printing Office, 1975), part 1, p. 414.


Figure 1.3. Homicide rates: 1910–1944.


By 1930 public disregard for the Prohibition law was close to complete. Reports indicated that people were buying bootleg liquor in the halls of the U.S. Senate. In New York City, people patronized “cordial and beverage” shops that were openly selling alcoholic beverages; their only concession to the Prohibition authorities was that they did not display their wares in the shop windows. Furthermore, the well-heeled could take cruises beyond the twelve-mile limit for a weekend of boozing, the liquor obtained from ships anchored outside the reach of U.S. enforcement agents. People were making a mockery of Prohibition, especially in the cities.20


Government Behavior


One serious problem with Prohibition was that Congress and most state legislatures were unwilling to pay for more than token enforcement. Federal authorities had to rely mostly on state and local enforcement agents, and in many areas cooperation was minimal or nonexistent. Indeed, the Wickersham Commission found that a dozen or so states were still effectively “wet” as late as 1930.




Enforcement was supposed to be shared by federal, state, and local governments, according to the Volstead Act. Outright opposition to Prohibition in some states and cities, and lukewarm acceptance of it in others, represented a serious obstacle to effective enforcement of Prohibition in those places. Without cooperation from state and local authorities, federal agents had little success at enforcing the national Prohibition law. Interestingly, federal involvement in attempting to prohibit the production and sale of alcoholic beverages may have actually weakened overall enforcement efforts in states, where strong support for Prohibition had resulted in laws prior to adoption of the 18th Amendment. The commission noted that once the federal government got involved, many state officials saw enforcement of Prohibition as a federal concern and no longer a worry for them.


By 1923 state spending on Prohibition enforcement was about 13 percent of the amount they spent on enforcing their fish and game laws. Some states completely withdrew their contributions to Prohibition enforcement, thereby creating a virtually impossible enforcement problem for the federal agents.21 Enforcement in the cities was made particularly difficult because of a general hostile attitude toward Prohibition. Many city dwellers saw Prohibition as an effort on the part of rural forces to mold city life into something that satisfied rural standards of conduct, and they resented it.


The commission concluded that without state cooperation, federal enforcement of the Prohibition act fails. They found that “as things stand now [in 1930], there is virtual local opposition [to enforcement].”22 Illinois provides a good illustration. The state had stopped funding state enforcement efforts in the late 1920s. By 1930, the U.S. commissioner of prohibition reported that Prohibition enforcement in Illinois was bad in 27 counties, unsatisfactory in 16 more, very bad in Chicago, and bad in every other urban area of much importance.


Several states actually repealed their own prohibition laws during the 1920s and early 1930s. New York and Nevada repealed their statutes in 1923, and the people of Nevada voted to repeal the 18th Amendment in 1926. State prohibition laws were repealed by Montana in 1926, by Wisconsin in 1929, and by Massachusetts, Illinois, and Rhode Island in 1930. Once off the state's books as a crime, incarceration of convicts would be at a federal facility and at federal expense.


In 1929, salaries for federal Prohibition agents were about $2,000 a year, compared with average annual earnings for full-time employees of $1,400. While they were not poorly paid relative to other workers, they were poorly paid relative to the bribes the criminal gangs could offer. Reportedly, Eliot Ness (known to many of us from the television series and the movie, both entitled The Untouchables) was offered $2,000 a week if he would leave Al Capone's illegal liquor operation alone. Ness refused the bribe, but many other enforcement agents apparently accepted them. The commission noted that it was common knowledge that large amounts of liquor were imported into the country or manufactured and sold, despite the law, with the connivance of agents of the law. More than two hundred federal prohibition agents were convicted on criminal charges, and hundreds of others were fired from their jobs for cause. Many of the agents were simply incompetent. Prohibition agents were not covered by civil service regulations until 1927. When they were finally required to take the civil service examination in order to keep their jobs, 59 percent of them failed. The federal Prohibition force also experienced low morale. Between 1920 and 1930, the annual turnover rate among the enforcement branch averaged an astonishing 40 percent. Not until 1927 was any effort made to furnish enforcement agents with any special training.


The strain on the court system was tremendous. By 1930 prosecutions in federal courts under the Prohibition Act were eight times the total number of all federal prosecutions in 1914. The workload was so overwhelming that prosecutors were forced to make bargains with defendants, allowing them to plead guilty to minor offenses and escape with light penalties. In 1930 nearly 90 percent of Prohibition convictions were of this sort. In some of the larger cities, where congestion in the federal court system was greatest, only about 5 percent of the convictions under the Prohibition Act resulted in some form of imprisonment. Small fines were the norm, at least in the larger cities. The criminal gangs, of course, viewed these fines as just another cost of doing business, easily covered by the enormous profits from supplying liquor.
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