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THE NEW INDUSTRIAL POLICY: AMERICA'S CARGO CULT

By John Baden, Tom Blood, and Rick Stroup

- - . nothing is older than the idea that human
wisdom is concentrated in a select few, who must
impose it on the ignorant many. Repeated attempts to
apply this doctrine rigorously, in a wide range of
historical settings, suggests that it is less likely
to survive as a hypothesis than as an axiom or an
ideology.

Thomas Sowell
Knowledge and Decisions

I. INTRODUCTION

A decade ago a vocal minority agitated for a no-growth, "steady state"

economy, in which wealth was created no faster than necessary to replace the

wealth being lost. This goal was nearly reached when Congress imposed high

marginal tax rates, inflation induced bracket-creep, increased regulation.

Until recently, the most notable growth in the economy, aside from a few high-

technology areas, was in the underground economy.1 Discussing one such

period, the editor of Fortune wrote, "the country has just gone through a

real life try out of zero growth [the period 1973-1975] which is remembered

not as an episode of zero growth but as the worst recession since the

1930s."2

It took only a touch of the no-growth disease to bring forth witch

doctors claiming a cure. But the various national industrial policy solu-

tions that have been proposed by politicians and collectivist academics

will only exacerbate the disease and produce a new rash of special

interests who will gain from the resulting distortions in the economy. The
predictable consequence of recurrent failures will be cries for even more



planning and centralized control. The proposed "solution" might be humorous

if the consequences were not so grim.

To deal with this problem we must first understand entrepreneurship, the

process by which resources are innovatively moved to more highly valued uses.

In this way, wealth is created when economic coordination is improved by

rearranging factors of production and exchange. Under our definition, the

private sector has no monopoly on entrepreneurship. In principle, it is

possible for individuals operating in the political arena to rearrange

institutions to improve economic coordination and thus encourage resources to

be employed more efficiently. For example, if the political structure is

modified to more clearly define and defend property rights, to reduce

monitoring and transaction costs, or to more efficiently generate and

distribute information, entrepreneurship will have occurred. Unfortunately,

although it is now generally agreed that increasing wealth is a legitimate

goal. Politicians face few incentives to increase general efficiency and

large incentives to grant largess to specific interests. This largely

explains the attractiveness of new industrial policy proposals.

There are only three legal ways for individuals to increase their wealth.

First, they can apply labor, capital, and other factors at their disposal to

move resources to more valued uses; that is, they can improve economic

coordination. Second, they can experience a windfall gain by inheriting money

from a long-lost uncle in Australia or by winning the Irish Sweepstakes.

Third, they can use the government to coercively transfer resources from one

group to another. The new industrial policy proposals are of this third type.

For an entrepreneur to move resources to more highly valued uses, he

usually must have access to capital; and access is restricted when the

government extracts capital from potential investors and transfers it to



others. The transfer route to wealth, which is the method advocated by

proponents of various national industrial policies, may reasonably be

considered legalized theft, since resources are coercively taken from one

group of citizens and transferred to another. Thus, we confront the

discouraging, morally eroding specter of taxation as extortion.

High marginal tax rates deprive the entrepreneur of necessary capital and

encourage investments that have a high consumptive value, such as ranches and

boutique wineries, and tax avoidance schemes, such as double butterfly

straddles. High marginal tax rates also encourage the development of creative

accountants, investment counselors, and tax attorneys and generally foster the

diversion of talent and the squandering of potentially valuable and creative

human resources. Rather than focus on enhanced productivity and the creation

of wealth, high marginal tax rates encourage individuals to turn their

attention to tax avoidance and personal consumption. Underground activities

are also implicitly encouraged as a way of avoiding tax burdens, and the

nation's moral capital is eroded as individuals learn that it pays to cheat.

Unfortunately, simply rolling back the tax rate will not fully return us

to our previous position. Individuals have developed and refined the art of

tax avoidance and evasion; and it is likely that these skills will continue to

be used. The investment in human capital is in place. Further, having

rationalized cheating, individuals may find that it is psychologically easy to

do so again. After all, the government cheats taxpayers by inflating away

their wealth, confiscating property rights, and designing new regulatory

impediments to productive activities.

A primary obstacle to increased entrepreneur ship is inherent to a demo-

cratic system, for in such systems general efficiency enjoys no clear consti-

tuency. Aside from a few engineers and economists, for whom efficiency is an

2 priori good, thus has a consumptive value, no one in a democracy faces



strong incentives to increase the overall efficiency of resource allocation.

In the transfer society characteristic of modern democracies, highly specific

private gains commonly result from distorted prices and incentives. These

distortions guide capital from its most productive uses toward submarginal

areas dominated by cohesive and politically well organized special interests.

Nearly every variation of the proposed national industrial policies encourages

such wasteful activities and inhibits capital formation. As Drucker recently

stated:

Efforts to plan for the unknown have always ended up like
French high-tech planning under Mitterrand in the last
three years, in misallocation of resources, frustration,
and bad guesses about true growth areas.

Prices provide highly condensed information and strong incentives to

consider that information when making decisions. Any governmental program

that distorts or censors this information by imposing price ceilings, price

floors, subsidies, tariffs, marketing orders, or price supports system-

atically reduces the quality of the information—and sometimes eliminates it

altogether. This helps explain why we are plagued with stockpiles of rancid

butter, molding cheese, and dried milk, which the French, with political

finesse, feed to their cows. The government has been setting prices on dairy

products, conveying the misinformation that there is a shortage of these

goods; and dairy farmers, acting on this information, increase production and

add to the surplus. The result is a sluggish, downwardly spiral ing, steady-

state economy. This is not the steady state envisioned in Ecotopia4 or

Economics, Ecology, and Ethics: Towards a Steady State Economy5; it is a

wasteful, distorted, inefficient, suboptimal mess.

The pronouncements of industrial policy advocates suggests they believe

centralized planning and capital allocation, along with controlled economic

stimulation, will yield results superior to those produced by a spontaneous



order of free and responsive individuals operating under clearly defined,

enforced, and transferable property rights. But a failure to understand the

process of wealth creation is not unique to contemporary politicians.

On the South Pacific islands of Melanesia there is another culture that

places a great deal of importance on the pursuit of wealth. Unfortunately,

their understanding of wealth creation is similar to that of the advocates

of national industrial policy. As a result, the natives of these islands have

developed a host of strange and ineffective "wealth generating" rituals that

have come to be known collectively as "cargo cults." Their means of wealth

creation is analogous to our approach to wealth creation via government

allocation.

THE MELANESIAN CARGO CULTS

In the vast openness of the Pacific Ocean lies a group of islands

inhabited by tribes known collectively as Melanesians. For thousands of

years, these tribes existed in a primitive state, depending primarily on

domestic pigs, gardens, and copra (a tropical fruit) as staples and producing

no important commercial product. Nevertheless, during the early 1900s, the

German government attempted to build copra and rubber industries on the larger

islands. Predictably, using central planning to build such an industrial

base was unsuccessful. Among other problems, yields were insufficient to

cover shipping expenses. While the Europeans were unable to develop viable

commercial activities, they caused a series of increasingly costly movements

among the natives which anthropologists have labeled "cargo cults."

Like most cultures, the Melanesians had a strong desire to acquire

wealth. The ethnographic records indicate that the Melanesian culture

awarded social and political status to those who could host the biggest feasts



from their surplus pig herds and garden stores. As a result, secret and

highly involved rituals developed to increase pig fertility, control the

weather, and influence other factors that contributed to the size of the food

supply.6

After the Europeans arrived, the natives observed that great quantities

of cargo arrived by ship and, later, by airplane. Since the exercise of

ritual was the only wealth generating strategy that the Melanesians had ever

known, they assumed that the whites had discovered an especially powerful

magic ritual. Surely such vast quantities of wealth must be from the gods

themselves; if the natives were to acquire cargo, they had to discover the

appropriate ritual and imitate it. The Melanesians subsequently developed a

variety of cargo rituals, none of course produced positive results. On

several occasions, Melanesian tribes constructed airports, having observed

that U.S. soldiers "attracted" loaded planes out of the sky with their landing

strips and control towers.7 The natives spent weeks preparing and building so

that they too might attract cargo-laden planes. With the "airport" ready,

tribe members gathered in prayer circles on the hacked out airstrip, while the

prophet sat in the rickety bamboo flight tower, issuing prayers and commands

into a wooden microphones, watching for signals on the bamboo instrument

panels, while listening for replies over his bark earphones.8

Despite repeated failures, the underlying belief in the effectiveness of

the ritual was seldom questioned. Cargo cults continued to spring up among

groups of natives. As each ritual sequentially failed to bring cargo, it was

not because it was impossible to gain cargo through ritual; either the

prescribed ritual was inappropriate or the prophet had errored. Somewhere,

there was a different ritual, one that would surely produce cargo.

The Melanesians' desperate search continued. Natives participating in

the rituals abandon gardens, ignore their livestock, and bypass employment



opportunities in the European settlements. Many cult rituals call for the

deliberate destruction of house and garden, and the butchering, of pigs,and

9
require that European money be given to leaders to be thrown into the sea.

II. NATIONAL INDUSTRIAL POLICY

Before the Cargo cults are written off as a topic suitable only for

discussion with an anthropologist over a leisurely lunch, the Melanesian/U.S.

link deserves closer attention. In anticipation of the 1984 elections, nearly

every Democratic candidate constructed a political platform with a major

plank endorsing some type of industrial policy. These proposals, however,

were inconsistent. Not all agreed on how government intervention should be

applied. Most of the Democratic candidates in the early primaries had

embraced industrial policy of one type or another. They were careful,

however, not to reveal exactly what they had in mind.10

Policy makers call for tougher laws to restrict plant closings, expand

protection against foreign imports, and increase governmental spending on

unemployment compensation and worker retraining programs. Bills before Con-

gress spell out plans to create a Reconstruction Finance Corporation designed

to allocate low-interest loans and subsidies for both sunrise and ailing

industries, while providing workers with federal subsidies to purchase their

closed plants.

Proponents of industrial policy vary widely in their suggestions

regarding the type and extent of governmental involvement. The only point of

agreement seems to be that industrial policy must be specific and well

defined. The following views are but some examples:

* The "accelerationists" are concerned with how capital is invested.



Their aim is to accelerate changes already signaled in the marketplace by

identifying promising industries and supplying them with government funds to

foster product development, thus enabling these industries to move quickly

into competitive markets.

* The "adjusters" simply promote governmental support by subsidizing

ailing industries so that they may upgrade their performance and regain

competitiveness.

* The "targeters" advocate support of economic development by targeting

"promising" industries in all areas rather than certain trade industries These

targeted industries can then provide the impetus for economic development and

growth. The targeters also emphasize the importance of refurbishing the

country's neglected and deteriorating infrastructure.

* The "central planners" are oriented toward using macro policies.

Gar Alerovitz of the National Center for Economic Alternatives proposes to

go beyond identifying leading growth sectors and
identifying other sectors as well that could become
bottlenecks and engines of inflation once you start to
grow. It's a mistake to write off an industry like
steel. By throttling down its capacity too much, we
could quickly run into shortages in a high-growth
situation and excessive dependency of foreign steel.

Though the specifics differ, the basic objective of all industrial

policies is to accelerate the progress of sunrise industries such as robotics,

to shore up ailing industries such as steel and autos, and to promote the

welfare of workers who become misplaced, replaced, or sidelined through

economic evolution. While this philosophy is not new its scope is greatly

expanded; America has a history of some kind of industrial policy.

In the 19th century, federal support helped build the
nation's railroads, canals, and university systems as
well as protect growing industries with high tariffs.
In the 20th century, a paternalistic government
created or bankrolled a large part of the nation's
highways, synthetic rubber, computers, integrated
circuit industries, as well as a host of other pro-
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jects, products, and industries.

Others look back at past U.S. industrial policies with less enthu-

siasm, Nobel Laureate George J. Stigler exclaims, "Look at the splendid

triumphs of government: it subsidized the railroads into bankruptcy,

destroyed interurban transportation with regulation, and regulated thousands

of banks out of existence in the 1930s."13

When government is responsible for distributing capital, decisions are

determined by special interests, anointed experts, and bureaucrats who are

buffered and insulated from the long-run effects of their actions. Industry's

attention is diverted from the market process where greater efficiency,

increasing productivity, and lowering costs lead to success. When government

significantly effects capital allocation, attention is concentrated in the

political arena, where resources are increasingly diverted. Consequently,

firms must work hard to court governmental favor, to intensify lobbying

efforts, and to increase time and resources spent to capture subsidies, tax

breaks, import protectionism, and obtain other handouts.

In terms of wealth generation, this activity is little different from the

Melanesian natives abandoning productive gardening and hunting activities in

order to gain wealth through rituals. Unfortunately, in both cases the

outcome is the same: Huge amounts of resources are wasted as both cultures

regress from positive to negative-sum societies. The similarities become more

apparent as the two operations are examined in greater detail.

JAPANESE INDUSTRIAL POLICY

During the Yali movement, a Cargo cult that arose in
New Guinea around the middle of this century. . . .
[it] was observed that the white people liked to keep
vases of fresh flowers in their dwellings, and that
they would have fresh flowers when they gathered
together for dinner. Thinking there might be some
esoteric significance in this, the natives proceeded
to decorate not only their houses, but even whole

10



villages, with enormous amounts of flowers. Then,
perhaps, kago might come to them as well.14

The natives who belonged to the Yali cult arrived at a common logical fallacy; If two events

occur at the same place and time, a cause and

effect relationship must exist, Europeans receive cargo. They decorate

their houses and dinner tables with flowers. Therefore, decorating with

flowers produces cargo.

Advocates of National Industrial Policies have made a similar mistake.

For example, they quickly credit Japan's Ministry of International Trade

and Industry (MITI) for the recent successes in the Japanese economy. As

Katsuro Sekoh, Director of International Economics at the Council for

Competitive Economy said:
It is clear that many observers of Japan have commit-
ted the classic fallacy of elementary logic—cum hoc
ergo proptor hoc (false association). Since Japan has
something those observers choose to call an industrial
policy and since the country's industrial capacity has
been growing dramatically, they conclude that there
must be a causal relationship between the two. Yet
other concurrent factors just as easily could be sel-
ected to explain Japan's successes. There is, for
example? Japan's generous tax treatment of investment
income—similar to supply-side economics. There is
Japan's determination to improve quality control. And
there is, of course, the "uncorking" of Japanese
entrepreneurship due to the explosion of political and
social freedom after 1945. Strangely, these factors
are ignored by advocates of an American industrial
policy.15

If a cause and effect relationship exists between MITI and economic growth,

it should not be difficult to uncover. A comparison of the success of

MITI-backed industries to those left relatively untouched should determine

if the Ministry has had a positive or negative influence.

In a report compiled for the Heritage Foundation, several relevant

questions about a Japanese industrial policy were examined.
1. Do governmental expenditures dominate the economy?

11



2. Is governmental aid a major contributing factor to the phenomenal

growth of Japan's most successful industries?

3. How successful have the targeted industries been?

First, Sakoh discovered that the amount of resources allocated by

government is inversely related to the economic success of the country.

Governmentally funded research and development in Japan was lower

than in both West Germany and the U.S. by the late 1970s. Government funded

research and development includes: 50 percent in the United States, 40 percent

in West Germany, and 30 percent in Japan where only 5 percent went into

private industrial research. This indicates the rather limited influence of

Japan's governmental investment program.17

When specific Japanese industries currently experiencing substantial

growth are examined, it is evident that there was also an inverse relationship

between MITI's involvement with any specific industry and the growth of that

industry.18

When one conjures up images of Japanese industrial strength, computers,

automobiles, and electronic products come to mind. Yet, the machine and

information industries receive a meager 0.8 percent of Japan's Fiscal Investment and Loan

special loans.19 Technological development as a whole received consider-

ably less than what was loaned to ocean shipping, urban development, or

energy resource sectors. Technological development, in fact, places second

to last on FILP's priority budget list.20 Perhaps this helps explain its

phenomenal growth.

It is also useful to examine those industries with which MITI has been

most heavily involved. Areas heavily targeted by financial assistance from

the government have included agriculture, coal mining, ship building,

petroleum refining, and petrochemicals.21 Agriculture is by far the most

inefficient of Japan's significant industries. The coal mining industry,

12



despite large influxes of governmental capital, has steadily declined since

1972, and production has fallen off to more than half of its 1962 level. Both

U.S. and Japanese shipbuilding receive a great deal of governmental support.

Until the oil shock in 1973, when the Japanese shipping industry was

decimated, shipbuilding had been cushioned with subsidies. Since then, 19

companies have closed, 46,000 workers have been laid off, and output has

22

fallen by 65 percent.

The Japanese aluminum industry has also suffered. Governmental mis-

direction first created excess capacity, which led to a structurally

depressed industry. Soon, however, Japanese aluminum producers will suffer

no longer as this heavily supported industry may permanently go out of

business, leaving Japan to import all of its aluminum.23

Before the public follows the Pied Piper tunes of the prophets of

national industrial policy schemes, let them first realize that MITI's

success has been in what it has not done, rather than what it has done.

MITI's program is a cargo ritual that does not work.

RECONSTRUCTION FINANCE CORPORATION

The Reconstruction Finance Corporation (RFC) provides an excellent

example of cargo cult thinking in America. The RFC was an experiment

that failed to efficiently allocate resources; yet, there are those

who want to recreate it, altering various parts to match new ideas

concerning governmental policy or theory. The ritualized idea that bureau-

crats manage resources more effectively than do residual claimants or their

representatives is still religiously held by collectivists, and new variations

on the ritual are considered to be new ways to get cargo.

Missionaries living among the Melanesians observed behavior fundamentally

13



similar to the policy makers intent on rebuilding an RFC. Sacred houses were

constructed, then spiritually consecrated with pigs' blood for purification so

that the houses might be filled with cargo. The cargo did not appear. Old

churches were torn down and rebuilt. Whole communities prayed fervently for

days and nights. The houses remained empty. Obviously, there was a defect,

if it wasn't in the ritual, then it was in the people. Sin was "rooted" out

of the people through punishment and confession. Even this activity failed to

bring cargo. "The villagers now went to their gardens, stripped them bare and

ate all the food, killed their pigs and hens, and implored the ancestors and

the spirits of dead missionaries that were buried nearby to help them."24

In March 1984, at least seven bills were before Congress proposing the

resurrection of the RFC, a bureaucracy that will be asked to pump billions

of tax dollars into both sunrise and ailing industries.25 In 1932 when

President Hoover signed the original RFC into law, he promised, "It is not

created for the aid of big businesses or banks. Such institutions can take

care of themselves."26

Wealth and political power are positively related in all societies, thus,

the RFC came to the aid of big business. At a U.S. Chamber of Commerce

dinner, humorist Will Rogers noted that as each big businessman stood up

during the ceremonies. Jesse Jones, president of the RFC, "would write on the

back of the menu card just what he had loaned him from the RFC" In fact,

loans to small businesses accounted for only 5.3 percent of the RFC's total

funds. 27

Not only did the RFC provide lucrative subsidies eagerly sought by

powerful business lobbyists, but the allocation of public money was greatly

influenced by political considerations. For example:

* Charles G. Dawes received a $90 million loan that went to the

Central Republic Bank in Chicago, a bank with deposits of only $95 million.

14



Dawes was honorary chairman of the bank's board and president of the RFC.

Union Trust Company of Cleveland received $14 million from the RFC

Union Trust's board chairman was the treasurer of the Republican National

Committee.

* The Guardian Trust Company received $12.3 million from the RFC.

Atlee Pomerene, one of Guardian Trust's directors, was president of the

RFC.28

As time went on the situation worsened. Clark Nardinelli, professor

of economics at Clemson University has noted, "Despite its nominal indepen-

dence, the RFC lost its bipartisan nature after the war and became

embroiled in a series of bribery and corruption scandals." According to a

1951 Senate investigation, "securing an RFC loan through the Democratic

National Committee became a common practice."29

It is possible that projects such as the RFC could fail simply because

some element was poorly planned or executed. If that were the case, major

changes might correct the problem. But the problems with the RFC were not the

result of a design glitch. There is a fundamental flaw in the premise upon

which the RFC was founded. As with all governmental bureaus, RFC personnel

are more attentive to the political concerns of legislators and special

interest lobbyists than to the movement of resources to more highly valued

uses. Political profits are not measured by dollar earnings made through the

most efficient use of resources. Instead, politicians and bureaucrats are

rewarded by allocating resources to those who can return the favor in the form

of votes, increased budgets, and campaign contributions.

Even if bureaucrats are able to ignore political considerations and

survive, they would still have no means of determining whether the money is

most efficiently employed. They must make decisions based on information15



provided by outside sources, lobbyists, all of whom have a stake in a

particular outcome. While effective lobbyists must not be dishonest if they

are to remain effective, they have virtually no incentive to provide balanced

information to decision makers.

An entrepreneurial venture capital institution controlling private

deposits does not have these problems. It prospers by allocating resources to

parties who place the highest value on the resources, using information and

signals provided through the marketplace. Success is measured through profit

margins, something that governmental institutions such as the RFC lacked.

Unless we learn from experience and understand the structures that necessarily

generate poor information and perverse incentives, we are likely to repeat

earlier errors. There are, after all, strong political incentives that

encourage such errors. It is important to remember that general efficiency

enjoys no constituency, while specific inefficiencies normally have strong and

well organized constituencies.

Advocates of RFC are quick to point to the recent Chrysler bailout and

claim that the once troubled automaker is back on its feet, producing cars

that are revitalizing sales and turning a profit. The corporation, they

argue, was pulled from the brink of bankruptcy by $1.5 billion in governmental

loan guarantees. They proudly boast that it has already managed to pay those

loans off, costing the government and the American people nothing.

This sounds like a convincing case for a new RFC. However, a closer

examination uncovers the profound problems that RFC faces. Many analysts

claim that Chrysler suffered all the symptoms of a company facing bankruptcy.

For instance, Chrysler was allowed to pay off $600 million worth of debt at 30

cents on the dollar, and their creditors were forced to undergo a loss of $420

million. Chrysler converted another $700 million in debt to preferred stock,

which has paid no dividends.30 These $1.3 billion were transferred to

16



Chrysler from other industries and stockholders, implying that there was no

industrial improvement and probably an overall loss in the economy. Further,

a large part of the profits currently claimed by Chrysler resulted from

carrying tax losses forward. According to Beckel,

Chrysler's massive losses in 1979. 1980, and 1981 have
given the company large tax deductions to cut its tax
bills almost to zero throughout the 1980s. Of the $170
million "earned" by Chrysler in the first quarter of
1983, only half actually represents operating profit;
the other half is attributable to Chrysler's large loss
carry-forward.31

Additionally, sacrifices were forced on Chrysler stockholders. Many sold

their stock prior to the government's intervention. Those with inside

knowledge or an understanding of political economy gambled and bought the

stock while it was near the bottom, profiting when the government overrode the

information of the market.32

Chrysler has also taken in $820 million through wage and pension cuts

while laying off 82,600 employees—nearly half of its labor force.33 Given

that auto workers are paid more than marginal productivity justifies,

Chrysler now faces the possibility that worker dissatisfaction from

economically rational adjustments may lead to costly strikes. The short-term

gains Chrysler has so emphatically publicized may have come at the expense of

long-term health.

Another justification for the bailout is that the government forced

Chrysler into its predicament through excessive regulation- Therefore, it is

argued, the government has a responsibility to bail out the company. As

Chrysler's Chairman Lee Iacocca admitted, however, "I don't blame regulations

for all of Chrysler's problems. I think that half of all Chrysler's problems

were through management mistakes."34 Hickel added, "Regulations may have

17



played a part in forcing Chrysler over the edge, but the stage had been set

for Chrysler's problems long before seat belts and bumper standards were a

gleam in the regulators' eyes."35

Through market signals consumers told Chrysler that they no longer wanted

so many of the automaker's cars, and that they wanted Chrysler to shift its

assets toward other uses. These signals were transmitted to Chrysler via

decreased car sales. But governmental policy makers were convinced that

leaving Chrysler intact would make the American auto industry relatively more

competitive with foreign automakers. Chrysler's gains came at the expense of

General Motors, Ford, and AMC, rather than the Japanese or Europeans.

All U.S. Registered Cars Before Chrysler's Government Loans

Chrysler 7 percent

Other Domestic Producers 65 percent

Imported Cars 28 percent

All U.S. Registered Cars After Chrysler's Government Loans

Chrysler 9 percent

Other Domestic Producers 62 percent

Imported Cars 29 percent

Not only did GM and Ford workers and stockholders help keep Chrysler alive

with their tax dollars, but they jeopardized their own welfare in the process.

PROTECTIONISM

In order to revive traditional customs, Cargo cult followers

repeatedly blocked European efforts to transfer tools, knowledge, and



skills to the islands. The natives refused to adopt superior farming

techniques, for example, and would not use European currency for many trans-

actions. Often times, when cults were active, money was tossed into the

ocean. The natives felt that abandoning the old ways insulted the ancestral

spirits, thus making them unworthy of cargo.37 Similarly, protectionists

attempt to close American markets to foreign sellers because they also believe

that money is the source of wealth, not just a tool which facilitate wealth

creation through gains from trade.

Coddling does not lead to recovery; instead, it encourages, breeds,

and compounds unproductive behavior. Consider a patient who is diagnosed

as having a lazy eye. The optometrist doesn't protect the lazy eye with a

patch, since to do so would only worsen the situation. Instead, he forces

the patient to use the eye at all times and to help the eye regain its

strength. Similarly, uncompetitive business should not be protected from

the necessity of improving its competitive position in the market.

For example, the government began protecting the steel industry in the

late 1960s by forcing the Japanese into an agreement that involved "voluntary"

restrictions on its exports to the U.S. In 1977, the Japanese accepted even

more restrictions through Carter's trigger-price mechanism. Since then, the

capital expenditure growth in the American steel industry has been a meager 4

percent per year.38 Rather than retooling and upgrading capital and

technology during the breathing space provided by the restrictions (as

originally promised), the industry diversified into other, more promising

areas. Given comparative advantages, this is the rational strategy. In 1979,

for example, U.S. Steel sold thirteen steel and fabricating plants while

building a shopping center near Pittsburgh, purchasing the Marathon Oil

Company for $6.4 billion, and constructing a chemical plant in Texas. In

1975, steel assets made up 63 percent of the company's total assets; today, it
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comprises only 40 percent. Other steel companies have followed suit,

investing in savings and loan corporations, acquiring insurance companies,

merging with other unrelated firms. Today, the steel industry still claims to

be more than $1 billion short of the capital necessary to regain competitive-

ness, even though it was able to afford these other expenditures.39 This is

emphatically not to suggest that such diversification should not occur, but

rather that protection has not produced claimed results.

The scenario is frighteningly similar in U.S. automobile manufacturing,

consumer electronics, and the footwear, textile, and apparel industries. All

have been protected through tariffs and export agreements, yet none

consistently use the protection to improve competitiveness. Despite recurrent

promises to Congress that the assisted firms would restructure, retool, and

streamline in exchange for the ""necessary"" protection, almost without

exception the actual progress made through such protectionism falls short of

the original promises.

Despite its emphasis on free trade, the Reagan administration has

considered initiating a policy of reciprocity under which other industrial-

ized nations will be forced to lower their own trade barriers and tariffs

or face the matching of such protectionist policies by the U.S.41 In fact,

the administration has already initiated such a policy, though it remains

ill-defined.

In April 1981 the Reagan administration forced Japan
to restrict its auto exports to America. At about the
same time the administration quietly imposed duties on
$3.8 billion worth of imports from Hong Kong. South
Korea, Taiwan, Brazil, and Mexico, thereby substan-
tially increasing the protection accorded American
manufacturers of car parts, electrical goods, fertil-
izer, and chemicals. The Reagan administration even
put quotas on imported clothespins. There are now
special duties on 132 products, ranging from South
Korean bicycles to Italian shoes. . . .42
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The government's distorted signals and incentives must be removed from

the market if business is to focus its full attention on honing adjustment and

growth mechanisms to a sharp, productive edge. If productivity is to be

enhanced, industry must face relativer undistorted prices and competition.

III. MARGINAL TAX RATES [RICK—PLEASE READ OVER THIS SECTION—ADD AND

CORRECT. WE NEED FOOTNOTES AND YOU HAVE THE COMPARATIVE ADVANTAGE]

We have discussed only the demand side of the allocation of resources.

The unlikelihood that governmental bureaucracy could efficiently allocating

resources to increase real wealth was mentioned in relation to Japan's MITI

and America's RFC in the 1930s and 1940s. Further, we pointed out that

there will be additional decreases in real wealth when businesses and

special interest groups pursue the subsidies promised by the political

sector, subsidies that will enable them to ignore consumer preferences

expressed in market data.

In efforts to avoid forfeiting their resources, individuals and

businesses hire lawyers, accountants, and tax specialists by the thousands.

In this capacity, these experts do not create wealth; they merely seek to

reduce transfers from their clients. Allocating resources to such tax

avoidance activities further reduces the potential for the nation to increase

real wealth.

High marginal tax rates represent a double blow to productivity and

entrepreneurship. Not only do such rates make the pursuit of wealth through

political manipulation—transfer activities—more attractive, but they also

decrease incentives for people to create wealth. Quite simply, the tax lowers

the rate of return that an entrepreneur can expect from a productive activity,

decreasing its overall profitability.
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Richard Stroup and James Gwartney have done considerable research on

the effects of taxation on incentives.43 [FOOTNOTE NEEDED] They investigated

the premise that as marginal tax rates rise, taxpayers will invest increasing

amounts of energy to shield their money from taxes. Over the past fifteen

years, marginal tax rates have increased substantially, from 23.6 percent in

1965 to 35.15 percent in 1980 for a statistically typical California working

couple with two children. Studying a comparable period, 1966 through 1978,

Stroup and Gwartney have shown that the percentage of joint returns with net

income losses has increased by nearly 20 percent, from 4.48 percent to 5.52

percent. During the same period, the size of reported losses relative to

adjusted gross income increased from 1.74 percent to 3.12 percent. As tax

rates increase, therefore tax avoidance is becoming more popular.

Another form of tax avoidance is the simple refusal to pay them," and as

marginal tax rates increase, the number of discontented taxpayers can be

expected to grow. Refusals to pay taxes have increased substantially during

the past few years. The number of tax returns received by the IRS from tax

protestors has grown from about 7,000 in 1977 to over 35,000 in 1982. The

number of people refusing to report income has been said to be showing a

similar increase.44 [RICK—ADD RELEVANT FOOTNOTES FROM YOUR WORK WITH JIM]

Just as high marginal tax rates encourage people to find ways to keep

their money from the government, they also discourage activities that

expose people to more taxes. Economists have recognized two forces that

are present whenever taxes are cut. First, there is a substitution effect,

in which a tax cut increases a person's real wages and, thus, increases the

opportunity costs of leisure. There is also an income effect, in which an

increase in real wages allows an individual to consume more goods, includ-

ing expenditures on leisure time.45 [RICK—F.N. ON ELASTICITIES] Since these

forces oppose each other, it makes it difficult to predict how a change in the
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tax rates will affect labor supply.

Economists have long accepted the notion that a change in tax rates

strongly affects the labor supply of women and moderately affects the labor

supply of female heads of households. The labor supply of male heads of

households was thought to be only slightly influenced.46 Jerry Housman has

criticized earlier studies, indicating that higher tax rates result in

significant reductions in the labor supply of male heads of households.

[RICK—DO YOU KNOW THIS WORK? IF NOT, WRITE AROUND THE SPECIFIC CITATION]

Furthermore, the amount of deadweight loss—the dollar value of distortions

resulting from tax avoidance—also increases substantially with higher

marginal tax rates.

A worker may try to increase his wages by changing the number of hours

worked, changing locations, working more intensively, accepting more res-

ponsibility, reducing absenteeism, and so forth. The options available to

entrepreneurs and business people are practically unlimited. Unfortunately,

as taxation levels continue to rise, people are even less likely to pursue

real wealth creating activities.

When marginal tax rates are increased, transfer activities and under-

ground economies develop in direct proportion. In other words, when govern-

ment regresses from a protective, productive state to a predatory state,

individuals are encouraged to act in two ways: They can hide under the

government's protective wing, or engage in the subterranean economy where

income is not easily monitored, or both.

TRANSFER ACTIVITY

Cargo cults provide rewards to those individuals who invent the most

convincing cargo story. Therefore, people devote time and energy to

creating and maintaining a cargo cult rather than engaging in entrepren-
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eurial activities that truly create wealth, even though society as a whole

suffers.

Consider the Red Box Cult on the island of New Guinea. In 1971, a

ritual ceremony was held; the cult leaders, Ru and Tipuka, appeared just as

a lively, spectacularly colorful dance began. As the evening wore on and

the dancers grew exhausted, the natives became absorbed by some red boxes

that had only recently been taken out of concealment. Ru and Tipuka had

charged nearly $200 apiece for each box, nearly a third of each natives annual

income. They had filled each box with carefully selected items: empty

cigarette cartons, broken bottles, and bits of rock and grass. Ru and Tipuka

had then performed secret rituals to transform the junk into large bundles of

cash. When the boxes were opened, the natives would at last become as rich as

the Europeans with whom they had been sharing the island. As the lids were

pried loose, there were cries of disappointment, and Ru and Tipuka claimed

that the money had been changed back into rubbish.48 In a sense, Ru and

Tipuka had transformed garbage into money—not through magic, but through a

simple fraudulent transfer, benefiting only the cult leaders. From the

natives viewpoint, their money had been transformed into garbage.

In the same way, governmental interferences in the form of industrial

policy and high marginal tax rates encourage transfer activities. In a

society that concentrates benefits among rentseekers while diffusing the costs

over a large taxpaying society, incentives are very strong for individuals and

interest groups to seek wealth through political transactions.

As governmental involvement in the economy increases, so does the propor-

tion of resources to which the controlling government has access. Consequ-

ently, special interests accelerate their efforts to secure those resources.

As Terry Anderson and Peter J. Hill wrote in The Birth of 3, Transfer Society,
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The range of empirical estimates of transfer activity
is broad and continues to grow. From forestry to fish-
ing, from airlines to trucking, and from welfare pro-
grams to political campaigns, the evidence is clear: we
do invest considerable resources in transfer activity.

A glance at European economic history produces useful insight into

factors contributing to the different rates and types of economic growth

across the different European countries. A relevant and revealing question

may be: Why the Industrial Revolution occurred in England rather than

France?

Aside from different cultural backdrops which may have played a minor

role, England and France had vastly different institutional frameworks.

While England still had protective and productive government, France

had already evolved into a predatory state.

The French relied heavily upon the tax structure as a means of redis-

tributing income and promoting industrial growth. As a result of this

system, geographic and economic regions developed when businesses and

individuals began jockeying and vying for governmental favor. Ironically,

these regions within themselves were efficient on a micro-

scale. Individuals and businesses learned how to effectively lobby for the

highest payoff, thus maximizing rent-returns on resources expended. They

became adept at pie-rearranging, and high returns encouraged human capital

into careers of playing transfer games. Unfortunately, this human capital

usually consisted of highly creative and talented minds.

On the regional level, this system may have appeared to have been an

efficient one; however, France as a country suffered tremendously in terms

of foregone economic growth. As the predatory state evolved, heavy indus-

trial regulation and nationalization stifled industrial revolution

possibilities.

Conversely, the English, through Coke's common law, operated under
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institutions which allowed for definable, enforceable, and transferrable

property rights, which enabled individuals to capture increases in values

resulting from improved economic coordination. This carried into the manu-

facturing sector where profits from progress in technology, increased pro-

duction, and more efficient utilization of labor could be captured by residual

claimants, rather than taxed away. The institutional setting was such that

private rates of return approximated social rates of return, thus providing

the incentive stimulus which sparked the Industrial Revolution.

During the past 100 years, the U.K. has experienced relatively little

growth. The government has nationalized many industries, changing from

protective, productive state, into a "predatory" one. As a result economic

growth has been stifled.50

In the U.S., we face proposals for an industrial policy of which a

reconstruction finance corporation is a part. An RFC designed to promote

industry through strategically guaranteed loans will compound these transfer

games by encouraging tax dodging schemes, and inviting firms to invest

significant resources in efforts to capture RFC largess. Obviously, this

diverts resources and time from productive activities on both the giving and

the getting side and is the predictable consequence when the government

attempts to sell Chrysler cars by using coercion to keep the American public

from buying from Japanese and European competitors.

The Underground Economy

Substantial underground economies flourish in the European industrial-

ized countries and in the U.S. Adrian Smith, a British government econo-

mist, has estimated that the underground economy "accounts for 10 percent

of the gross national product in France; 8 to 10 percent in Germany, the
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low countries, and Scandinavia; 7.5 percent in Britain and an astonishing

15 percent in Italy." 51 The underground economy in the U.S. involves an

estimated $700 billion annually—more than the total GNP of France.52

If an individual cannot survive by seeking rents, he faces powerful

incentives to pursue a partial livelihood in the unmonitored, underground

economy. When one conjures up an image of the underground economy, drug

cowboys, Mafia hitman, and other riffraff come to mind. Such undesirables

are certainly part of the underground system and serve only to color the

black market several shades darker. But John Smith's evading his tax bill

or paying his garage mechanic with cash also contribute. Unlike John

Smith, however, the drug cowboys and the pimps are outlaws because society

has ruled their actions both illegal and undesirable. However,

over restrictive laws tend to drive John Smith and many like him into the

black market. Consider, as extreme examples, some of the underground market

activities that have evolved in Peru as the result of their restrictive laws:

Illegal buses provide 85% of Lima's public
transportation, and illegal taxis provide 10% more.
Underground activity accounts for 90% of the clothing
business and 60% of housing construction, including
relatively sophisticated structures up to six stories
high. Underground entrepreneurs assemble cars and
buses, build furniture and make high precision
tools.53

Perhaps it is useful to separate the two kinds of underground activi-

ties without making any moral judgments in the process. Illegal is

illegal, but as horses and donkeys are both riding animals, the distinction

made between the informal underground economy and the hard-core black

market community is a useful one. Let us call them grey and black econo-

mies. Activities in the black economy are deemed undesirable by society

and are outlawed. Grey economies develop as a result of high marginal tax
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rates, overregulation, excessive red tape, and other legal, bureaucratic

restrictions on the marketplace. One is the cause of legal restrictions,

one is the effect of legal restrictions.

In the 1920s when federal marginal tax rates were cut by nearly 50

percent, reported income rose so much that tax revenues remained nearly

constant. For those earning more than $100,000 per year, the marginal tax

rate fell from 75 percent down to 25 percent. Yet, their reported income

more than quadrupled, so that tax revenues actually increased substan-

tially. When marginal tax rates are raised, however, not only do income

levels drop, but taxpayers are encouraged to shift resources away from the

formal economy into the grey economy. Hence, marginal tax revenues drop as

the tax base is eroded, and the government finds that it must milk its

existing tax base to maintain revenue levels. Those milked are indivi-

duals, who, facing incentives to cheat, refuse to do so and who, faced with

incentives to lobby for lowered tax rates, do not receive favorable tax

treatment because they do not possess the necessary voice and resources.

The statistics generated by the U.S. government has become increas-

ingly unreliable as the grey economy grows. The Wall Street Journal asked,

"Inflation roars on—or does it? Unemployment persists at intolerable

levels—or does it? Productivity sags—or does it? The economic patient

is much healthier than we imagine. The trouble is that the thermometer

by which the economy's health is judged has gone awry."54 with all the

unrecorded activity taking place in the grey economy, unemployment is much

lower and productivity undoubtedly much higher than the government esti-

mates, while savings and income levels are grossly underestimated. Our

economy is more robust than the statistics indicate.

It is a vicious cycle. In Melanesia, the cargo cults are caught in a

similar whirlwind of waste. Their bizarre beliefs, dances, and rituals may
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be more exciting than picking copra, but they appear to waste relatively large

amounts of resources. Failures only breed more outlandish attempts to make

wealth materialize from nowhere, as resources evaporate.

Governmental programs encourage grey economies by raising marginal tax

rates and tightening regulations. Deficits and distorted statistics result

and political candidates build platforms embracing industrial revival ideo-

logies by which our country can be nursed back to health.

IV. FREEING THE MARKET

In the absence of coercion, only certain institutional arrangements

are conducive to the creation of wealth. If coercion is minimized, govern-

ment's primary task is to reconcile liberty with productivity. It is

frustrating to observe that the one system that has accomplished this—

private property rights and the market process—tends to be overwhelmingly

rejected by the majority of intellectuals in the twentieth century.

For all the talk about governmental interference and industrial policy in

Japan, the entrepreneurial, free market process has suffered from relative

neglect. Under conditions of intense international competition, only a

dynamic economy that is free to adjust to market forces can remain pro-

gressive and productive. Few would use those adjectives to describe the

American economy. Industrial mobility and the utilization of comparative

advantage can only take place on the margin through the entrepreneurial

process. On this point, the Japanese and U.S. economies diverge.

Within the last two decades Japan has evolved from a
battle-torn, moderately-developed economy to the third
largest economy in the world and its economic growth
rate has far out-paced that of other countries. This
structural transformation in its production structure
has been accompanied by a striking shift in its factor
endowment position. Rapid rates of capital formation
and demographic restraint led to the disappearance of
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"easy labor conditions" in the factor markets by the
early 1960's, and Japan's factor endowment position
has rapidly converged toward a capital-abundant posi-
tion characteristic of the developed countries.55

By allowing natural economic forces to direct the economy, the

Japanese industrial base has undergone several dramatic transitions, effec-

tively tripling real wages in a twenty-year period. The Japanese economy

has moved through the steel-automobile-television phase and is now on the

frontiers of several high-tech markets, such as robotics. U.S. government

and labor representatives would do well to observe the dynamics of Japan's

steel industry. As Japan has moved from labor to capital-intensive produc-

tion, they have "invested heavily in such neighboring countries as Taiwan,

South Korea, Hong Kong, and Singapore."56 In effect, the Japanese have

packed up many of their steel mills and shipped them to their Asian neigh-

bors. Now, Taiwan, South Korea. Hong Kong, and Singapore are moving from

labor to capital-intensive production, and these countries can no longer be

considered lesser developed countries. Clearly, both the Japanese and

their neighbors benefit from this transitional exchange, which increases

the value of the marginal product of labor. Of equal importance in many

important sectors of their economy, they do not act as through they are

afraid of the changes accompanying this progress. Workers are aware that

their skills will be absorbed by expanding sectors, and that as their wages

increase, not through arbitration but through increased economic producti-

vity, their standard of living will improve.

Contrast this attitude with the entrenchment mentality taken by U.S.

labor and government representatives, so clearly illustrated in the follow-

ing newspaper advertisement excerpt, which appeared in major papers across the

country:

The U.S. Steel Corporation's recent decision to abandon its
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efforts to import semifinished steel made by the British is
an important victory for our Union, the many members of Congress
who supported us, and many others—including a large segment
of the press...

In the British steel deal, we saw the ugly spectacle of a
major American corporation and a foreign government trying to
make steel policy for the United States.

The same thing is happening in numerous other American industries
where subsidized foreign products, made by workers who are paid less
than the American minimum wage, are dumped on our market. The
inevitable result is the human misery of unemployment, wage
reductions, tax loss and the depression of entire communities and
areas...

As we work toward the adoption of a National Industrial Policy, we
must deal with the immediate problem of subsidized steel imports.
Acting jointly with a major steel producer, our Union has joined a
Section 201 petition seeking quantitative restraints on steel imports
into this country. We intend to do everything in our power to
eliminate the unfair foreign practices which are destroying the
American steel industry and bringing hardship and hardache to our
members.

We proved in the British steel deal that hardhitting action is
effective in protecting the jobs of American workers. With the same
sort of support from Congress and others, we can now move to
establish a managed steel trade system and develop a National
Industrial Policy.57

We do not need managed steel trade and a National Industrial Policy.

As we approach the Bicentennial of our Constitution, we may go back and

read the instructions provided by our forefathers. This recipe provides

institutions that encouraged the entrepreneurial process responsible for our

historical success and the recent industrial success in the Asian Crescent.

This is a positive sum, economically efficient society in which individuals do

good while doing well.

It is possible, at least in principle, for government action to improve

efficiency by correcting market failures such as externalities, common pools

and so forth. The positive role for government is not a null set and there

are specific instances where laws and regulations have generated improvements,

especially in the area of environmental policy. Thus, there is a potential

positive role for government beyond the level of providing a legal system and

defending property rights and contracts. It is, however, far smaller than
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commonly believed. There seems no reason to believe that it can extend to the

creation of an industrial policy that goes beyond letting the market process

function undisturbed.
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