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industry may be technologically progressive and have
an enviable record of providing products of increasing
quality at reasonable prices. Therefore, if the industry
has served society well and engaged in no anticompeti-
tive practices, it should not be accused of antitrustvio-
lation simply because it is highly concentrated. Why
use antitrust to penalize efficient, well-managed firms?

Since the Alcoa decision of 1945, the courts have
reverted to the rule of reason. The general sentiment
among antitrust economists and those responsible for
enforcing the antitrust laws has also swung away from
the strict structuralist view. For example, in 1982 the
government dropped its 13-year-long monopolization
case against IBM on the grounds that IBM had not
unreasonably restrained trade.

Defining the Market

Court decisions involving existing market power often
turn on the issue of the size of the market share of the
dominant firm. If the market is defined broadly, then
the firm’s market share will appear to be small. Con-
versely, if the market is defined narrowly, the market
share will be large. It is the difficult task of the Courtto
determine the relevant market for a particular product.

For example, in the du Pont cellophane case of
1956 the government contended that du Pont, along
with a licensee, had 100 percent of the cellophane mar-
ket. But the Supreme Court defined the market
broadly to include all “flexible packaging materials,”
that is, waxed paper, aluminum foil, and so forth, in
addition to cellophane. Despite du Pont’s total domi-
nance of the “cellophane market,” it only controlled
about 20 percent of the market for “flexible packaging
materials”. The Court ruled that this did not constitute
a monopoly.

Effectiveness

Have the antitrust laws been effective? This is a difficult
question, but some insight can be gained by noting
how the laws have been applied to existing market
structures, mergers, and price fixing.

Existing Market Structures The application of anti-
trust laws to existing market structures has been le-
nient. Generally, a firm will be sued if it has more than
60 percent of the relevant market and there is evidence
to suggest the firm used abusive conduct to achieve or

maintain its market dominance. The most significant
recent “victory” against existing market structure has
been the 1982 out-of-court settlement between the gov-
ernment and AT&T. AT&T was charged in 1974 with
violating the Sherman Act by engaging in a series of
anticompetitive actions designed to maintain its do-
mestic telephone communications monopoly. As part
of the settlement, AT&T agreed to divest itself of its 22
regional telephone operating companies. Since 1982,
however, the Federal government has filed no signifi
cant antitrust suits to break up existing market struc-
ture.

Mergers The treatment of mergers varies with the
type of merger and its effect on industry concentration.

Merger Types Mergers are of three basic types, as
shown in Figure 33-1. This diagram shows two stages
of production—the input stage, and the output, or final
product stage—for two distinct final-good industries:
autos and beer. Each rectangle represents a particular
firm.

A horizontal merger is a merger between two com-
petitors selling similar products in the same market. In
Figure 33-1 this type of merger is shown as a combina-
tion of glass producers T and U. Other hypothetical
examples of horizontal mergers would be Ford Motor
Company merging with General Motors or Anheuser
Busch merging with Coors.

A vertical merger—the merging of firms at differ-
ent stages of the production process in the same industry—
is shown in Figure 33-1 as a merger between firm Z, a
hops producer, and firm F, a brewery. Vertical mergers
involve firms having buyer-seller relationships. Actual
examples of mergers of this type are PepsiCo’s merg-
ers with Pizza Hut, Taco Bell, and Kentucky Fried
Chicken. PepsiCo supplies soft drinks to each of these
fast-food operations.

A conglomerate merger is the merger of a firm in
one industry with a firm in another unrelated industry. In
Figure 33-1 amerger between firm C, an auto manufac-
turer, and firm D, a brewery, fits this description. Ac-
tual examples: the merger between Philip Morris, a
cigarette company, and Miller Brewing; the merger
between International Telephone and Telegraph (ITT)
and Sheraton Hotel Corporation.

Merger Guidelines: The Herfindahl Index The
Federal government has established merger guide
lines based on the Herfindahl index (Chapter 26)

Automobiles

Conglomerate merger
e

Glass

Horizontal merger
FIGURE 33-1 Types of mergers
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Beer

Vertical merger

Horizontal mergers (T + U) bring together firms selling the same products; vertical mergers

(F + Z) connect firms having a buyer-seller relationst p; and

Join unrelated firms.

which measures the sum of the squared values of mar-
ket shares within an industry. For example, an industry
consisting of four firms, each with a 25 percent market
share, has a Herfindahl index of 2500 (=252 + 252 +
25 + 25%). In pure competition, where each firm’s
market share is minute, the .index approaches 0
(=0% + 0% + .. .02). In pure monopoly, the index is
10,000 (=1002).

Government uses Section 7 of the Clayton Act to
block horizontal mergers which will substantially
lessen competition. Generally, government is likely to
challenge a horizontal merger if the post-merger Her-
findahl index for the industry would be high (above
1800) and the merger has substantially increased the
index (added 100 or more points). But other factors
such as the impact of foreign competition and ease of
entry of new firms are also considered. Also, mergers
are usually allowed when one of the merging firms is
on the verge of bankruptcy.

Most vertical mergers escape antitrust prosecu-
tion because they do not substantially lessen competi-
tion in either of the two markets. In Figure 33-1 neither
the Herfindahl index in the hops industry nor that in
the beer industry changes when the vertical merger
between firms Z and F occurs. However, a vertical
merger between large firms in highly concentrated
industries may be challenged. In a 1949 case du Pont
had acquired a controlling interest in General Motors’

mergers (C + D)

stock. General Motors subsequently purchased about
two-thirds of the paint and almost half the fabrics used
in auto manufacturing from du Pont. The impact was to
effectively foreclose other paint and fabric manufactur-
ers from selling to GM. The Court ordered du Pont to
divest itself of GM stock and sever the tie between the
two firms.

Conglomerate mergers are generally permitted. If
an auto manufacturer acquires a brewery, no antitrust
action is likely to be taken because neither firmn has
increased the market share of its own market as a re-
sult of the merger. That is, the Herfindahl index would
remain unchanged in each industry.

Price fixing  Price fixing is treated strictly. Evidence
of price fixing, even by small firms, will elicit antitrust
action as will other collusive activities such as schemes
to divide up sales in a market. In the parlance of anti-
trust law, these activities are known as per se viola-
tions; they are “in and of themselves” illegal, and
therefore not subject to the rule of reason. To gain a
conviction, the government or other party making the
charge need only show that there was a conspiracy to
fix prices or divide up sales, not that the conspiracy
succeeded or caused serious damage to other parties.
Price-fixing investigations and court actions re-
main common. Recent examples are:
.1 A 1991 court order stopping the Ivy League
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schools from engaging in a 35-year practice of not com-
peting with each other in the amount of financial aid
offered to individual students
2 A 1991 investigation of several large airlines which
allegedly practiced price collusion via their computer-
ized fare network
3 A 1990 guilty plea by Southland Corporation and
Borden for rigging bids for school milk contracts in
Florida
4 An agreement by Panasonic in 1989 to refund $16
million to buyers of consumer electronics, as part of a
settlement for requiring wholesalers and retailers to
charge minimum prices for its products
5 A 1991 investigation by the FTC into price fixing
by producers of baby formula being sold to a Federal
food program for low-income women and children
6 A 1990 antitrust settlement in Washington state by
publishers of high-school yearbooks who rigged bids,
fixed prices, and divided market territories

‘There are two major consequences of the govern-
ment’s vigor in prosecuting price fixing.
1 Price fixing is surrounded by great secrecy; it has
been driven underground.
2 Collusive action is now much less formal; price
leadership and the use of common cost-plus pricing
formulas have often replaced formal pricefixing ar-
rangements.

All the above statements about the application of
antitrust laws are broad generalizations. Each potential
antitrust case has unique circumstances which may
make it an exception. Also, the strictness with which
antitrust laws are interpreted has varied greatly among
various administrations. The Reagan administration,
for example, adopted a “lenient” enforcement posture
toward existing market structures and mergers, while
taking a “strict” position on price fixing. The Bush ad-
ministration has continued the heavy emphasis on
prosecuting price fixing. At present, there is little senti-
ment for breaking up existing domestic business mo-
nopolies in view of the increasing competition from
equally large, or even larger, foreign firms.

Restricting Competition

Our discussion of antitrust laws and their application
must not lead us to conclude that government policies
are consistently procompetition. It is important to note
that there are exemptions from antitrust and that a
number of public policies have reduced competition.

Labor unions and agricultural cooperatives have
beenexempt, subject to limitations, from antitrust laws.
We will see in Chapter 34 that Federal legislation and
policy have provided some measure of monopolistic
power for agriculture and have kept agricultural prices
above competitive levels. Similarly, in a subsequent
chapter we will discover that, since 1930, Federal legis-
lation on balance has generally promoted growth of
strong labor unions. This federally sponsored growth
has resulted, according to some authorities, in develop-
mentof union monopolies whose goal is above compet-
itive wage rates. At state and local levels many occupa-
tional groups have been successful in establishing
licensing requirements arbitrarily restricting entry to
certain occupations, thereby keeping wages and earn-
ings above competitive levels.

American patent laws—the first of which was
passed in 1790—provide monetary incentive for inno-
vators by granting them exclusive rights to produce
and sell a new product or machine for a period of seven-
teen years. Patent grants protect the innovator from
competitors who would otherwise quickly imitate this
product and share in the profits, though not the cost
and effort, of the research.

Few contest the desirability of this particular as-
pectof our patent laws, particularly when it is recalled
that innovation can weaken and undermine existing
positions of monopoly power. However, the granting of
a patent frequently amounts to the granting of monop-
oly power in the production of the patented item. Many
economists feel that the length of patent protection—
seventeen years—is much too long.

The importance of patent laws in the growth of
industrial concentration must not be underestimated.
Du Pont, General Electric, American Telephone and
Telegraph, Eastman Kodak, Alcoa, and innumerable
other industrial giants have attained various measures
of monopoly power in part through their ownership of
certain patent rights.

Although detailed discussion of tariffs is post-
poned to a later chapter, at this point we must recog-
nize that tariffs and similar trade barriers shield Ameri-
can producers from foreign competition. Protective
tariffs are in effect discriminatory taxes against goods
of foreign firms. These taxes make it difficult and often
impossible for foreign producers to compete in domes-
tic markets with American firms. The result is a less
competitive domestic market and an environment fre-
quently conducive to the growth of domestic industrial
concentration.

QUICK REVIEW 33-2 Gt

¢ The Sherman Act of 1990 outlaws restraints of
trade and monopolization; the Clayton Act of 1914
as amended by the Celler-Kefauver Act of 1950 out-
laws price discrimination, tying contracts, mergers
which lessen competition, and interlocking director-
ates.

¢ The Federal Trade Commission Act of 1914 and
the Wheeler-Lea Act of 1938 give the Federal Trade
Commission (FTC) authority to investigate unfair
methods of competition and deceptive acts or prac-
tices of commerce.

¢ “Structuralists” contend that industries which
are highly concentrated will behave like a monopo-
list; “behaviorists” hold that the relationship be-
tween industry structure and firm behavior is uncer-
tain.

¢ Presently, government treats existing industrial
concentration leniently; blocks most horizontal
mergers between large, profitable firms in concen-
trated industries; and vigorously prosecutes price
fixing by firms of all sizes.

¢ Government policies such as antitrust exemp-

tions, patents, tariffs, and occupational licensure
restrict competition.

NATURAL MONOPOLIES AND
THEIR REGULATION

Antitrust is based on the assumption that society will
benefit by preventing monopoly from evolving or, alter-
natively, by dissolving monopoly where it already ex-
ists. We now consider a special case in which there is
an economic rationale for an industry to be organized
monopolistically.

Natural Monopoly

A natural monopoly exists when economies of scale
are so extensive that a single firm can supply the entire
market at lower unit cost than could a number of com-
peting firms. Such conditions exist for the so-called
public utilities, such as electricity, water, gas, telephone
service, and so on (Chapter 24). In these cases econo-
mies of scale in producing and distributing the product
are very large and large-scale operations are necessary
if low unit costs—and a low price—are to be realized
(see Figure 22-9b). In this situation competition is sim-
ply uneconomic. If the market were divided among
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many producers, economies of scale would not be real-
ized, unit costs would be high, and high prices would
be necessary to cover those costs.

There are two possible alternatives for promoting
socially acceptable behavior on the part of a natural
monopoly. One is public ownership and the other is
public regulation.

Public ownership or some approximation thereof
has been established in a few instances; the Postal Ser-
vice, the Tennessee Valley Authority, and Amtrak at
the national level, while mass transit, the water system,
and garbage collection are public enterprises at the
local level.

But public regulation has been the option pursued
most extensively in the United States. Table 33-1 lists
the major Federal regulatory commissions (industrial
regulation) and their areas of jurisdiction. All the states
also have such regulatory bodies for intrastate natural

. monopolies. The regulated sector is quantitatively im-

portant; an estimated 10 percent of the nation’s output
is produced by regulated industries. .

The intent of “natural monopoly” legislation is
embodied in the public interest theory of regula-
tion. This theory envisions that such industries will be
regulated for the benefit of the public, so that consum-
ers may be assured quality service at reasonable rates.
The rationale is this: If competition is inappropriate,
regulated monopolies should be established to avoid
possible abuses of uncontrolled monopoly power. Reg-
ulation should guarantee that consumers benefit from
the economies of scale—that is, the lower per unit
cost—which their naturalkmonopoly position allows
public utilities to achieve. In practice, regulators seek
to establish rates which will cover production costs and
yield a “fair” or “reasonable” return to the enterprise.

TABLE 33-1 The main Federal regulatory
commissions: industrial regulation

Commission

(year established)

Interstate Commerce
Commission (1887)

Jurisdiction

Railroads, trucking, buses,
water, shipping,
express companies, etc.

Federal Energy Regulatory  Electricity, gas, gas pipe-
Commission (1930)* lines, oil pipelines,

water power sites.

Federal C i
Commission (1934)

p , television,
cable television, radio,
telegraph, CB radios,
ham operators, etc.

*Originally called the Federal Power Commission; renamed in 1977.
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More technically, the goal is to set price equal to aver-
age total cost. (You should review the “Regulated Mo-
nopoly” section of Chapter 24 at this point.)

Problems

I'here is considerable disagreement as to the effective-
ness of regulation in practice. Let's briefly examine
three major criticisms of regulation.

1 Costs and Efficiency Regulatory experience sug-
wests that there are a number of interrelated problems
asseeiated-with cost containment and efficiency in the
use of resources.

A major goal of regulation is to establish prices so
regulated firms will receive a “normal” or “fair” return
above their production costs. But this means, in effect,
that firms are operating on the basis of cost-plus pricing
and, therefore, have no incentive to contain costs.
Higher costs will mean larger total profits, so why de-
velop or accept cost-cutting innovations if your “re-
ward” will be a reduction in price? Stated technically,
regulation fosters considerable X-i meﬂicnency (see
Chapter 24).

A regulated firm may resort to accounting skul-
(luggery to overstate its costs and obtain a higher, un-
iustified profit. Furthermore, in many instances prices
are set by the commission so that the firm will receive a
slipulated rate of return based on the value of its real
capital. This poses a special problem. To increase prof-
its the regulated firm might make an uneconomic
substitution of capital for labor, contributing to an

inefficient allocation of resources within the firm (X :

inefficiency).

2 Commission Deficiencies Another criticism is
that the regulatory commissions function inadequately
because they are frequently “captured” or controlled
by the industries they are supposed to regulate. Com-
mission members often were executives in these very
industries. Therefore, regulation is ot in the public
interest, but rather, it protects and nurtures the com-
fortable position of the natural monopolist. It is alleged
that regulation typically becomes a means of guaran-
leeing profits and protecting the regulated industry
from new competition which technological change
might create, .

3 Regulating Competitive Industries Perhaps the
most profound criticism of industrial regulation is that

it has sometimes been applied to industries which are
not natural monopolies and which, in the absence of
regulation, would be quite competitive. Specifically,
regulation has been used in industries such as trucking
and airlines where economies of scale are not great and
entry barriers are relatively weak. In such instances it
is alleged that regulation itself, by limiting entry, cre-
ates the monopoly rather than the conditions portrayed
in Figure 24-6. The result is higher prices and less out-
put than would have been the case without regulation.
Contrary to the public interest theory of regulation, the
beneficiaries of regulation are the regulated firms and
their employees. The losers are the public and poten-
tial competitors barred from entering the industry.

Example: Regulation of the railroads by the Inter-
state Commerce Commission (ICC) was justified in the
late 1800s and the early decades of this century. But by
the 1930s the nation had developed a network of high-
ways and the trucking industry had seriously under-
mined the monopoly power of the railroads. At this
time it would have been desirable to dismantle the ICC
and let railroads and truckers, along with barges and
airlines, compete with one another. Instead, the regula-
tory net of the ICC was cast wider in the 1930s to in-
clude interstate truckers.

Legal Cartel Theory

The regulation of potentially competitive industries has
given rise to the legal cartel theory of regulation. In
the place of socially minded officials forcing regulation
on natural monopolies to protect consumers, this view
sees practical politicians as supplying the “service” of
regulation to firms which want to be regulated. Regula-
tion is desired because it constitutes a kind of legal
cartel which can be highly profitable to regulated firms.
Specifically, the regulatory commission performs such
functions as dividing up the market (for example, the
Civil Aeronautics Board, prior to deregulation, as-
signed routes to specific airlines) and restricting poten-
tial competition by enlarging the cartel (for example,
adding the trucking industry to the ICC's domain).
While private cartels are unstable and subject to break-
down (Chapter 26), the special attraction of a govern-
ment-sponsored cartel under the guise of regulation is
that it endures. In short, the legal cartel theory of regu-
lation suggests that regulation results from rent-seek-
ing activities (Chapter 32).

Proponents of the legal cartel theory of regulation
point out that the Interstate Commerce Act was sup-

ported by the railroads and that the trucking and airline
industries both supported the extension of regulation
to their industries on the grounds that unregulated
competition was severe and destructive. Proponents
also note occupational licensing (Chapter 28) as the
labor market manifestation of their theory. Certain oc-
cupational groups—barbers, interior designers, or di-
etitians—demand licensure on the ground that it is
necessary to protect the public from charlatans
and quacks, but the real reason may be to limit oc-
cupational entry so that practitioners may receive mo-
nopoly incomes.

DEREGULATION:
THE CASE OF THE AIRLINES

The legal cartel theory, increasing evidence of ineffi-
ciency in regulated industries, and the contention that
government was regulating potentially competitive in-
dustries all contributed to the deregulation movement
of the 1970s and 1980s. Important legislation was
passed which deregulated in varying degrees the air-
line, trucking, banking, railroad, natural gas, and telew
sion broadcasting industries.

Controversy

‘ Deregulation has been controversial and the nature of

the controversy is quite predictable. Basing their argu-
ments on the legal cartel theory, proponents of deregu-
lation contend it will result in lower prices and more
output, and will eliminate bureaucratic inefficiencies.
Some critics of deregulation, embracing the public in-
terest theory, argue that deregulation will result in
gradual monopolization of the industry by one or two
firms, in turn leading to higher prices and diminished
output or service. Other critics contend that deregula-
tion may lead to excessive competition and industry
instability and that vital services (for example, transpor-
tation) may be withdrawn from smaller communities.
Still others stress that, as increased competition re-
duces each firm’s revenues, firms may lower their
safety standards as they try to reduce costs and remain
profitable.

Perhaps the most publicized case of deregulation
involves the airlines. The Airline Deregulation Act
(ADA) was passed in 1978. Before the ADA the airlines
were regulated by the Civil Aeronautics Board (CAB),
which controlled airline fares and allocated interstate
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routes among airlines. By assigning routes the CAB
was also able to control industry entry. In fact, no new
carriers were permitted to enter major interstate routes
from the CAB'’s creation in 1938 until deregulation
began in the late 1970s. This changed in the 1980s in
that the 1978 deregulation act freed aitlines to set their
own rates and select their own routes. Under the terms
of this act, the CAB was abolished in 1985.

Effects of Airline Deregulation

Determining the impact of airline deregulation has
been complicated by such factors as fluctuating air-
plane fuel costs, recessions, the dismissal of striking air
traffic controllers in 1981, and the significant expansion
of national income between 1982 and 1990. Moreover,
deregulation is less than two decades old and adjust-
ments are still incomplete. Nevertheless, some of the

-effects of airline deregulation have become clear.

Fares Deregulation has exerted substantial down-
ward pressure on fares, which overall have risen less
than the general price level. Discount air tickets, in
particular, have dramatically increased in availability
and declined in price. Specifically, in 1976 only 15 per-
cent of passengers used discount air fares; by 1987,

" that number had risen to 90 percent. The price of dis-

count tickets for long intercoastal flights (such as from
New York to Los Angeles) declined by 35 percent in
real terms between 1976 and 1987.!

Fare reductions have slowed since 1988, but in
general fares remain about 20 percent lower in real
terms than before deregulation. Of course, the benefits
of fare reductions have not been spread uniformly
among all airline markets. Passengers flying from
some cities have enjoyed greater decreases than those
flying from other cities.

There are two reasons why deregulation has pro-
duced lower air fares.

1 Competition among air carriers has driven ticket
prices down to a closer proximity of the average cost of
service than under the legal cartel form of regulation.
2 Competition has greatly pressured firms to reduce
their costs. For example, the industry has adopted a
“hub and spoke” route system analogous to a bicycle
wheel. Passengers are flown from smaller cities along
“spokes” into major “hub” airports where they change

Economic Report of the President, 1988 (Washington, D.C.: 1988),
p. 203.
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planes and then fly to their more distant destinations.
This system has reduced unit costs by allowing airlines
to use smaller planes on the spoke routes and make

—use-of wide-bodied craft between the major hub air-

ports. Wide-body aircraft cost less to operate per seat-
mile than smaller aircraft.

Also, the entry of “nonunion” airlines has forced
the major carriers to negotiate wage reductions—often
as much as 10 to 20 percent—with their unions. Some
airlines have established a twotier wage system
whereby new workers are paid less on a given job than
current employees. In many instances union work
rules have been made more flexible to increase worker
productivity and reduce wage costs. In short, some of
the major cost reductions and adjustment problems
associated with deregulation have occurred in relevant
labor markets.

ServiceandSafety Although critics of airline dereg-
ulation predicted that airline service—particularly to
smaller communities—would be curtailed or aban-
doned, this fear has turned out to be exaggerated.
While some major airlines have withdrawn from a few
smaller cities, commuter airlines have often filled the
resulting void. Statistics indicate that the hub and
spoke system has increased flight frequencies at most
airports. It also has reduced the amount of airline
switching required of passengers.

On the negative side, more frequent stopovers
now required in hub cities have increased average
travel time between cities. Also, by increasing the vol-
ume of air traffic, deregulation has contributed to
greater airport congestion resulting in more frequent
and longer flight delays. ’

Has deregulation reduced the “safety margin” of
air transportation as some critics charge? There is
mixed evidence on this question. On the one hand, the
increased volume of air traffic has resulted in higher
reported instances of near-collisions in midair. On the
other hand, the accident and fatal accident rates of air-
lines are lower today than they were before deregula-
tion. Furthermore, because lower air fares have caused
people to substitute air travel for more-dangerous auto-
mobile travel, deregulation has prevented an estimated
800 deaths annually on the nation’s highways.

Industry Structure Airline deregulation initially
brought with it entry of numerous new carriers. In the
past few years, however, the industry has gone
through a “shakeout” in which many firms have failed

and others have merged with stronger competitors. In
1991 eight airlines accounted for 90 percent of domes-
tic air traffic.

Growing concentration in the airline industry is of
considerable concern. Some think consolidation of the
industry may be detrimental to the very goals of dereg-
ulation itself. Single carriers control 75 percent or more
of departures at six large “fortress” hubs. The General
Accounting Office found that in 1990 fares at fifleen
airports dominated by one or two airlines were about
20 percent higher than at twenty-two airports where
competition was more brisk. Moreover, two factors
make entry of new carriers into lucrative hubs difficult.

1 Lack of Airport Capacity The lack of airport ca-
pacity—at least in the short term—means that airline
markets are far from being perfectly contestable. A
firm wishing to enter a market because existing carri-
ers are earning economic profits cannot do so if long-
term leases allow existing carriers to control the airline
gates at the profitable airports. It is alleged that some
gates, in fact, go unused because dominant carriers
refuse to release them to competitors.

2 Airdine Practices Several tactics make it difficult
for new firms to successfully enter the airline industry.
Airline reservation systems developed by the major
carriers give their own flights priority listings on the
computers used by travel agents. Also, frequent-flyer
programs—discounts based on accumulated flight
mileage—encourage passengers to use dominant ex-
isting carriers rather than new entrants. Finally, price
matching by existing carriers makes it exceedingly dif
ficult for new entrants to lure customers through lower
ticket prices.

Although it is too soon for a definitive assessment
of airline deregulation, most economists view the out-
come to date as positive. The Federal government has
estimated that airline deregulation produced a $100 bil
lion net benefit to society during the 1980s. The tight
oligopoly which seems to be emerging in the industry,
however, is a mixed blessing. While it may lead to a
handful of financially strong airlines, each having cost-
minimizing route structures, it predictably will lead to
price leadership and other business practices assoc
ated with oligopoly. At a minimum, strict enforcement
against anticompetitive mergers and business tactics
may be needed to preserve the gains from deregula-
tion. Another procompetitive option would be to repeal

i o

laws which bar foreign airlines from flying domestic
routes in the United States.

¢ Natural monopoly occurs where economies of
scale are so extensive that only a single firm can
produce the product at minimum cost.

¢ The public interest theory of regulation holds
that government must regulate business to prevent
allocative inefficiency arising from monopoly power.

¢ The legal cartel theory of regulation suggests
that firms seek government regulation to reduce
price competition and ensure stable profits.

¢ Aithough deregulation of the airline industry

has reduced fares and produced net social benefits,
it has also created growing industry concentration.

SOCIAL REGULATION

The “old” regulation just discussed has been labeled
economic or industrial regulation. Here government
is concerned with the overall economic perfopmance of
a few specific industries, and concern focuses on pric-
ing and service to the public.

Beginning largely in the early 1960s, government
regulation of anew type evolved and experienced rapid
growth. This social regulation is concerned with the
conditions under which goods and services are pro-

TABLE 33-2 The main Federal regulatory
commissions: social regulation

Commission

(year established)

Food and Drug
Administration (1906)

Jurisdiction

Safety and effectiveness
of food, drugs, and
cosmelics

Equal Employment
Opportunity Commission
(1964)

Occupational Safety and
Health Administration
(1971) ‘

Environmental Protection
Agency (1972)

Consumer Product Safety
Commission (1972)

Hiring, promotion, and
discharge of workers

Industrial health and
safety

Air, water, and noise
pollution

Safety of consumer
products
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duced, the impact of production on society, and the
physical characteristics of goods themselves. For ex-
ample, the Occupational Safety and Health Administra-
tion (OSHA) is concerned with protecting workers
against occupational injuries and illnesses and the Con-
sumer Products Safety Commission (CPSC) specifies
minimum standards for potentially unsafe products.

The main Federal regulatory commissions dealing
with social regulation are listed in Table 33-2.

Distinguishing Features

Social regulation differs from economic regulation in
several ways.
1 Social regulation is often applied “across the
board” to virtually all industries and directly affects far
more people. While the Interstate Commerce Commis-
sion (ICC) focuses only on specific portions of the
transport industry, OSHA's rules and regulations apply
to every employer.
2 The nature of social regulation involves govern-
ment in the very details of the production process. For
example, rather than simply specifying safety stan-
dards for products, CPSC mandates—often in detail—
certain characteristics which products must have,
3 Afinal distinguishing feature of social regulation is
its rapid expansion. Between 1970 and 1979 govern-
ment created twenty new Federal regulatory agencies.
The names of the better-known regulatory agen-
cies in Table 332 suggest the basic reason for their
creation and growth: Much of our society had achieved
a reasonably affluent level of living by the 1960s and
attention shifted to improvements in the quality of life.
‘This improvement called for safer and better products,
less pollution, better working conditions, and greater
equality of opportunity.

Costs and Criticisms

It is generally agreed that the overall objectives of so-
cial regulation are laudable. But there is great contro-
versy as to whether the benefits of these regulatory
efforts justify the costs.

Costs 'Thecostsofsocialregulationare oftwo types:
administrative costs, such as salaries paid to employees
of the commissions, office expenses, and the like; and
compliance costs, which are the costs incurred by busi-
nesses and state and local governments in meeting the
requirements of regulatory commissions. In 1991 total
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LAST WORD

DOES THE UNITED STATES NEED AN
INDUSTRIAL POLICY?

Should govemmént be more actively involved
in determining the structure of industry?

There has been a growing concern in recent years that
the United States’ industrial preeminence has been
seriously eroded. Our domestic markets have been
flooded with foreign steel, automobiles, motorcycles,
cameras, watches, and electronics equipment, sug-
gesting that our competitive edge has been lost.

Noting apparent Japanese successes, many politi-
cal, union, and business leaders—but only a limited
number of economists—feel that the United States
needs an industrial policy to reverse our alleged indus-
trial decline. It is argued that government should un-
dertake a more active and direct role in determining
the structure and composition of American industry.
Government, it is held, should use low-interest loans,
foan guarantees, special tax treatment, research and
development subsidies, antitrust i ity, and even
foreign trade protection to accelerate the development
of “high-tech” industries and to revitalize certain core
manufacturing industries such as steel. Conversely, it

hould hasten the mo t of resources out of de-

clining “ t” industries. Pr bly the net result
will be that the American economy will enjoy a higher
average level of productivity and be more competitive
in world markets.

Opponents of industrial policy make a number of
points.

1 Deindustrialization? Has the United States in
fact deindustrialized? Has our manufacturing sector

experienced serious decline? Statistics suggest not.

While the composition of facturing output has
changed, manufacturing in the aggregate accounts for
virtually the same percentage of the nation’s output in
1991 (about 20 percent) as it did in 1950. Similarly,
manufacturing’s share of the nation’s expenditures on

new plant and equipment was about the same in 1991

Although we can expect social regulation to con-
tinue to be controversial, it is generally agreed that the
contested “question is not whether (social) regulation
should occur, but how and when it should be used;
how we can improve the system of regulation; and

whether we are fully aware of the costs and benefits
involved.”!?

2Testimony of Juanita M. Kreps in The Cost of Government Regula-
tion (Washington, D.C.: 1978), p. 7.

e

CHAPTER SUMMARY

1 The case against industrial concentration centers on
contentions that it a causes a misallocation of resources;
b retards the rate of technological advance; ¢ promotes
income inequality; and d poses a threat to political de-
mocracy.

2 'The defense of industrial concentration is built around

the following points: a firms have obtained their large
market shares by offering superior products; b inter-
industry and foreign competition, along with potential com-
petition from new industry entrants, make American indus-
tries more competitive than generally believed; ¢ some
degree of monopoly may be essential to realize economies
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as in 1950. Employment in manufacturing has de-
clined from 34 to 17 percent of total employment in the
1950-1991 period, but that reflects the growth of
labor productivity rather than industrial demise. Out-
put and employment in manufacturing suffered in the
early and mid-1980s, but the primary cause was a very
strong dollar which made foreign imports relatively
cheap and American exports relatively expensive.

2 Foreign experience Advocates of an industrial
policy typically cite Japan as a model. In the post-World
War II era Japan has achieved rapid economic growth;
it has been highly successful in penetrating world mar-
kets; and it has had a much-publicized industrial pol-
icy. Yet the overall role of industrial policy as a causal
factor in Japanese industrial success is not clear. The
picture is mixed.

Japanese industrial policy has had both suc-
cesses and failures» Some targeted industries,
including semiconductor and machine tools, are
almost certainly stronger than they would have
been without government support and can be
claimed as successes for Japanese industrial
policy. Other industries, such as shipbuilding
and steel, probably grow more quickly because
of government aid, but undoubtedly would have
developed without any government intervention.
However, the Japanese government has also
picked losers. Aluminum smelting and petro-
chemicals were favored industries fifteen years
ago, but the public and private investments have
paid off very poorly and now their capacity is
being reduced. There are also several examples
of successful industries that did not receive gov-

ernment assistance, including motorcycles and
consumer electronics.*

3 Markets and politics While a proposal to create
an industrial policy which subsidizes “sunrise” indus-
tries and hast the phasing out of “ t” indus-
tries sounds appealing, critics question the govern-
ment’s ability to identify future industrial “winners”
and “losers.” The issue here is whether private inves-
tors using capital markets have better foresight than
public officials in determining industrial winners and
losers. Critics argue that private investors have a
greater incentive in investing their own funds to obtain
accurate information on the future prospects of various
industries than might government bureaucrats in in-
vesting the taxpayers’ funds.

Furthermore, might not government use its power
to allocate investment funds to buy the political sup-
port of various industries? Might not the economic goal
of enhanced industrial efficiency be subverted to the
political goal of getting reelected? It is feared that the
creation of a new industrial policy may lead to “lemon
socialism,” that is, government support or ownership
of declining industries and dying companies.

Those who are skeptical of industrial policy con-
tend that gover t can best stimulate American in-
dustry by (1) using monetary and fiscal policy to create
a favorable macroeconomic environment (high em-
ployment, low inflation, low interest rates) and (2) ad-

g tax and r ry systems to enhance incen-

tives for investment and technological advance.

* Economic Report of the President, 1984, p. 98.

Source: Adapted from Economic Report of the President,
1984. chap. 3; and Federal Reserve Bank of Kansas City, In-
dustrial Change and Public Policy (1983). Updated.

of scale;and d monopolies and oligopolies are technologi-
cally progressive.

3 The comerstone of antitrust policy consists of the Sher-
man Act of 1890 and the Clayton Act of 1914. The Sherman
Act specifies that “Every contract, combination . . . or con-
spiracy in the restraint of interstate trade . . . is . . . illegal,”
and that any person who monopolizes or attempts to monop-
olize interstate trade is guilty of a misdemeanor.

4 The Clayton Act was designed to bolster and make
more explicit the provisions of the Sherman Act. To this end
the Clayton Act declared that price discrimination, tying
contracts, intercorporate stockholdings, and interlocking
directorates are illegal when the effect of their use is the
lessening of competition.

5 The Federal Trade Commission Act of 1914 created the
Federal Trade Commission to investigate antitrust violations

and to prevent the use of “unfair methods of competition.”
Empowered to issue cease-and-desist orders, the Commis-
sion also serves as a watchdog agency for the false and de-
ceptive representation of products.

6 The Celler-Kefauver Act of 1950 prohibits one firm
from acquiring the assets of another firm where the result is
a lessening of competition.

7 Major issues in applying antitrust laws include a the
problem of determining whether an industry should be
judged by its structure or its behavior and b defining the
scope and size of the dominant firm's market.

8 Generally, antitrust officials are more likely to chal
lenge price fixing and horizontal mergers among large firms
than they are to attempt to break up existing market struc-
tures.

9 With respect to agriculture, labor, occupational licens-
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Income
Inequality
and Poverty

It is not difficult to muster casual evidence which suggests substantial eco-
nomic disparity in the United States. o

Boxer Mike Tyson was estimated to have made over $28 million in 19.90;
actor Jack Nicholson will reportedly earn $50 million or more for his role in the

Batman movie. ) . .
A recent study concludes that 5.5 million American children—one in eight—

go hungry and that another 6 million are nutritionally “at risk.” In certain rural
counties of the Deep South infant mortality rates exceed those of some less devel-
oped countries of Asia and Latin America.

The Census Bureau reports that almost 34 million Americans—over 13
percent of the population—live in poverty. Estimates indicate that 500,000 to

ericans are homeless.

Gm&(:l(loaj:emmge salary in major league baseball is about $§900,000 per year. Bos-
ton Red Sox pitcher Roger Clemens earns almost $5.4 million per year, which has
been estimated to be $1536 per pitch. .

Government data indicate that income disparity is increasing in the United
States; at present the richest fifth of the population receive almost 45 percent of
total income while the poorest fifth receive less than five percent.

The question of how income should be distributed has a long m}d controver-
sial history in both economics and philosophy. Should our national u-lcome and
wealth be more or less equally distributed than is now the case? Or, in tem.us of
Chapter 5, is society making the properf fesponse to the “For'wh.om”. quest.lon?

We begin by surveying some basic facts concerning the distribution of.mcome
in the United States. Next, the major causes of income inequality are considered.
Third, we examine the debate over income inequality and tlze tradeoff between
equality and efficiency implied by this debate. Fourth, we will look'nt the poverty
problem. Finally, we consider public policy; existing income-security programs are
outlined and alternative approaches to welfare reform are discussed.

INCOME INEQUALITY:
THE FACTS

How equally—or unequally—is income distributed in
the United States? How wide is the gulf between rich
and poor? Has the degree of income inequality in-
creased or lessened over time?

Personal Income Distribution

Average income in the United States is among the
highest in the world. The average income for all fami-
lies was $35,353 in 1990. But now we must examine
how income is distributed around the average. In Table
35-1 we see that at the low end of the scale 9 percent of
all families receive only 1 percent of total personal in-
come. Only 3 percent of the total income went to the 17
percent of families receiving under $15,000 per year in
1990. At the top of the income pyramid 6 percent of
families received incomes of $100,000 or more per
year; this group received about 18 percent of total per-
sonal income. These figures suggest there is consider-
able income inequality in the United States.

Trends in Income Inequality

Over a period of years economic growth has raised
incomes: Absolutely, the entire distribution of income
has been moving upward over time. Has this changed
the relative distribution of income? Incomes can move
up absolutely, and the degree of inequality may or may
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not be affected. Table 352 is instructive on the relative
distribution of income. We divide the total number of
income receivers into five numerically equal groups, or
quintiles, and show the percentage of total personal
(before-tax) income received by each in selected years.
Itis useful to examine the data in Table 35-2 over three
periods: 1929-1947, 1947-1969, and 1969-1990.

1929-1947 Period Comparison of the income distri-
bution data for 1929 and 1947 suggests that a signifi-
cant reduction in income inequality occurred between
these years. Note in Table 35-2 the declining percent-
age of personal income going to the top quintile and the
increasing percentage received by the other four quin-
tiles. Many of the forces at work during World War II
undoubtedly contributed to this decline in inequality.
Warborn prosperity eliminated the many low incomes
caused by the severe unemployment of the 1930s,
brought a reduction of wage and salary differentials,
boosted depressed farm incomes through sharp in-
creases in farm prices, temporarily diminished ‘dis-
crimination in employment, and was accompanied by a
decline in property incomes as a share of the national
income.

1947-1969 Period Many of the forces making for
greater equality during World War 11 became less effec-
tive after the war. During the period between 1947 and
1969, the quintile distribution continued its previous
trend toward less inequality, but at a far slower pace.
The income share of the lowest income group rose by

TABLE 35-1 The distribution of personal income by families, 1990

1) (2) 3) 4) (5)
Personal income Percentage of Percentage of Percentage of Percentage of
class all families in total personal all families income
this class income in this class received by
received by and all lower this class
families in classes and all lower
this class classes
Under $10,000 9 1 9 1
$10,000-$14,999 8 2 17 3
$15,000-$24,999 16 8 33 1
$25,000-$34,999 16 " 49 22
$35,000-$49,999 . 20 19 69 !
$50,000-$74,999 18 27 87 68
$75,000-$99,999 7 14 94 82
$100,000 and over _6 18 100 100
100 100

Source: Bureau of the Census, Money Income of Households, Families, and Persons in the United Stales: 1990, Current Population Reports, Series

P-60, No. 174, 1991.
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IABLE 35-2 Percentage of total before-tax income received by each one-fifth, and by the top 5 percent, of

families, selected years

Quintile 1929 1935-1936 1947 1955 1969 1979 1990
Lowest 20 percemJl . 4.4 5.0 4.8 5.6 5.3 46
Second 20 percent 9.2 11.8 122 124 1.6 108
Third 20 percent 138 141 17.0 17.7 17.7 175 16.6
Fourth 20 percent 19.3 20.9 23.1 23.7 23.7 241 23.8
Highest 20 percent _544 517 _43.0 416 _40.6 M6 443

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Top 5 percent 30.0 26.5 17.2 16.8 15.6 15.7 17.9

6 of a percentage point between 1947 and 1969, while
that of the wealthiest quintile fell by 2.4 percentage
points.

1969-1990 Period The distribution of income by
quintiles has become more unequal since 1969. In 1990
the lowest 20 percent of families received only 4.6 per-
cent of total before-tax income, compared to 5.6 per-
centin 1969. Meanwhile, the income share received by
the highest 20 percent rose from 40.6 percent to 44.3
percent. The reasons for this latest trend in income
inequality are in dispute. This chapter’s Last Word con-
siders a number of possible causes.

In summary, income inequality fell significantly
between 1929 and 1947 but declined more slowly in the
1947-1969 period. More recently, income inequality
has increased. But, as a direct comparison of the data
for 1947 and 1990 in Table 352 reveals, the relative
distribution in 1990 was similar to what it was over four
decades ago.

The Lorenz Curve

"The degree of income inequality can be seen through a
Lorenz curve as shown in Figure 35-1. Here we
cumulate the “percentage of families” on the horizontal
axis and the “percentage of income” on the vertical
axis. The theoretical possibility of a completely equal
distribution of income is represented by the diagonal
line brown because such a line indicates that any given
percentage of families receives that same percentage
of income. That is, if 20 percent of all families receive 20
percent of total income, 40 percent receive 40 percent,
60 percent receive 60 percent, and so on, all these
points will fall on the diagonal line.

By plotting the 1990 data from Table 35-2 we locate
the Lorenz curve to visualize the actual distribution of

income. Observe that the bottom 20 percent of all fami-

lies received about 4.6 percent of the income as shown
by point a; the bottom 40 percent received 15.4 percent
(=4.6 + 10.8) as shown by point b; and so forth. The
orange area, determined by the extent to which the
resulting Lorenz curve sags away from the line of per-
fect equality, indicates the degree of income inequality.
The larger this area or gap, the greater the degree of
income inequality. If the actual income distribution
were perfectly equal, the Lorenz curve and the diago-
nal would coincide and the gap would disappear.

At the opposite extreme is the situation of com-
plete inequality where 1 percent of families have 100
percent of the income and the rest have none. In this

FIGURE 35-1 The Lorenz curve

The Lorenz curve Is a co of vi g the
degree of income inequality. Specmcally, the orange area
between the line of perfect equality and the Lorenz curve
reflects the degree of income Inequallly
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case the Lorenz curve would coincide with the horizon-
tal and right vertical axes of the graph, forming a right
angle at point f as indicated by the heavy black lines.
This extreme degree of inequality would be indicated
by the entire area southeast of the diagonal.

The Lorenz curve can be used to contrast the dis-
tribution of income at different points in time, among
different groups (for example, blacks and whites), be-
fore and after taxes and transfer payments are taken
into account, or among different countries. As previ-
ously observed, the data in Table 35-2 tell us that the
Lorenz curve shifted slightly toward the diagonal be-
tween 1947 and 1969 and then back away from the
diagonal between 1969 and 1990. Comparisons with
other nations suggest that the distribution of income in
the United States is quite similar to those in most other
industrially advanced countries.

ALTERNATIVE
INTERPRETATIONS

There has been controversy in recent years as to
whether the Bureau of Census data of Tables 35-1 and
352 provide an accurate portrayal of the degree of in-
come inequality. Some scholars feel that the yearly
census figures are inadequate. To understand the na-
ture of these alleged deficiencies, we must first review
these data. The census figures of Tables 35-1 and 352
show the distribution of nominal income and include
not only wages, salaries, dividends, and interest, but
also all cash transfer payments such as social security
and unemployment compensation benefits. The data
are before taxes and therefore do not account for the
effects of personal income and payroll (social security)
taxes which are levied directly on income receivers.

Two major criticisms of the census data are, first,
that the income concept employed is too narrow, and
second, that the income accounting period of one year
is too short.

Broadened Income Concept

Edgar K. Browning! has made several adjustments in
the Census Bureau data, resulting in a quite different
picture of income distribution. Among other adjust-
ments, Browning estimates the market value and dis-

'Edgar K. Browning, “The Trend Toward Equality in the Distribu-
tion of Net Income,” Southern Economic Journal, July 1976, pp. 912
923; and Browning, “How Much More Equality Can We Afford?”
The Public Interest, Spring 1976, pp. 90-110.
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tribution of in-kind transfers, that is, transfers of goods
and services under such programs as Medicare, Med-
icaid, housing subsidies, and food stamps. Similarly, he
takes into account the value and distribution of govern-
mentally provided education. Next, he adds capital
gains such as increases in the value of stocks, bonds,
and real estate. Finally, he subtracts the amounts fami-
lies pay as Federal personal income and payroll taxes.
The picture which emerges from these adjustments
not only is amuch more equal distribution of income in
each year, but it also indicates a trend toward greater
equality over time. The movement toward greater
equality is primarily a reflection of the rapid growth of
in-kind transfers in the past twenty years or so.

It should be noted that Browning has been criti-
cized for overadjusting the census data and thereby
concluding that there is greater income equality than
actually exists. Indeed, our point is that income distri-
bution data are subject to many interpretations. In this
regard, a recent study by the Census Bureau has con-
firmed that a broader definition of income translates
into reduced inequality in the distribution of income.
The Census Bureau has found, however, that its
broader income concept tightens the “official” income
distribution by only 4 percent.?

Lifetime Income

Another objection to the census data is that they por-
tray the distribution of income in a single year and
thereby conceal the possibility that the lifetime earn-
ings of families might be more equal. If Ben earns
$1000 in year 1 and $100,000 in year 2, while Holly
earns $100,000in year 1 and only $1000in year 2, do we
have income inequality? The answer depends on the
period of measurement. Annual data would reveal
great income inequality; but for the two-year period we
have complete equality.

This is important because there is evidence to sug-
gest that there is considerable “churning around” in
the distribution of income over time. In fact, most in-
come receivers follow an age-earnings profile where
their income starts at relatively low levels, reaches a
peak during middle age, and then declines. A glance
back at Figure 289 reveals this general pattern. It fol-
lows that, even if people received the same stream of
income over their lifetimes, considerable income in-
equality would still exist in any given year because of
2Bureau of the Census, Measuring the Effect of Benefits and Taxes on

Income and Poverty: 1990, Current Population Report, Series P-60,
No. 176, 1991, p. 11.
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‘e differences. In any year the young and old would
cceive low incomes while the middle-aged received
high incomes. This would occur despite complete
(uality of lifetime incomes.
Morton Paglin® has adjusted the quintile data of
lable 35-2 for age differences. He found that (1) there
: greater income equality when the time factor is taken
nto account and (2) there was a trend toward greater
ncome equality during the period studied: 1947-1972.
the latter conclusion is attributed to the expansion of
ostsecondary education.

yOVERNMENT AND
EDISTRIBUTION

)ie-of the basic functions of government is to redis-
ribute income. As Figure 35-2 and the accompanying
able reveal, the distribution of household income be-
nre taxes and transfers are taken into account is sub-
tantially less equal than the distribution affer taxes and
‘ransfers are included.® Government’s tax system and
ransfer programs do reduce significantly the degree of
nequality in the distribution of income. Most of the re-
luction in income inequality—roughly 80 percent of
I-—is attributable to transfer payments. Recall from
‘hapter 32 that our tax system (Federal, state, and
local taxes combined) is not highly progressive and,
"ience, the before-tax and after-tax distributions of in-
ome do not differ greatly. But transfers are vital in
ontributing to greater income equality. More specifi-
ally, government transfer payments account for over

5 percent of the income of the lowest quintile and have -

learly been the most important means of alleviating
noverty in the United States.

'NCOME INEQUALITY: CAUSES

'Vhy does the United States have the degree of income
mequality evidenced in Tables 35-1 and 35-2? In gen-
ral, we note that the market system is an impersonal
mechanism. It has no conscience, and does not cater to

Morton Paglin, “The Measurement and Trend of Inequality: A

Ilasic Revision,” American Economic Review, September 1975, pp.
98-609.

Ihe “before” data in this table differ from the data of Table 35-2
"ecause the latter includes cash transfers. Also, the data in Table
152 are for families (a group of two persons or more related by birth,
narriage, or adoption and residing together), whereas the data in
Iigure 352 are for all households (one or more persons occupying a
housing unit). Finally, the data in Figure 352 are based on a broader
oncept of income than the data in Table 35-2.

ethical standards concerning what is an “equitable,” or
“just,” distribution of income. In fact, the basically indi-
vidualistic environment of the capitalist economy is
very permissive of a high degree of income inequality.
Factors contributing to income inequality include:

1 Ability Differences People have different mental,
physical, and esthetic talents. Some have inherited the
exceptional mental qualities essential to entering the
high-paying fields of medicine, dentistry, and law. Oth-
ers, rated as “dull normals” or “mentally retarded,” are
assigned to the most menial and low-paying occupa-
tions or are incapable of earning income at all. Some
are blessed with the physical capacity and coordination
to become highly paid professional athletes. A few have
the talent to become great artists or musicians. In brief,
native talents enable some individuals to make contri-
butions to total output which command very high in-
comes. Others are in much less fortunate circum-
stances.

2 Education and Training Individuals differ signifi-
cantly in the amounts of education and training they
have obtained and, hence, in their capacities to earn
income, In part, these differences are a matter of volun-
tary choice. Smith chooses to enter the labor force
upon high school graduation, while Jones decides to
attend college. On the other hand, such differences
may be involuntary: Smith’s family may simply be un-
able to finance a college education.

3 Tastes and Risks Incomes differ because of dif-
ferences in “job tastes.” Those willing to take arduous,
unpleasant jobs—for example, underground mining
and garbage collecting—and to work long hours with
great intensity will tend to earn more. Some people
boost their incomes by “moonlighting,” that is, by hold-
ing two jobs. Individuals also differ in their willingness
to assume risk. We refer here not only to the steeple-
jack and prize fighter but to the entrepreneur who as-
sumes risk. Though most fail, the fortunate few who
gamble successfully on the introduction of a new prod-
uct or service may realize very substantial incomes.

4 Discrimination Simple supply and demand analy-
sis suggests how discrimination—in this case labor
market discrimination—generates income inequality.
Suppose that gender discrimination restricts women
to such occupations as secretaries, nurses, and
teachers—once considered strictly “female” jobs. This
means that the supplies of female workers will be great
relative to demand in these few occupations so that
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Percent of income received, 1990

After taxes
and transfers

Quintile Before taxes
and transfers

’Lowesl 20 percent 1.1 5.1
:Second 20 percent 7.9 1.1
{Third 20 percent 15.5 16.5
fFourth 20 percent 24.7 23.8
;HIghest 20 percent 50.7 43.5

Source: Bureau of the Census, Measuring the Effect of Benefits
and Taxes on Income and Poverty: 1990, Current Population
Report, Series P-60, No. 176-RD, 1991, p. 5. The data include all
money income from private sources, including realized capital
gains and employer-provided health insurance. The “after taxes
and transfers” data include the value of noncash transfers as well
as cash transfers.

FIGURE 35-2 The impact of government taxes and transfers on income in-

equality

The distribution of personal income is significantly more equal after taxes and transfer pay-
ments are taken into account. Transfers account for most of the lessening of inequality and
provide most of the income received by the lowest quintile of families.

wages and incomes will be low. Conversely, discrimi-
nation means males do not have to compete with
women in “male” occupations (carpenters, pilots, ac-
countants). This means supply is artificially limited rel-
ative to demand in these occupations, with the result
that wages and incomes are high.

5 Property Ownership Ownership of property re-
sources and receipt of property incomes are very un-
equal. The vast majority of households own little or no
property resources, while the remaining few supply
very great quantities of machinery, real estate, farm-
land, and so forth. A government study shows that in
1983 the top 10 percent of income receivers in the
United States (those with annual incomes of $50,000 or
more) owned 72 percent of all stocks, 86 percent of all
tax-free bonds, 70 percent of all taxable bonds, and 50
percent of all real estate. The top 2 percent of American
income receivers (with annual incomes of $100,000 or
more) owned 50 percent of all stocks, 71 percent of all
tax-free bonds, 39 percent of all taxable bonds, and 20
percent of all real estate.® Similarly, an IRS study for

5Survey of Consumer Finances, 1983,” Federal Reserve Bulletin,
September 1984, pp. 679-692. Also see “Financial Characteristics of
High-Income Families,” Federal Reserve Bulletin, March 1986, pp.
163-177.

1986 indicates that nearly 28.5 percent of the nation's
personal wealth is held by the richest 1.6 percent of its
adults. Asset holdings are much more highly concen-
trated than are family incomes. Basically, property in-
comes account for the position of those households at
the very pinnacle of the income pyramid. The right of
inheritance and the fact that “wealth begets wealth”
reinforce the role played by unequal ownership of
property resources in determining income inequality.

6 Market Power Ability to “rig the market” on one's
own behalf is undoubtedly a major factor in accounting
for income inequality. Certain unions and professional
groups have adopted policies limiting the supplies of
their productive services, thereby boosting the in-
comes of those “on the inside.” Legislation which pro-
vides for occupational licensing for barbers, beauti-
cians, taxi drivers, and so forth, can also exert market
power favoring the licensed group. The same holds
true in the product market; profit receivers in particular
stand to benefit when their firm develops some degree
of monopoly power.

7 Luck, Connections, and Misfortune There are
other important forces which play a part in explaining
income inequality. Luck, chance, and “being in the
right place at the right time” have all caused individuals
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{0 stumble into fortunes. Discovering oil on a run-down
farm or meeting the right press agent have accounted
for some high incomes. Nor can personal contacts and
political influence be discounted as means of attaining
(he higher income brackets. On the other hand, eco-
nomic misfortunes such as prolonged illness, serious
accident, death of the family breadwinner, and unem-
ployment may plunge a family into poverty. The bur-
dlen of such misfortunes is borne very unevenly by the
population and hence contributes to the degree of in-
come inequality.

ROUICK REVIEW 35-1 |
+ Income Inequality has increased in the last de-
cade; currently the top fifth of all families receive
almost 45 percent of before-tax income and the bot-
tom fifth receive under 5 percent.

¢ The Lorenz curve portrays income inequality
graphically.

¢+  Broadening the ir pt and recogni-
tion of “churning” within the income distribution
over time both lessen perceived income inequality.
4 Government taxes and transfer payments sig-
nificantly reduce income inequality.

4 Differences In ability, education, job tastes,
property ownership, and market power—along with
discg[m[qq(lgn and luck—help explain income in-
equality.

EQUALITY VERSUS EFFICIENCY

The critical policy issue concerning income inequality
is: What is the optimal amount? While there isno gen-
erally accepted answer to this question, much can be
learned by exploring the cases for and against greater
equality.

The Case for Equality:
Maximizing Utility

The basic argument for an equal distribution of income is
that income equality is necessary if consumer satisfaction
or utility is to be maximized. The rationale for this argu-
ment is shown in Figure 35-3 where it is assumed that
the money incomes of two individuals, Anderson and
Brooks, are subject to diminishing marginal utility
(Chapter 21). In any time period income receivers

spend the first dollars received on those products they
value most, that is, on products whose marginal utility
is high. As their most pressing wants become satisfied,
consumers then will spend additional dollars of income
on less important, lower marginal utility, goods. The
identical diminishing “marginal utility from income”
curves reflect the assumption that Anderson and
Brooks have the same capacity to derive utility from
income.

Now suppose there is $10,000 worth of income
(output) to be distributed between Anderson and
Brooks. The best or optimal distribution would be an
equal distribution which causes the marginal utility of
the last dollar to be the same for both persons. We can
prove this by demonstrating that, for an initially un-
equal distribution of income, the combined total utility
of two individuals can be increased by moving toward
equality.

For example, suppose that initially the $10,000 of
income is distributed unequally so that Anderson gets
only $2500 and Brooks receives $7500. The marginal
utility from the last dollar received by Anderson is high
(0a) and the marginal utility from Brooks’ last dollar of
income is low (0b). Clearly, redistribution of a dollar’s
worth of income from Brooks to Anderson—that is,
toward greater equality—would increase (by 0a — 0b)
the combined total utility of the two consumers. Ander-
son’s utility gain (the dark gray area in Figure 35-3a)
exceeds Brooks’ loss (the light red area in Figure 35-
3b). This will continue to be so until income is equally
distributed with each person receiving $5000. At this
point the marginal utility of the last dollar is identical
for Anderson and Brooks (0a’ = 0b’) and further redis-
tribution cannot increase total utility.

The Case for Inequality:
Incentives and Efficiency

Although the logic of the argument for equality is
sound, critics attack its fundamental assumption that
there exists some fixed amount of income to be distrib-
uted. Critics of income equality argue that the way in
which inéome is distributed is an important determinant
of the amount of income produced and available for dis-
tribution.

Suppose in Figure 35-3 that Anderson earns $2500
and Brooks earns $7500. In moving toward equality,
society (government) must tax away some of Brooks’
income and transfer it to Anderson. This tax-transfer
process will diminish the income rewards of high-
income Brooks and raise the income rewards of low-

Marginal utility

Marginal utility
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FIGURE 35-3 The utility-maximizing distribution of a given income

Proponents of income equality argue that, given identical “marginal utility f "
curves, Anderson and Brooks will maximize their combined ullll(s; when anyy ;T\::r:r::::‘n‘:e
(say, $10,000) is equally distributed. If income Is unequally distributed ($2500 to Anderson
and $7500 to Brooks), the marginal utility derived from the last dollar will be greater for
Anderson (0a) than for Brooks (0b) and, hence, a redistribution toward equality will result in
anetincrease in total utility. The utility gain shown by the dark gray area in panel (a) exceeds
the utility loss Indicated by the light red area in panel (b). When equality is achieved, the
ma!'glnnlrulllny derived from the last dollar of income will be equal for both consur,ners
(02’ = 0b’') and, therefore, there is no further redistribution of income which will increase

total utility.

income Anderson and in so doing reduce the incen-
tives of both to earn high incomes. Why should Brooks
work hard, save and invest, or undertake entrepreneur-
ial risks, when the rewards from such activities will be
reduced by taxation? And why should Anderson be
motivated to increase his income through market activ-

- ities when government stands ready to transfer income

to him?

In the extreme, imagine a situation in which gov-
ernment levies a 100 percent tax on income and distrib-
utes the tax revenue equally to its citizenry. Why work
hard? Indeed, why work at all? Why assume business
risks? Why save—thatis, forgo current consumption—
to invest? The economic incentives to “get ahead” will
have been removed and the productive efficiency of the
economy—and the amount of income to be distrib-
uted—will diminish. The way the income pie is distrib-
uted affects the size of that pie! The basic argument for
income inequality is that it is essential to maintain incen-
tives to produce output and income.

The Equality-Efficiency Tradeoff®

The essence of the income (in)equality debate is that
there exists a fundamental tradeoff between equality
and efficiency.

The contrasts among American families in living
standards and in material wealth reflect a system of
rewards and penalties that is intended to encourage
effort and channel it into socially productive activity.
To the extent that the system succeeds, it generates
an efficient economy. But that pursuit of efficiency
necessarily creates inequalities. And hence society
faces a tradeoff between equality and efficiency.’

.'Ihl.ls _the problem for a society inclined toward
egalitarianism is how to achieve a given redistribution

“This section is based on Arthur M. Okun, Equalif i
' ) : , Equality and Efficiency:
gl;s)l;?lg Tradeoff (Washington, D.C.: The Brookings Insﬁtuli(z,

“Ibid., p. 1.
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of income so as to minimize the adverse effects on eco-
nomic efficiency. Consider this leaky-bucket analogy.
Assume society agrees to shift income from the rich to
the poor. But the money must be transferred from af-
fluent to indigent in a leaky bucket. The leak repre-
sents an efficiency loss—the loss of output and in-
come—due to the harmful effects of the tax-transfer
process on incentives to work, to save and invest, and
to accept entrepreneurial risk. It also reflects the fact
that resources must be diverted to the bureaucracies
which administer the tax-transfer system.

How much leakage will society accept and con-
tinue to endorse the redistribution? If cutting the in-
come pie in more equal slices tends to shrink the pie,
what amount of shrinkage will society tolerate? Isa loss
of one cent on each redistributed dollar acceptable?
Five cents? Twenty-five cents? Fifty cents? This is
clearly a basic question which will permeate future po-
litical debates over extensions and contractions of our
income-maintenance programs.

Fueling this debate over the equality—efficiency
tradeoff are studies which suggest that the loss from
the-redistribution bucket may be quite high.

Edgar Browning and William Johnson . . . concluded
that the upper-income groups bearing the costs of
the taxes would sacrifice $350 for every $100 that
the poor gained—a net efficiency loss of $250. In
Arthur Okun's terms, the leaks in the redistribution
bucket are enormous—starting out with a bucket of
$350 raised from the nonpoor, $250 is lost on the
way to delivering it to the poor. For several reasons,
critics of this study have found the estimate to be
substantially too high. However, even if cut in half,
this loss would be troublesome. Would our society
be willing to accept a loss of economic efficiency of
$125—or even $100—in order to equalize the distri-
bution of income by transferring $100 to the poor?
The answer is by no means clear.® :

THE DISMAL ECONOMICS OF
POVERTY

Many people are less concerned with the larger ques-
tion of income distribution than they are with the more
specific issue of income inadequacy. Therefore, armed
with some background information on income inequal-
ity, we now turn to the poverty problem. How extensive
is poverty in the United States? What are the character-

fRobert H. Haveman, “New Policy for the New Poverty,” Challenge,
September-October 1988, p. 32.

istics of the poor? And what is the best strategy to take
to lessen poverty?

Defining Poverty

Poverty does not lend itself to precise definition. But, in

general, we might say that a family lives in poverty-.

when its basic needs exceed its available means of sat-
isfying them. A family’s needs have many determi-
nants: its size, its health, the ages of its members, and
so forth. Its means include currently earned income,
transfer payments, past savings, property owned, and
S0 on.

The definitions of poverty developed by concerned
government agencies are based on family size. In 1990
an unattached individual receiving less than $6,652 per
year was living in poverty. For a family of four the pov-
erty line was $13,359. For a family of six, it was $17,839.
Applying these definitions to income data for the
United States, it is found that about 13.5 percent of the
nation—some 33.6 million people—lives in poverty.

who Are the Poor?

Unfortunately for purposes of public policy, the poor
are heterogeneous; they can be found in all geographic
regions, they are whites and nonwhites, they include
large numbers of both rural and urban people, they are
both old and young. Yet, as Table 35-3 clearly indicates,
poverty is far from randomly distributed. While the
total poverty rate —the percentage of the population
living in poverty—was 13.5 percent for the entire popu-
lation, blacks and Hispanics bore a disproportionate
share compared to whites. On the other hand, thanks
to a generous social security system, the incidence of
poverty among the elderly is less than that for the pop-
ulation as a whole.

TABLE 35-3 The distribution of poverty, 1990
Percent in poverty

Population group

Total population 135
Whites'_ . 10.7
Blacks 31.9
Hispanics 28.1
Families headed by women 334
Children under 18 20.6
Elderly (65 or older) 109

Source: Bureau of the Census, Money Income and Poverty Status in the
United States: 1990, Current Population Reports, series P-60, no. 175,
1991.

The incidence of poverty is extremely high among
female-headed families and a full one-fifth of all chil-
dren under 18 years of age live in poverty. The poverty
rate among black children was 45 percent in 1990.

The high poverty rates for children are especially
disturbing because in a very real sense poverty breeds
poverty. Poor children are at greater risk for a range of
long-term problems, including poor health and inade-
quate education, crime, drugs, and teenage pregnancy.
Many of today’s impoverished children will reach
adulthood unhealthy, illiterate, and unemployable. The
increased concentration of poverty among children
bodes poorly for reducing poverty in the near future. It
also implies problems for increasing the future produc-
tivity of the labor force because poor children receive
less and generally inferior education.

Recalling our previous comments on movement or
“churning” within the income distribution, we know

that there is considerable movement in and out of pov-

erty. Just over half of those who are in poverty one year
will remain below the poverty line the next year. On the
other hand, poverty is much more persistent for some
groups, in particular black families and families headed
by women.

Poverty Trends

Not revealed in Table 353 is the fact that the percent-
age of the population living in poverty was higher in
1990 than it was a decade or so ago. This disturbing
reality is revealed in Figure 354, which traces out the
percentage of people in poverty—or the poverty rate—
for each year since 1960. Observe that the poverty rate
fell significantly between 1960 and 1968, remained rela-
tively unchanged from 1969-1978, and then increased
sharply during the early 1980s. This recent increase in
the poverty rate resulted from sluggish economic
growth, high unemployment rates, and lower real lev-
els of transfer payments. Beginning in 1984, the pov-
erty rate gradually declined as the economy vigorously
expanded toward full employment. As has been ob-
served, the poverty rate in 1990 was 13.5 percent.
We need to add a qualification: Although the in-
come levels used to compute the poverty rates shown
in Figure 354 include cash transfer payments, they do
not include the monetary value of such noncash trans-
fers as medical care, housing assistance, and food
stamps the poor receive. These noncash transfers are
similar to income in that they enable the poor to pur-
chase needed goods and services. Recently, the Cen-
sus Bureau began estimating an alternative poverty
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FIGURE 35-4 The U.S. poverty rate, 1960—1990

The per ge of the population living in poverty fell dra-
matically between 1960 and 1968, remained relatively con-
stant for the next decade, and then climbed b 1978
and 1983. Beginning in 1984, the poverty rate once again
began to decline but remained higher in 1990 than it was in
the 1970s. Poverty rates for blacks have persistently ex-
ceeded those for whites.

rate which includes the value of noncash transfers. The
poverty rate for 1990 was 9.8 percent using this ex-
panded definition of income. But, irrespective of defini-
tions of income, the basic point remains: poverty con-
tinues to be a persistent and difficult problem.

A “Black Underclass'?

Some observers contend that the city ghettos are
spawning a “black underclass” which is trapped in a
permanent cycle of poverty, broken homes, welfare,
and, frequently, drugs and crime. Relevant statistics
are alarming: 1 out of 2 black youths lives in poverty; 1
out of 2 black youths grows up without a father; nearly
40 percent of black teenagers are unemployed; 1 out of
4 births is to a teenager; more than 80 percent of chil-
dren born to black teenagers are illegitimate; and 1 of
every 21 young black men is a homicide victim.

It is argued that in the social and economic isola-
tion of the urban ghetto a new culture—a culture of
poverty and dependency—has evolved where atti-
tudes, values, and morality are substantially different
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from those of mainstream America. Welfare programs
—Aid to Families with Dependent Children (AFDC),
food stamps, housing subsidies, and the rest—have
allegedly undermined incentives to work and have cre-
ated welfare-dependent families. Furthermore, the his-
torical exodus from the central city of middleclass
blacks has left drug dealers, prostitutes, hustlers, and
smalltime criminals as role models for youngsters.
Low-quality schools grossly underprepare minority
youth for the job market, while a lenient and overbur-
dened legal system increases the attractiveness of
crime as an alternative to work.

At the level of policy, the black underclass view
asserts that, although there has been a significant dimi-
nution in discrimination over the past several decades
and although hundreds of billions have been expended
on antipoverty programs, the poverty problem persists.
The implication is that the responsibility for poverty
rests largely on the poor themselves and that self-help
is essential to the alleviation of poverty.

Critics of the black underclass view contend that it
is a simplistic and callous position which incorrectly
implies that the blame for poverty rests with its victims
and not with larger social and economic considera-
tions. Critics of the underclass view also contend that
centrakcity poverty is heterogeneous and has a multi-
tude of causes. What is needed is a far-reaching effort
to eliminate racial segregation in housing and school-
ing, compensatory training and education, more acces-
sible job opportunities, and an income maintenance
program which does not discourage work.

The “Invisible” Poor

These facts and figures on the extent and character of
poverty may be difficult to accept. After all, ours is an
affluent society. How does one square the depressing
statistics on poverty with everyday observations of
abundance? The answer lies mainly in the fact that
much American poverty is hidden; it is largely invisible.

There are three major reasons for this invisibility.
First, a sizable proportion of the people in the poverty
pool change from year to year. Research has shown
that as many as one-half of those in poverty are poor for
only one or two years before successfully climbing out
of poverty.® Hence, many of these people are not visible
to us as being permanently downtrodden and needy.
Second, the “permanently poor” are increasingly iso-

“Greg J. Duncan, Years of Poverty, Years of Plenty (Ann Arbor, Mich.:
University of Michigan Press, 1984).

lated. Poverty persists in the slums and ghettos of large
cities and is not readily visible from the freeway or
commuter train. Similarly, rural poverty and the chron-
ically depressed areas of Appalachia, the South, and
the Southwest are also off the beaten path. Third, and
perhaps most important,

The poor are politically invisible. . . . [They| do not,
by far and large, belong to unions, to fraternal orga-
nizations, or to political parties. They are without
lobbies of their own; they put forward no legislative
program. As a group they are atomized. They have
no face; they have no voice.'®

Indeed, the American poor have been labeled “the
world’s least revolutionary proletariat.”

THE INCOME MAINTENANCE
SYSTEM

The existence of a wide variety of income-maintenance
programs (Table 354) is evidence that alleviation of
poverty has been accepted as a legitimate goal of public
policy. Despite cutbacks in many programs in recent
years, income-maintenance programs involve substan-
tial monetary outlays and large numbers of beneficiar-
ies. Total spending for income maintenance has ex-
panded from about 4 percent of domestic production in
1940 to about 13 percent currently.

Our income-maintenance system consists of two
kinds of programs: (1) social insurance programs and
(2) public assistance or “welfare” programs.

Social Insurance Programs

Soctal insurance programs partially replace earnings
lost due to retirement and temporary unemployment.
“Social security” (technically Old Age, Survivors, and
Disability Health Insurance or OASDHI), unemploy-
ment compensation, and Medicare are the main social
insurance programs. Benefits are viewed as earned
rights and do not carry the stigma of public charity.
These programs are financed primarily out of Federal
payroll taxes.

OASDHI and Medicare OASDHI is a gigantic social
insurance program financed by compulsory payroll
taxes levied upon both employers and employees. Ge-

Michael Harrington, The Other America: Poverty in the United
States, rev. ed. (New York: The Macmillan Company, 1970), p. 14.
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TABLE 35-4 Characteristics of major income-maintenance programs

Fiscal 1990

Expen-
ditures*
(billions  Benefi-
Basis of of ciaries
Program eligibility Source of funds Form of aid dollars) (millions)
Social Insurance Programs
Qld Age, Survivors, Age, disability, Federal payroll Cash $248 40
and Disability or death of par- taxes on em-
Health Insurance ent or spouse; ployers and
(OASDHI) individual employees
earnings
Medicare Age or disability Federal payroll tax Subsidized 98 34
on employers health in-
and employees surance
Unemployment Unemployment State and Federal Cash 7 14
compensation payroll taxes on
employers
Public Assistance Programs
Supplemental Security Age or disability; Federal revenues Cash 6 5
Income (SSI) income
Aid to Families Certain families Federal-state- Cash and 18 12
with Dependent with children; local revenues services
Children (AFDC) income
Food stamps Income Federal revenues Vouchers 14 20
Medicaid Persons eligible Federal-state- Subsidized 55 24
for AFDC or local revenues medical
SSI and medi- services
cally indigent

“Expenditures by Federal, state, and local governments; excludes administrative expenses.
Source: Social Security Bulletin, September 1991, and Statistical Abstract of the United States, 1991.

nerically known as “social security,” the program re-
places earnings lost because of a worker’s retirement,
disability, or death. A payroll tax of 7.65 percent is lev-
ied on both worker and employer and applies to the
first $55,500 of wage income. Workers may retire at 65
with full benefits or at 62 with reduced benefits. When
the worker dies, benefits accrue to the survivors. Spe-
cial provisions provide benefits for disabled workers.
Currently, social insurance covers over 90 percent of all
employed persons in the United States. In 1989 some
40 million people received OASDHI checks averaging
about $600 per month.

Medicare was appended to OASDHI in 1965. The
hospital insurance it provides for the elderly and dis-
abled is financed out of the payroll tax. Medicare also
makes available a low-cost voluntary insurance pro-
gram which helps pay doctor fees.

Unemploy t Comp tion All fifty states spon-
sor unemployment insurance programs. Unemploy-

ment compensation is financed by a modest payroll
tax which varies by state and according to each firm'’s
employment history. Any insured worker who be-
comes unemployed can, after a short waiting period
(usually a week), become eligible for benefit payments.
Almost 90 percent of all civilian workers are covered by
the program. Size of payments and the number of
weeks they may be received vary considerably from
state to state. Generally speaking, benefits approximate
one-half of a worker's after-tax wages up to a certain
maximum payment. Benefits averaged $152 weekly in
1990. The number of beneficiaries and the level of total
disbursements vary greatly over the business cycle.

Public Assistance Programs

Public assistance, or welfare, programs provide benefits
for those who are unable to earn income because of
permanent handicaps or dependent children. These
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programs are financed out of general tax revenues and
are regarded as public charity. Individuals and families
must demonstrate low incomes in order to qualify for
aid. The Federal government finances about two-thirds
of the welfare program expenditures.

Many needy persons who do not qualify for social
insurance programs are assisted through other pro-
grams. Beginning in 1972 Federal grants to states for
public assistance to the aged, the blind, and the dis-
abled were terminated and a new Federally financed
and administered Supplemental Security Income
(SSI) program was created. The purpose of SSI is to
establish a uniform, nationwide minimum income for
these three categories of people who are unable to
work. Over half the states provide additional income
supplements to the aged, blind, and disabled.

The Aid to Families with Dependent Children
(AFDC) program is state-administered, but partly fi-
nanced with Federal grants. The program provides aid
to families in which dependent children do not have the
financial support of a parent, usually the father, be-
cause of death, disability, divorce, or desertion.

The food stamp program is designed to provide
all low-income Americans with a “nutritionally ade-
quate diet.” Under the program eligible households
receive monthly allotments of coupons which are re-
deemable for food. The amount of food stamps re-
ceived varies inversely with a family’s earned income.

Medicaid helps finance medical expenses of indi-
viduals participating in both the SSI and the AFDC pro-
grams.

QUICK REVIEW 35-2

¢ The fundamental argument for income equality
is that it maximizes consumer utility; the basic argu-
ment for income Inequality is that it is necessary to
stimulate economic incentives.

¢ By government standards almost 34 million
people or 13.5 percent of the population live in pov-
erty.

¢  Our income maintenance system comprises
both social insurance programs and public assis-
tance (“welfare”’) programs.

“The Welfare Mess”

There is no doubt that the income maintainence
system—not to mention local relief, housing subsidies,
minimum-wage legislation, veterans’ benefits, private

transfers through charities, pensions, and supplemen-
tary unemployment benefits—provides important
means of alleviating poverty. On the other hand, the
system has been subject to many criticisms in recent
years.

1 Administrative Inefficiencies Critics charge that
the willy-nilly growth of our welfare programs has cre-
ated a clumsy and inefficient system, characterized by
red tape and dependent on a huge bureaucracy for its
administration. Administrative costs account for rela-
tively large portions of the total budget of many pro-
grams.
The amount necessary to lift every man, woman, and
child in America above the poverty line has been cal-
culated, and it is one-third of what is in fact spent on
poverty programs. Clearly, much of the transfer ends
up in the pockets of highly paid administrators, con-
sultants, and staff as well as higher income recipi-
ents of benefits from programs advertised as anti-
poverty efforts.,!

2 Inequities  Serious inequities arise in welfare pro-

grams in that people with similar needs may be treated

very differently.
Benefit levels vary widely among States and among
different demographic and family groups. Geo-
graphic differentials arise primarily because benefits
under the two major public assistance programs—
AFDC and Medicaid—are essentially controlled by
the States. As a result, sharp disparities in benefit
levels exist between the poorer, rural States and the
wealthier, more urban areas. . . . ? :

A family in New York City might receive welfare bene-
fits two times as great as the same family in Mississippi.
Furthermore, control of the system is fragmented and
some low-income families “fall between the cracks”
while other families collect benefits to which they are
not entitled.

3 Work Incentives A major criticism is that most of
our income-maintenance programs impair incentives
to work. This is because all welfare programs are con-
structed so that a dollar’s worth of earned income
yields less than a dollar of net income. As earned in-
come increases, program benefits are reduced. An in-

"Thomas Sowell, Markets and Minorities (New York: Basic Books,
Inc., Publishers, 1981), p. 122.

2Economic Report of the President, 1978, pp. 225-226.

dividual or family participating in several welfare pro-
grams may find that, when the loss of program benefits
and the effect of payroll taxes on earnings are taken
into account, the individual or family is absolutely
worse off by working. In effect, the marginal tax rate on
earned income exceeds 100 percent!

There are other criticisms. Noncash transfers in-
terfere with freedom of consumer choice. Public assis-
tance programs sap initiative and encourage depend-
ency. AFDC regulations in some states promote family
breakup by encouraging unemployed fathers to aban-
don their families so the spouse and children can qual
ify for benefits. AFDC benefits subsidize birth outside
of marriage; nearly one-half of the mothers in the
AFDC program have illegitimate children. Various wel-
fare programs foster social divisiveness between work-
ers and welfare recipients. For example, working
mothers with small children may wonder out loud why
poor mothers receiving AFDC should not also work for
their money.

REFORM PROPOSALS

These criticisms have led to calls to reform the public
assistance system. Although reform proposals have
taken numerous forms, two broad approaches have
dominated: negative income tax schemes and “work-
fare” plans.

Negative Income Tax

One contention is that the entire patchwork of existing
welfare programs should be replaced by a negative
income tax (NIT). The term NIT suggests that, just as
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the present (positive) income tax calls for families to
“subsidize” the government through taxes when their
incomes rise above a certain level, the government
should subsidize households with NIT payments when
household incomes fall below a certain level.

Comparing Plans  Let's examine the two critical ele-
ments of any NIT plan. First, a NIT plan specifies a
guaranteed annual income below which family in-
comes would not be allowed to fall. Second, the plan
embodies a benefit-loss rate which indicates the rate
at which subsidy benefits are reduced or “lost” as a
consequence of earned income. Consider Plan One of
the three plans shown in Table 35-5. In Plan One guar-
anteed annual income is assumed to be $8000 and the
benefit-loss rate is 50 percent. If the family earns no
income, it will receive a NIT subsidy of $8000. If it earns
$4000, it will lose $2000 ($4000 of earnings times the 50
percent benefitloss rate) of subsidy benefits and total
income will be $10,000 (=$4000 of earnings plus $6000
of subsidy). If $8000 is earned, the subsidy will fall to
$4000, and so on. Note that at $16,000 the NIT subsidy
becomes zero. The level of earned income at which the
subsidy disappears and at which normal (positive) in-
come taxes apply to further increases in earned income
is called the break-even income.

One might criticize Plan One on the grounds thata
50 percent benefit-loss rate is too high and therefore
does not provide sufficient incentives to work. Hence,
in Plan Two the $8000 guaranteed income is retained,
but the benefit-loss rate is reduced to 25 percent. How-
ever, note that the break-even level of income increases
to $32,000 and many more families would now qualify
for NIT subsidies. Furthermore, a family with any
given earned income will now receive a larger NIT sub-

TABLE 35-5 The negative income tax: three plans (hypothetical data for a family of four)

Plan One ($8000
guaranteed income
and 50% benefit-

Plan Two ($8000
guaranteed income
and 25% benefit-

Plan Three ($12,000
guaranteed income
and 50% benefit-

loss rate) loss rate) loss rate)
Earned NIT Total Earned NIT Total Earned NIT Total
i bsid] il i bsidy i income subsidy income
$ 0 $8,000 $ 8,000 $ 0 $8,000 $ 8,000 S 0 $12,000 $12,000
4,000 6,000 - 10,000 8,000 6,000 14,000 8,000 8,000 16,000
8,000 4,000 12,000 16,000 4,000 20,000 16,000 4,000 20,000
12,000 2,000 14,000 24,000 2,000 26,000 24,000 0 24,000
16,000* [] 16,000 32,000* 0 32,000
break income. D by dividing the guaranteed income by the benefit-loss rate.
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sidy. For both of these reasons, a reduction of the ben-
efit-loss rate to enhance work incentives will raise the
cost of a NIT plan.

Examining Plans One and Two, still another critic
might argue that the guaranteed annual income is too
low in that it does not get families out of poverty. Plan
Three raises the guaranteed annual income to $12,000
and retains the 50 percent benefit-loss rate of Plan One.
While Plan Three does a better job of raising the in-
comes of the poor, it too yields a higher break-even
income than Plan One and would therefore be more
costly. Furthermore, if the $12,000 income guarantee
of Plan Three were coupled with Plan Two's 25 percent
benefitloss rate to strengthen work incentives, the

—break-even income level would shoot up to $48,000and

add even more to NIT costs.®

GoalsandConflicts Bycomparingthesethreeplans
we find that there are conflicts or tradeoffs among the
goals of an “ideal” income-maintenance plan. First, a
plan should be effective in getting families out of pov-
erty. Second, it should provide adequate incentives to
work. Third, the plan’s costs should be reasonable.
Table 355 tells us that these three objectives conflict
with one another and that compromises or tradeoffs
are necessary.

Plan One, with a low guaranteed income and a
high benefitloss rate, keeps costs down. But the low-
income guarantee means it is not very effective in elimi-
nating poverty and the high benefit-loss rate weakens
work incentives. In comparison, Plan Two has a lower
benefitloss rate and therefore stronger work incen-
tives. But it is more costly because it involves a higher
break-even income and therefore pays benefits to more
families.

Compared to Plan One, Plan Three entails a
higher guaranteed income and is clearly more effective
in eliminating poverty. While work incentives are the
same as with Plan One, the higher guaranteed income
makes the plan more costly. The problem is to find the
magic numbers which will provide a “decent” guaran-
teed income, maintain “reasonable” incentives to work,
and entail “acceptable” costs. While abolishing most of
our current public assistance programs in favor of the
NIT might be an improvement, the NIT is fraught with
internal tradeoffs and should not be regarded as a pana-

13You may have sensed the generalization that, given the guaran-
teed income, the break-even level of income varies inversely with the
benefit-loss rate. Specifically, the break-even income can be found
by dividing the guaranteed income by the benefitloss rate. Hence,
for Plan One, $8000/.50 = $16,000. Can you also demonstrate that,
given the benefitloss rate, the ‘break-even level of income varies
directly with the guaranteed income?

cea. In fact, reform efforts have moved away from the
NIT in recent years.

Workfare Plans

However desirable the establishment of a NIT might
be, political realities are such that piecemeal changes
to the income maintenance system are more likely. In
fact, most critical attention has focused on AFDC, for
several reasons. First, as noted earlier, AFDC may en-
courage family dissolution. Second, it is contended that
the program encourages—or at least subsidizes—
illegitimate births. Third, some critics contend that
AFDCis conducive to a “culture of poverty” where pov-
erty becomes a way of life and is passed from genera-
tion to generation. Also, according to government stud-
ies, many recipients of AFDC receive benefits
fraudulently. Fifth, as more middle-class mothers with
children join the labor force, a consensus is emerging
that poor mothers receiving AFDC should also work
for their incomes.

These criticisms have led to a variety of workfare
proposals—also called “welfare-to-work” plans—
which would alter the AFDC program by providing
work, training, and education activities to help, and
eventually require, welfare recipients to move from
public assistance to employment. People on welfare
who undertake training or enter the labor force would
also receive child care and transportation subsidies. As
an additional aspect of this overall approach, earnings
of absentee parents—whether married or unmarried
—would be taken directly from workers’ paychecks to
pay child support.

Several states have had some success in their ex-
periments with the “welfare-to-work” approach to pov-
erty. The success of these state programs helped gen-
erate support for an overhaul of the AFDC program
nationally. In late 1988 Congress passed and the Presi-
dent signed into law the Family Support Act of
1988, more commonly called the Welfare Reform Act
of 1988. This important act embraces the workfare ap-
proach and includes the following provisions:

1 Each state must establish a Job Opportunities and
Basic Skiils program (JOBS) through which AFDC
parents will be offered basic and remedial education,
literacy classes, job skills training, job readiness activi-
ties, and job placement.

2 States must provide child care and Medicaid cov-
erage for 12 months to welfare families switching from
welfare rolls to employment. The purpose is to reduce
the costs of moving from welfare to work and thus to
lessen the incentives to stay on welfare.

THE CAUSES OF GROWING INCOME
INEQUALITY

Government data indicate that the gap
between rich and poor in the United States has
increased in the past twenty years.

A number of interrelated hypotheses have been put
forth to explain growing income disparity.

1 Industrial Restructuring One possible explana-
tion is that our industrial mix has changed from goods
to services. The service sectors have both lower aver-
age wages and greater wage variation than the goods
sectors. The result is greater income inequality.

2 Import Competition A related explanation is that
more competition from imports in the 1970s and
1980s severely reduced the demand for and employ-
ment of less skilled but highly paid workers in such
industries as automobiles and steel. The decline in
such jobs reduced the average wage for less skilled
workers. It also swelled the ranks of workers in already
low-paying industries, placing further downward pres-
sure on wages in such industries. .

3 Returns to Education The college wage pre-
mium—the eamings advantage enjoyed by college
graduates in comparison to high-school graduates—
rose significantly in the 1980s. This implies a growing
wage gap between more skilled and less skilled work-
ers. The widening premium suggests that the demand
for college graduates may have increased sharply rela-
tive to the demand for less skilled workers, reflecting
the emergence of new high-tech industries such as
computers and biomedicine. There has also been a
dramatic increase in the compensation of chief execu-
tive officers.

4 Demographic Changes The entrance of large
numbers of less experienced and therefore less skilled
“baby boomers” into the labor force in the 1970s and
1980s may have contributed to greater income in-
equality. As large numbers of younger people entered
the labor force, the median age of the average worker
fell. Since younger workers typically earn less than
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older workers, overall income inequality rose. In addi-
tion, the labor force participation of the wives of high-
income husbands increased at a faster rate than for
low-income husbands, adding to family income dis-
party. Finally, the number of unmarried or divorced
women with children—who are very likely to be low
income—has increased greatly.

5§ Taxes and Transfers Legislation in the 1980s
reduced Federal marginal tax rates such that high-
income people are being taxed at rates below the levels
of the 1960s and 1970s. Conversely, welfare benefits
for the poor have either been cut or have not kept pace
with inflation.

Conclusion: The widening of our income distribution is
a complex phenomenon which is not readily explained
in terms of one or two factors.

3 All states must begin offering welfare benefits to
qualified two-parent families when the main wage
earner is unemployed. The purpose of this provision is
to reduce the incidence of family break-up associated
with the AFDC program.

Supporters of the law believe that it can play an
important role in helping end a “culture of welfare” in
which dropping out of school, having a child, and going
on welfare have allegedly become a normal way of life
for part of the welfare population.



Labor-Market
Issues: Unionism,
Discrimination,
and Immigration*

tion?

ln this chapter we examine three important labor market issues: unionism, dis-

crimination, and immigration. Although largely unrelated to each other, each issue

is significant in its own right.
1 Much of the chapter

ists of a detailed look at d labor, collec-

tive bargaining, and the economic effects of unionism. What are the reasons for
the historical growth and the recent decline of unionism? What impact do unions
have on wages, efficiency and productivity, the distribution of earnings, and infla-

2 We next discuss discrimination, its dimensions, and its costs.

3 Finally, we consider the much publicized issue of immigration of foreign
labor to the United States. How many people enter the United States legally and il-
legally each year? What are the economic ramifications of this inflow of people?

BRIEF HISTORY OF AMERICAN
UNIONISM

Some 17 million workers—16 percent of the employed
labor force—now belong to labor unions. Bare statis-
tics, however, may understate the importance of un-
ions. The wage rates, hours, and working conditions of
nonunionized firms and industries are influenced by
those determined in organized industries. Unions are
clearly important economic institutions of American
capitalism.

As we consider how the labor movement evolved
in the United States, we must examine government
policy toward organized labor because labor legislation
and union growth are intimately related. In terms of
national labor policy, the American labor movement
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has gone through three phases: repression (1790 to
1930), encouragement (1930 to 1947), and intervention
(1947 to date). Though the dates are somewhat arbi-
trary, these three phases serve as an excellent guide
for our discussion.

Repression Phase: 1790 to 1930

Labor unio:é have existed in the United States for 200
years. Shoemakers, carpenters, printers, and other
skilled craftsmen formed unions of some permanence
in the early 1790s. As Figure 36-1 indicates, despite this
early start, union growth was relatively slow and spo-

*Instructors may choose to treat the three topics in this chapter
selectively.
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radic until the 1930s. Two factors may account for this
meager progress: (1) the hostility of the courts toward
labor unions, and (2) the reluctance of American busi-
nesses to recognize and bargain with unions.

Unions and the Courts  Not until the 1930s did legis-
lation spell out the Federal government's policy toward
labor unions, Lacking a national labor policy, it was up
to the courts to decide on specific union-management
conflicts. And, much to the dismay of organized labor,
the courts were generally hostile toward unions. Their
hostility had two sources. First, most judges had prop-
ertied-class backgrounds. Second, the courts are inher-
ently conservative institutions charged with the re-
sponsibility of protecting established property rights.
Unions, throughout the 1800s and the early decades of
the 1900s, were in the unenviable position of seeking
rights for labor at the expense of the existing rights of
management.

The hostility of the courts was first given vent in
the criminal conspiracy doctrine. This doctrine,
“imported” by American courts from English common
law at the turn of the nineteenth century, concluded
that organizations of workers to raise wages were crim-
inal conspiracies and hence illegal. Although unions as
such were later recognized by the courts as legal orga-
nizations, the techniques employed by unions to press
their demands—strikes, picketing, and boycotting—
were generally held to be illegal. And, in the latter part

FIGURE 36-1 The

growth and decline

of union membership
Most of the absolute
growth in organized
labor has occurred
since 1935. However,
organized labor has
been declining as a per-
centage of the labor
force for some time
and, in recent years, the
absolute number of
union members has
also diminished. (U.S.
Bureau of the Census

Independent

and Bureau of Labor

1960 1970 1980 1990 Statistics)

of the 1800s, the courts employed both antitrust laws
and injunctions to impede the labor movement signifi-
cantly.

Although Congress passed the Sherman Act of
1890 (Chapter 33) for the expressed purpose of thwart-
ing the growth of business monopolies, the courts in-
terpreted the loose wording of the act to include labor
unions as conspiracies in restraint of trade and fre-
quently so applied the act.

A simpler and equally effective antiunion device
was the injunction. An injunction, or restraining
order, is a court order directing that some act not be
carried out, on the ground that irreparable damage will
be done to those affected by the action. The attitude of
the courts toward unions was such that it was easy for
employers to obtain injunctions from the courts, pro-
hibiting unions from enforcing their demands by strik-
ing, picketing, and boycotting. Stripped of these weap-
ons, unions were relatively powerless to obtain the
status and rights they sought.

Antiunion Techni of Manag it The busi-
ness community, hostile to unions from their inception,
developed a group of techniques to undermine unions.
A simple antiunion technique was ferreting out and fir-
ing prounion workers. Too, many employers felt it their
duty to inform fellow employers that the discharged
workers were “troublemakers” and “labor agitators”
not fit to be hired. This combination of discriminatory

49
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discharge and blacklisting made it extremely risky
for workers to seek to organize a union. One’s present
and future employment opportunities were at stake.

Another potent weapon in management’s struggle
to keep unions down was the lockout, management’s
counterpart of the strike. By closing up shop for a few
weeks, employers were frequently able to bring their
employees to terms and destroy any notions they
might have about organizing a union. Workers of the
late 1800s and early 1900s were not blessed with sav-
ings accounts or multimillion-dollar strike funds to
draw upon in such emergencies.

Where workers were determined to organize,
pitched battles often ensued. Rocks, clubs, shotguns,
and an occasional stick of dynamite were the shadowy
ancestors of collective bargaining. Some of the darkest
pages of American labor history concern the violent
clashes between workers and company-hired strike-
breakers. The Homestead strike of 1892, the Pullman
strike of 1894, and the Ludlow Massacre of 1914 are
cases in point. Less dramatic skirmishes erupt down to
the present time.

But management tactics were often more subtle
than a cracked skull. The yellow-dog contract was
one of the more ingenious antiunion devices fostered
by management. In such contracts workers agreed to
remain nonunion as a condition of employment. They
often had little choice but to sign such contracts—no
contract, no job. Violation of a yellow-dog contract ex-
posed a worker to a lawsuit by his employer, the result
of which might be a courtimposed fine or even impris-
onment.

As a last resort, an employer might shower his
work force with such amenities as group insurance,
pension programs, and stock ownership and profit-
sharing schemes to convince them that employers
would look after workers’ interests as effectively as un-
ions established by “outsiders.” The next step beyond
company paternalism was employee-representation
schemes or company unions, that is, employer-
dominated “dummy” unions which, it was hoped,
would discourage the establishment of genuine un-
ions. Paternalism and company unions were decidedly
effective in retarding union growth as late as the
1920s.!

'During a prolonged strike in the bi coal industry in 1902, a
spokesman for the mine operators, George F. Baer, issued the clas-
sic statement of business paternalism: “The rights and interests of
the laboring man will be protected and cared for—not by the labor
agitators, but by the Christian men to whom God in His infinite
wisdom has given the control of the property interests of this coun-
try.”

Evolution of Busi) Uni The labor move-
ment growth which occurred in the 1800s not only was
modest, but it also embraced a variety of union philoso-
phies. The mid-1800s were in effect a laboratory in
which American labor experimented with alternative
forms of unionism—Marxism, utopianism, reformism,
and other isms. But such unions usually floundered in
the span of a few short years because of the internal
conflict between the workers’ interest in short:run
practical goals (higher wages and shorter hours) and
the long-run utopian goals (producer cooperatives, cre-
ation of a labor party) of the union leaders.

Then, in 1886, a new labor organization—the
American Federation of Labor (AFL)—which was
to dominate the labor movement for the next fifty years
was formed. Under the leadership of Samuel Gompers,
labor charted a conservative course which has been
very influential down to the present.? Appropriately
honored as “the father of the American labor move-
ment,” Gompers preached three fundamental ideas:
(1) practical business unionism, (2) political neutrality
for labor, and (3) the autonomy of each trade or craft.

1 Business Unionism Gompers was firmly con-
vinced that “safe and sane”-business unionism was
the only course for American labor to follow. Gompers
rejected long-run idealistic schemes aimed at over-
throw of the capitalistic system. He spurned intellectu-
als and theorizers and emphasized that unions should
be concerned with practical short-run economic objec-
tives—higher pay, shorter hours, and improved work-
ing conditions. In the words of one scholar, Gompers
felt that “you must offer the American working man
bread and butter in the here and now instead of pie in
the sky in the sweet by and by.”3

2 Political Neutrality Gompers was convinced that
government should keep its nose out of labor-manage-
ment relations and collective bargaining. Although he
recognized that governmental interference on behalf of
labor might be a boon to union growth, Gompers was
equally certain that antiunion government policies
could stifle the progress of the entire labor movement.

2This is not to say that all unions have followed conservative paths
since Gomy P d the virtues of busi ionism. The
Industrial Workers of the World, founded in 1905, advocated a decid-
edly revolutionary brand of left-wing unionism. In 1949 and 1950, the
CIO expelled eleven affiliated unions whose leadership had come to
be dominated by Communists.

3Charles C. Killingsworth, “Organized Labor in a Free Enterprise
Economy,” in Walter Adams (ed.), The Structure of American Indus-
try, 3d ed. (New York: The Macmillan Company, 1961), p. 570.
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Gompers cautioned organized labor not to align itself
with any political party. Preoccupation with long-run
political goals, he argued, causes labor to lose sight of
the short-run economic objectives it should seek. Gom-
pers admonished organized labor to reward labor’s
friends and punish its enemies at the polls regardless of
political affiliation.

3 Trade Autonomy Finally, Gompers was firmly
convinced that “autonomy of the trade,” that is, unions
organized on the basis of specific crafts, was the only
permanent foundation for the labor movement. Unions
composed of many different crafts lack the cohesive-
ness essential to strong, hard-hitting, business union-
ism. These craft unions should then be affiliated in a
national federation. “One union to each trade, affiliated
for one labor movement.”

This philosophy—conservative business union-

ism, political “neutrality,” and the craft principle of -

union organization—was destined to dominate the
AFL and the entire labor movement for the next half-
century. Indeed, the AFL, operating under Gompers’
leadership, met with considerable success—at least
for a time. AFL. membership hit a high-water mark of
about 4 million members by the end of World War 1.
Then a combination of circumstances in the 1920s
forced the AFL into an eclipse (see Figure 36-1). One
factor was a strong antiunion drive by employers. Also,
many firms introduced employee representation plans,
company unions, and a host of paternalistic schemes to
convince workers that employers were better prepared
to look out for their employees’ interests than were
labor leaders. Finally, the AFL clung tenaciously to the
craft principle of union organization, ignoring the ever-
increasing number of unskilled workers employed by
the rapidly expanding mass-production industries—
the automobile and steel industries in particular.

Encouragement Phase: 1930 to 1947

Two significant events occurred in the 1930s which re-
vived the labor movement and inaugurated a period of
rapid growth.

1 'The attitude of the Federal government toward
unions changed from one of indifference, not to say
hostility, to one of encouragement.

2 A major structural change in the labor movement'
accompanied the founding of the Committee (later the
Congress) of Industrial Organizations in 1936. Both
events, coupled with the wartime prosperity of the
1940s, greatly swelled the ranks of organized labor.

Prolabor Legislation of the 1930s  Against the back-
ground of the depressed thirties, the Federal govern-
ment enacted two decidedly prolabor acts. In part, the
passage of these acts reflected the strong opposition of
organized labor to the previously described weapons
employed by the courts and by management to sup-
press unions. In part, they reflected a Democratic ad-
ministration replacing a Republican administration. In
part, they echoed the widely held opinion that strong
unions, by achieving higher wages through collective
bargaining, would increase aggregate demand—or at
least prevent it from falling—and help alleviate the
Great Depression.

Norris-La Guardia Act of 1932 The Norris-La
Guardia Act of 1932 did much to clear the path for
union growth by outlawing two of the more effective
antiunion weapons. Specifically, the act

1~ Made it decidedly more difficult for employers to
obtain injunctions against unions

2 Declared that yellow-dog contracts were unen-
forceable

Wagner Act of 1935 Three years later, in 1935, the
Federal government took more positive steps to en-
courage union growth. The Wagner Act of 1935 (offi-
cially the National Labor Relations Act) guaranteed the
“twin rights” of labor: the right of self-organization and
the right to bargain collectively with employers.

The act specified a number of “unfair labor prac-
tices” on the part of management. Specifically it
1 Forbade employers from interfering with the right
of workers to form unions
2 Outlawed company unions
3 Prohibited antiunion discrimination by employers
in hiring, firing, and promoting
4 Outlawed discrimination against any worker who
files charges or gives testimony under the act
5 Obligated employers to bargain in good faith with
a union duly established by their employees

The Wagner Act was clearly “labor's Magna
Charta.”

A National Labor Relations Board (NLRB)
was established by the act and charged with the au-
thority to investigate unfair labor practices occurring
under the act, to issue cease-and-desist orders in the
event of violations, and to conduct worker elections in
deciding which specific union, if any, workers might
want to represent them.

The Wagner Act was tailored to accelerate union
growth and was extremely successful in achieving this
goal. The protective umbrella provided to unions by
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this act along with the Norris—La Guardia Act played a
major role in increasing the ranks of organized labor
from about 4 million in 1935 to 15 million in 1947.

Industrial Unionism: the CIO Recall that one of the
causes of stagnation in the AFL during the 1920s was
its unwillingness to organize the growing masses of
unskilled assembly-line workers. Though the majority
of AFL leaders chose to ignore unskilled workers, a
vocal minority under the leadership of John L. Lewis
contended that craft unionism would be ineffective as a
means of organizing the hundreds of thousands of
workers in the growing mass-production industries.
According to Lewis and his followers, the basis for or-
ganization should be shifted from craft unionism to
industrial unionism, that is, away from unions which
only encompass a specific type of skilled workers (car-
penters, bricklayers) to unions including all workers—
both skilled and unskilled—in a given industry or
group of related industries (steelworkers, autowork-
ers).* This conflict came to a head, and in 1936 Lewis
and his sympathizers withdrew their unions (and were
simultaneously expelled) from the AFL.

The withdrawing unions established themselves
as the Congress of Industrial Organizations (C10).
The CIO met with startling success in organizing the
automobile and steel industries. So great was this suc-
cess that the AFL also moved in the direction of orga-
nizing on an industrial basis. By 1940, total union mem-
bership approximated 9 million workers.

Intervention Phase: 1947 to Date

The prolabor legislation of the 1930s, the birth of indus-
trial unionism, and the booming prosperity of the war
years brought rapid union growth (see Figure 36-1). As
unions gathered strength—both numerical and finan-
cial—it became increasingly evident that they could no
longer be regarded as the weak sister or underdog in
negotiations with management. Just as the growing
power of business monopolies brought a clamor for
public control in the 1870s and 1880s, the upsurge of
union power in the 1930s and 1940s brought a similar
outcry for regulation. This pressure for union control
came to a head in the years immediately following
World War Il and culminated in the passage of the Taft-
Hartley Act of 1947.

‘Figures 286 and 287 compare the techniques employed by craft
and industrial unions in attempting to raise wages.

e e vy

Taft-Hartley Act of 1947 Officially called the Labor-
Management Relations Act, the provisions of this de-
tailed piece of legislation generally fall under four head-
ings: (1) provisions which designate and outlaw certain
“unfair union practices,” (2) provisions which regulate
the internal administration of unions, (3) provisions
which specify collective bargaining procedures and
regulate the actual contents of bargaining agreements,
and (4) provisions for handling of strikes imperiling the
health and safety of the nation. A

1 Unfait Union Practices The Wagner Act outlined
anumber of “unfair labor practices” on the part of man-
agement. A new and crucial feature of the Taft-Hartley
Act was that it listed a number of “unfair labor prac-
tices” on the part of unions. These unfair practices,
which constitute some of the most controversial sec-
tions of the act, are as follows: (a) Unions are prohib-
ited from coercing employees to become union mem-
bers. (b) Jurisdictional strikes (disputes between
unions over the question of which has the authority to
perform a specific job) are forbidden, as are secondary
boycotts (refusing to buy or handle products pro-
duced by another union or group of workers) and cer-
tain sympathy strikes (strikes designed to assist
some other union in gaining employer recognition or
some other objective). (c) Unions are prohibited from
charging excessive or discriminatory initiation fees or
dues. (d) Featherbedding, a mild form of extortion
where the union or its members receive payment for
work not actually performed, is outlawed. (e) Unions
cannot refuse to bargain in good faith with manage-
ment.

2 Union Administration Taft-Hartley also imposed
controls on the internal processes of labor unions: (a)
Unions must make detailed financial reports to the Na-
tional Labor Relations Board and make such informa-
tion available to its members. (b) Welfare and pension
funds must be kept separate from other union funds
and jointly administered by the union and manage-
ment. (¢) Unions are prohibited from making political
contributions in elections, primaries, or conventions
which involve Federal offices. (d) Originally, union offi-
cials were required to sign non-Communist affidavits.

3 Contract Contents Other Taft-Hartley provisions
are designed to control the actual collective bargaining
process and the contents of the resulting work agree-
ment: (a) The closed shop (which requires that a firm
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hire only workers who are already union members) is
specifically outlawed for workers engaged in interstate
commerce; that is, a closed-shop arrangement cannot
be written into a collective bargaining agreement. (b)
Bargaining agreements must contain termination or re-
opening clauses in which both labor and management
must give the other party 60 days’ notice of intent to
modify or terminate the existing work agreement.

4 “Health and Safety” Strikes Finally, the Taft-
Hartley Act outlines a procedure for avoiding major
strikes which might disrupt the entire economy and
imperil the health or safety of the nation, for example, a
nationwide strike of port workers. According to this
procedure, the President may obtain an injunction to
delay such strikes for an 80-day “cooling off” period.
Within this period striking workers are polled by the
NLRB on the acceptability of the last offer of the em-
ployer. If the last offer is rejected, the union can then
strike. The government’s only recourse—one of ques-
tionable legality—is seizure of the industry.

Landrum-Griffin Act of 1959 Government regula-
tion of the internal processes of labor unions was
extended by passage of the Landrum-Griffin Act
(officially the Labor-Management Reporting and Dis-
closure Act) in 1959. The act regulates union elections
by requiring regularly scheduled elections of officers
and the use of secret ballots; restrictions are placed on
ex-convicts and Communists in holding union offices.
Furthermore, union officials are now held strictly ac-
countable for union funds and property. Officers han-
dling union funds must be bonded; the embezzlement
of union funds is made a Federal offense; and close
restrictions are placed on a union'’s loans to its officers
and members. The act is also aimed at preventing auto-
cratic union leaders from infringing on the individual
worker’s rights to attend and participate in union meet-
ings, to vote in union proceedings, and to nominate
officers. The act permits a worker to sue his union if it
denies him these rights.

UNIONISM’'S DECLINE

In 1955 unity was formally reestablished in the Ameri-
can labor movement with the merger of the AFL and
ClO. Two factors were especially important in closing
the breach which had existed for almost two decades.
1 ‘The political and legislative setbacks which labor

had encountered since the prolabor era of the 1930s
convinced labor leaders that unity in the labor move-
ment was a necessary first step toward bolstering the
political influence of organized labor.

2 Failure to achieve the desired rate of growth in the
ranks of organized labor in the post-World War Il years
made it evident to organized labor that a concerted,
unified effort was needed to organize currently nonun-
ion firms and industries.

In fact, however, the period since the AFL-CIO
merger has not been characterized by a resurgence of
organized labor. The growth of union membership has
failed to keep pace with the growth of the labor force.
While 25 percent of the labor force was organized in
the mid-1950s, currently less than 15 percent are mem-
bers. Indeed, in recent years the absolute number of
union members has declined significantly. Over 22 mil-
lion workers were unionized in 1980; that figure had
fallen to only about 17 million in 1990.

Let’s consider two possible explanations as to why
this has happened.

1 Structural Changes One view, the structural-
change hypothesis, is that many structural changes
unfavorable to the expansion of union membership
have occurred both in our economy and in the labor
force.

1 Consumer demand and therefore employment
patterns have shifted away from traditional union
strongholds. Generally, the industry-mix of domestic
output has been shifting away from manufactured
goods (where unions have been strong) to services
(where unions have been weak). This change in in-
dustry-mix may be reinforced by increased competi-
tion from imports in highly unionized sectors such as
automobiles and steel. Growing import competition in
these industries has curtailed domestic employment
and therefore union membership.

2 An unusually large proportion of the increase in
employment in recent years has been concentrated
among women, youths, and part-time workers, groups
allegedly difficult to organize because of their less firm
attachment to the labor force.

3 Spurred by high energy costs, the long-run trend
for industry to shift from the Northeast and Midwest
where unionism is “a way of life” to “hard to organize”
areas of the South and Southwest may have impeded
expansion of union membership.

4 An ironic possibility is that the relative decline of
unionism may in part reflect the success unions have
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had in gaining a sizable wage advantage over nonunion
workers in the United States and abroad. Confronted
with high union wages, we would expect union employ-
ers to substitute machinery for workers, subcontract
more work to nonunion suppliers, open nonunion
plants in less industrialized areas, or have components
produced in low-wage nations. These actions reduce
the growth of employment opportunities in the union
sector compared to the nonunion sector. Perhaps more
important, we would also expect output and employ-
ment in low-cost nonunion firms and industries to in-
crease at the expense of output and employment in
higher-cost union firms and industries. In short, union
success in raising wages may have changed the com-
position of industry to the disadvantage of union em-
ployment and membership.

2 Managerial-Opposition Hypothesis Another view
is that intensified managerial opposition to unions
has been a major deterrent to union growth. It is ar-
gued that in the past decade or so unions have in-
creased the union wage advantage which they enjoy
compared to nonunion workers and, as a result, union
firms have become less profitable than nonunion firms,
As a reaction, managerial opposition to unionshas
crystallized and become more aggressive. One mana-
gerial strategy has been to employ labor-management
consultants who specialize in mounting aggressive an-
tiunion drives to dissuade workers from unionizing or,
alternatively, to persuade union workers to decertify
their union.

It is also alleged that there has been a dramatic
increase in the use of illegal antiunion tactics. In partic-
ular, it has become increasingly common to identify
and dismiss leading prounion workers even though
this is prohibited by the Wagner Act. Coupling these
antiunion strategies with evidence that unions are de-
voling fewer resources to organizing the unorganized
and that NLRB rulings have become increasingly anti-
labor, the labor movement has gone into relative and
absolute eclipse.

COLLECTIVE BARGAINING

Despite the decline of unionism, collective bargaining
remains an important feature of labor-management re-
lations. Nearly 2000 major collective bargaining agree-
ments—those involving 1000 or more workers—cover
8.5 million workers in the United States. Many million
other workers are covered under collective bargaining
agreements in smaller firms.

The Bargaining Process

To the outsider, collective bargaining is a dramatic
clash every two or three years between labor and man-
agement. It is easy to get the impression from the
newspapers that labor and management settle their dif-
ferences only with strikes, picketing, and occasional
acts of violence.

These impressions are largely inaccurate. Collec-
tive bargaining is a somewhat less colorful process
than most people believe. In negotiating important con-
tracts, the union is represented by top local and na-
tional officials, duly supplemented with lawyers and
research economists. Management representatives
include top policy-making executives, plant managers,
personnel and labor relations specialists, lawyers, and
staff economists.

The union usually assumes the initiative, outlining
its demands. These take the form of specific adjust-
ments in the current work agreement. The merits and
demerits of these demands are then debated. Typically,
a compromise solution is reached and written into a
new work agreement. Strikes, picketing, and violence
are clearly the exception and not the rule. About 95
percent of all bargaining contracts are negotiated with-
outresort to work stoppages. Generally, in recent years
less than one-fifth of 1 percent of all working time has
been lost each year from work stoppages resulting
from labor-management disputes. Labor and manage-
ment display a marked capacity for compromise and
agreement. Strikes and labor-management violence are
newsworthy, whereas peaceful renewal of a work
agreement hardly rates a page-5 column.

The Work Agreement

Collective bargaining agreements assume many
forms. Some agreements are brief, covering two or
three typewritten pages; others are highly detailed, in-
volving 200 or 300 pages of fine print. Some agree-
ments involve only a local union and a single plant;
others set wages, hours, and working conditions for
entire industries. There is no such thing as an “aver-
age” or “typical” collective bargaining agreement.

At the risk of oversimplification, collective bargain-
ing agreements usually cover four basic areas: (1) the
degree of recognition and status accorded the union
and the prerogatives of management, (2) wages and
hours, (3) seniority and job opportunities, and (4) a
procedure for settling grievances.
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Union Status and Managerial Prerogatives Unions
enjoy differing degrees of recognition from manage-
ment. Listed in order of the union’s preference are (1)
the closed shop, (2) the union shop, and (3) the open
shop.

Prior to being outlawed by the Taft-Hartley Act, the
closed shop afforded the greatest security to a union.
Under a closed shop a worker must be amember of the
union before being hired. A union shop, on the other
hand, permits the employer to hire nonunion workers
but provides that these workers must join the union in
a specified period—say, thirty days—or relinquish
their jobs. Some twenty states now have so-called
right-to-work laws which make compulsory union
membership, and therefore the union shop, illegal.

Under the open shop, management may hire
union or nonunion workers. Those who are nonunion
are not obligated to join the union; they may continue
on their jobs indefinitely as nonunion workers. Finally,
there is the nonunion shop. Here no union exists,
and the employer makes a conscious effort to hire
those workers who are least inclined to form or join a
union.

The other side of the union-status coin is the issue
of managerial prerogatives. Most work agreements
contain clauses outlining certain decisions which are to

~ be made solely by management. These managerial

prerogatives usually cover such matters as size and
location of plants, products to be manufactured, types
of equipment and materials used in production, and
production scheduling. Frequently the hiring, transfer,
discipline, discharge, and promotion of workers are
decisions made solely by management but are subject
to the general principle of seniority and to challenge by
the union through the grievance procedure.

Wages and Hours  The focal point of any bargaining
agreement is wages and hours. Both labor and man-
agement tend to be highly pragmatic and opportunistic
in wage bargaining. The criteria, or “talking points,”
most frequently invoked by labor in demanding (and
by management in resisting) wage boosts are (1) “what
others are getting,” (2) ability to pay, (3) cost of living,
and (4) productivity. If a given firm's basic rates are
below those of comparable firms, the union is likely to
stress that wages should be increased to bring them
into line with what workers in other firms are getting.
Similarly, if the firm has had a very profitable year, the
union is likely to demand high wages on the ground
that the company has ample ability to grant such incre-

ments. Unions have often achieved considerable suc-
cess in tying wages to the cost of living. About 40 per-
cent of all union workers are covered by some kind of
cost-ofliving adjustment (COLA). Finally, unions bar-
gain for their “fair share” of the additional revenues
associated with increases in productivity.

The four wage criteria are clearly two-edged prop-
ositions. For example, the cost-ofliving criterion is in-
voked by the union only when prices are hurrying up-
ward; unions conveniently ignore this criterion when
prices are stable or declining. Similarly, the union con-
siders the ability-to-pay argument to be important only
when profits are large. Management is equally oppor-
tunistic in the evaluation it places on the various wage-
bargaining standards.

Hours of work, overtime pay, holiday and vaca-
tions provisions, and fringe benefits—health plans
and pension benefits—are other important “economic”
issues-which must be addressed in the bargaining

- process.

Seniority and the Control of Job Opportunities The
uncertainty of employment in a market economy, cou-
pled with the fear of antiunion discrimination on the
part of employers, have made workers and their unions
decidedly “job-conscious.” The explicit and detailed
provisions covering job opportunities which most work
agreements contain reflect this concern. Unions stress
seniority as the basis for worker promotion and for
layoff and recall. The worker with the longest con-
tinuous service has first chance at relevant promo-
tions, is last to be laid off, and first to be recalled from a
layoff.

Grievance Procedure Even the most detailed and
comprehensive work agreement cannot anticipate all
the issues and problems which might occur during its
life. What if workers show up for work on a Monday
morning to find that for some reason—say, a mechani-
cal failure—the plant is closed down? Should they be
given “show-up” pay amounting to, say, two or four
hours’ pay? Or management and the union may disa-
gree as to whether the worker with the most seniority
has the ability to perform the job to which he or she
wants to be promoted. Such events and disagreements
cannot be anticipated by even the most detailed collec-
tive bargaining contracts and therefore must be ironed
out through a grievance procedure. Virtually all bargain-
ing agreements contain an explicit grievance proce-
dure to handle disputes which arise during the life of an
agreement.
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¢ Union growth was slowed during the repression
phase (1790-1930) by a use of the criminal conspir-
acy doctrine and injunctions by the courts, and
b employer hostility.

¢ In the encouragement phase (1930-1947) union
growth was stimulated by pr ion legislation (the
Norris—-La Guardia and Wagner acts) and the evolu-
tion of industrial unionism.

¢ The Taft-Hartley and Landrum-Griffin acts inau-
gurated the intervention phase (1947 to the present)
by regulating union tactics and their internal opera-
tions.

¢ The decline of unionism in recent decades has
been attributed to a changes in the structures of the
economy and the labor force, and b growing mana-
gerial opposition to unions.

¢ Collective bargaining agreements determine a
union status and managerial prerogatives, b wages
and hours, c control of job opportunities, and d the
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Given the historical and legislative background of
the labor movement and some understanding of collec-
tive bargaining, let's now consider the economic impli-
cations of unions.

THE ECONOMIC EFFECTS OF
UNIONS

Are the economic effects of labor unions positive or
negative? We will respond to this important issue by
examining several questions: Do unions raise wages?
Do they increase or diminish economic efficiency? Do
they make the distribution of earnings more or less
equal? Do unions contribute to inflation? The reader
should be forewarned that there is considerable uncer-
tainty and debate on the answers to these questions.

The Union Wage Advantage

The three union models of Chapter 28 (see Figures
285, 286, and 28-7 and the accompanying discussions)
all imply that unions have the capacity to raise wages.
Has unionization in fact caused wage rates to be higher
than otherwise?

Empirical research overwhelmingly does suggest
that unions do raise the wages of their members relative to
comparabl 7 rkers, although the size of.the
union wage advantage varies according to occupation,

industry, race, and sex. There is also evidence tf’ sug-
gest that the union wage advantage increased in the
1970s. Hence, early research suggests that over the
1923-1958 period the average union—nonunion pay dif
ference was on the order of 10 to 15 percent.

More recent studies indicate that the difference
widened to 20 to 30 percent in the 1970s. Note that
these are average differentials and that there is consid-
erable variation among industries and occupations.
Furthermore, the wage freezes and pay cuts (“wage
give-backs”) suffered by organized labor in the ?afly
and mid-1980s most likely have significantly dimin-
ished the 20 to 30 percent union wage advantage.
Labor economists have speculated that the union wage
advantage may have returned to the 10 to 15 percent
range by the early 1990s.

These estimates of the union wage advantage tend
to be understated because union workers enjoy sub-
stantially larger fringe benefits than nonunion workers.
Union workers are more likely to have private pen-
sions, medical and dental insurance, and paid vacations
and sick leaves than nonunion workers. Where such
benefits are available to both union and nonunion
workers, their magnitude is greater for union workers.
Thus the total compensation (wage rates plus fringe
benefits) advantage of union workers is greater than
the previously indicated 10 to 15 percent.

Economists also generally agree that unions have
probably had little or no impact on the average level of
real wages received by labor—both organized and unor-
ganized—taken as a whole. At first, these two conclu-
sions—that unions gain a wage advantage but do n_ot
affect the average level of real wages—may seem in-
consistent. But they need not be if the wage gains of
organized workers are at the expense of unorganiztfd
workers. As we will see (Figure 36-2), higher wages in
unionized labor markets may cause employers to move
back up their labor demand curves and hire fewer
workers. These unemployed workers may seek em-
ployment in nonunion labor markets. The resulting m
crease in the supply of labor will depress wage rates in
these nonunion markets. The net result may well be no
change in the average level of wages. .

Indeed, the tight relationship between productivity
and the average level of real wages shown in Figure
281 correctly suggests that unions have little power to
raise real wage rates for labor as a whole. But Figur'e
281 is an average relationship and therefore compati-
ble with certain groups of (union) workers getting
higher relative wages if other (nonunion) workers are
simultaneously getting lower real wages.
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Efficiency and Productivity

Are unions a positive or negative force insofar as eco-
nomic efficiency and productivity are concerned? How
do unions affect the allocation of resources? While
there is much disagreement as to the efficiency aspects
of unionism, it is instructive to consider some of the
ways unions might affect efficiency both negatively and
positively. We will consider the negative view first.

Negative View There are essentially three basic
means by which unions might exert a negative impact
on efficiency.

1 Featherbedding and Work Rules Some unions
have undoubtedly diminished productivity growth by
engaging in “make-work” or “featherbedding” prac-
tices and resisting the introduction of outputincreas-
ing machinery and equipment. These productivity-
reducing practices often arise against a backdrop of
technological change. Labor and management may
agree to a crew size which is reasonable and appropri-
ate at the time the agreement is concluded. But labor-
saving technology may then emerge which renders the
crew too large. The union is likely to resist thre potential
loss of jobs. For many years the Brotherhood of Loco-
motive Firemen and Engineers retained a fireman on
train crews, even though his function was eliminated
by the shift from steam to diesel engines.

Similarly, union painters sometimes eschewed the
use of spray guns and in some instances limited the
width of paint brushes. In more recent years, typogra-
pher unions resisted the introduction of computers in
setting type. Historically, the musicians’ union insisted
on oversized orchestras for musical shows and re-
quired that a union standby orchestra be paid by em-
ployers using nonunion orchestras.

More generally, one can argue that unions are re-
sponsible for the establishment of work rules and prac-
tices which impede efficient production. For example,
under seniority rules workers may be promoted in ac-
cordance with their employment tenure, rather than in
terms of who can perform the available job with the
greatest efficiency. Also, unions may impose jurisdic-
tional restrictions on the kinds of jobs workers may
perform. Sheet-metal workers or bricklayers may be
prohibited from performing the simple carpentry work
often associated with their jobs. Observance of such
rules means, in this instance, that unneeded and under-
utilized carpenters must be available. Finally, it is often
contended that unions constrain managerial preroga-

tives to establish work schedules, determine produc-
tion targets, and to make freely the decisions contribut-
ing to productive efficiency.

2 Strikes A second way unions may adversely affect
efficiency is through strikes. If union and management
reach an impasse in their negotiations, a strike will re-
sult and the firm’s production will cease for the strike’s
duration. The firm will forgo sales and profits and work-
ers will sacrifice income.

Simple statistics on strike activity suggest that
strikes are relatively rare and the associated aggregate
economic losses are relatively minimal. In 1990, 687
major collective bargaining agreements—those cover-
ing 1000 or more workers—were negotiated. Strikes
occurred in only 43 of these instances. Furthermore,
many strikes last only a few days. As indicated earlier,
the average amount of work-time lost each year be-
cause of strikes is only about one-ifth of 1 percent of
total work-time. This loss is the equivalent of 4 hours
per worker per year, which is less than 5 minutes per
worker per week!

Note that economic costs associated with strikes
may be greater or less than suggested by the amount
of work-time lost. Costs may be greater if production of
nonstruck firms is disrupted. An extended strike in the
steel or rail transportation industries could have seri-
ous adverse repercussions for production and employ-
ment in many other industries and sectors of the
economy.

On the other hand, costs may be less than implied
by workdays lost by strikers as nonstruck firms in-
crease their output to offset the loss of production by
struck firms. While the output of General Motors will
fall when its workers strike, car buyers may shift their
demand to Ford and Chrysler which respond by in-
creasing their employment and outputs. While GM
and its employees are hurt by a strike, society as a
whole may experience little or no decline in employ-
ment, real output, and income.

3 Labor Misallocation A third and more subtle ave-
nue through which unions might adversely affect effi-
ciency is the union wage advantage itself. In Figure
36-2 we have drawn (for simplicity’s sake) identical
labor demand curves for the unionized and nonunion
sectors of the labor market for some particular kind of
labor.? If there were no union present initially, then the
wage rate which would result from the competitive hire

#Technical note: Our discussion assumes pure competition in both
product and resource markets,



682

PART SIX

GOVERNMENT AND CURRENT ECONOMIC PROBLEMS

Wage
rate

0 N, N,

-«

Employment

i,

W,

0 Ny N,
)

Employment

FIGURE 36-2 The effect of the union wage advantage on the allocation of
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The higher wage W, which the union
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workers. The reemploymenl of these workers In nonunion sector 2 reduces the wage rate
there from W, to W,. The associated loss of output in the union sector is area A + B + C,
while the galn in (he nonunion sector is only area D + E. Hence, the net loss of oulput is

equal to area B. This suggests that the union wage ad

tion of labor and a decline in economic efficiency.

of labor would be, say, W,. We now assume a union
comes into being in sector 1 and succeeds in increas-
ing the wage rate from W, to W,. As a consequence,
NN, workers lose their jobs in the union sector. As-
sume they all move to nonunion sector 2 where they
secure employment This increase in labor supply in
the nonunion sector depresses the wage rate from W
to W,.

Recall that the labor demand curves reflect the
marginal revenue products (MRPs) of workers or, in
other words, the contributions which workers make to
the domestic output. This means that the shaded areas

A+ B + Cin the union sector represents the decrease

in domestic output caused by the N;N, employment
decline in that sector. This A + B + C area is the sum
of the MRPs—the total contribution to domestic
output—of the workers displaced by the W, to W,
wage increase achieved by the union. The reemploy-
ment of these workers in nonunion sector 2 results in
an increase in domestic output indicated by the shaded
areas D + E. Because area A + B + C exceeds area
D + E, there is a net loss of domestic output. More
precisely, because A = D and C = E, the net loss at-
tributable to the union wage advantage is equal to area
B. Since the same amount of employed labor is now

ge has ited in the

producing a smaller output, labor is clearly being misal
located and inefficiently used.

Viewed from a slightly different perspective, after
the shift of NN, workers from the union to the nonun-
ion sector has occurred, workers will be paid a wage
rate equal to their MRPs in both sectors. But the MRPs
of the union workers will be higher than the MRPs of
the nonunion workers. The economy will always bene-
fit from a larger domestic output when any given type
of labor is reallocated from a relatively low MRP use to
arelatively high MRP use. But, given the union’s pres-
ence and its ability to maintain the W, wage rate in its
sector, this reallocation from sector 2 to 1 will not
occur.

Attempts to estimate the output loss due to the
allocative inefficiency associated with union wage gains
suggestthat the loss is relatively small. One pioneering
study assumed a 15 percent union wage advantage and
estimated that approximately 0.14 percent—only
about one-seventh of 1 percent—of the domestic out-
put was lost! Similarly, a more recent estimate indicates
that union wage gains cost the economy 0.2 to 0.4 per-
cent of domestic product. In 1991 this cost would
amount to about $11 to $23 billion or $45.00 to $90.00
per person.
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Positive View Other economists take the position
that on balance unions make a positive contribution to
productivity and efficiency.

1 Managerial Performance: The Shock Effect The
shock effect is the idea that a wage increase, imposed by
a union in this instance, may induce affected firms to
adopt improved production and personnel methods
and become more efficient. One may carry Figure
36-2’s analysis of labor misallocation one step further
and argue that the union wage advantage will prompt
union firms to accelerate the substitution of capital
for labor (Chapter 27) and hasten the search for
cost-reducing (productivity-increasing) technologies.
When faced with higher production costs due to the
union wage advantage, employers will be pushed to
reduce costs by using more machinery and by seeking
improved production techniques using less of both
labor and capital per unit of output. In fact, if the prod-
uct market is reasonably competitive, a unionized firm
with labor costs 10 to 15 percent higher than nonunion
competitors will simply not survive unless productivity
can be raised. In short, union wage pressure may gen-
erate managerial actions which increase national pro-
ductivity. <

2 Reduced Worker Turnover  Unions may also con-
tribute to rising productivity within firms through their
effects on worker turnover and worker security. Un-
ions function as a collective voice for members in re-
solving disputes and improving working conditions.
That is, if a group of workers is dissatisfied with its
conditions of employment, it has two potential means
of response. These are the “exit mechanism” and the
“voice mechanism.”

The exit mechanism simply refers to the use of
the labor market—leave or exit your present job in
search of a better one—as a means of reacting to “bad”
employers and “bad” working conditions.

In contrast, the voice mechanism involves com-
munication by workers with the employer to improve
working conditions and resolve worker grievances. It
might be risky for individual workers to express their
dissatisfaction to employers because employers may
retaliate by firing them as “troublemakers.” But unions
can provide workers with a collective voice to communi-
cate problems and grievances to management and to
press for their satisfactory resolution.

More specifically, unions may help reduce worker
turnover in two ways.

1 Unions provide the voice mechanism as a substi-

tute for the exit mechanism. Unions are effective in
correcting job dissatisfactions which would otherwise
be “resolved” by workers through the exit mechanism
of changing jobs.

2 'The union wage advantage is a deterrent to job
changes. Higher wages make unionized firms more
attractive places to work. Several studies suggest that
the decline in quit rates attributable to unionism is sub-
stantial, ranging from 31 to 65 percent.

A lower quit rate increases efficiency in several
ways. First, lower turnover means a more experienced
and, hence, more productive labor force. Second, fewer
quits reduce the firm's recruitment, screening, and hir-
ing costs. Finally, reduced turnover makes employers
more willing to invest in the training (and therefore the
productivity) of their workers. If a worker quits or
“exits” at the end of, say, ayear's training, the employer
will get no return from the higher worker productivity
attributable to that training. Lower turnover increases
the likelihood that employers will receive a return on
any training they provide, thereby making thern more
willing to upgrade their labor forces.

3 Seniority and Informal Training Much produc-
tivity-increasing training is transmitted informally.
More-skilled workers may explain their functions to
less-skilled workers on the job, during lunch, or during
a coffee break. However, a more-skilled senior worker
may want to conceal his or her knowledge from less-
skilled junior workers ifthe latter can become competi-
tive for the former’s joh. Because of union insistence on
the primacy of seniority in such matters as promotion
and layoff, worker security is enhanced. Given this se-
curity, senior workers will be more willing to pass on
their job knowledge and skills to new or subordinate
workers. This informal training enhances the quality
and productivity of the firm’s work force.

Mixed Research Findings A relatively large num-
ber of studies have measured the impact of unioniza-
tion on productivity. These studies attempt to control
for differences in labor quality, the amount of capital
equipment used per worker, and other factors aside
from unionization which might contribute to productiv-
ity differences. Unfortunately, evidence from these
studies is inconclusive. For every study which finds a
positive union effect on productivity, another study
using difierent methodology or data concludes that
there is a negative effect. Hence, at present there is no
generally accepted conclusion regarding the overall
impact of unions on labor productivity.
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Distribution of Earnings

Labor unionsenvision themselves as institutions which
enhance economic equality. Do unions in fact reduce
the inequality with which earnings are distributed? The
most convincing evidence suggests that unions do re-
duce earnings inequality.

Increasing cnomists employ
Figure 3€- I labor misallocation to con-
clude that urlons lncrease earnings inequality. They
contend that, in the absence of the union, competition
would bring wages into equality at W, in these two
sectors or submarkets. But the higher union wage real-
ized in sector 1 displaces workers who seek reemploy-
ment in the nonunion sector. In so doing they depress
nonunion wages. Instead of wage equality at W,, we
have higher wage rates of W, for union workers and
lower wages of W, for nonunion workers. The impact of
the union is clearly to increase earnings inequality.
Furthermore, the fact that unionization is more exten-
sive among the more highly skilled, higher-paid blue-
collar workers than among less skilled, lower-paid
blue-collar workers also suggests that the obtaining of
a wage advantage by unions increases dispersion of
earnings.

-Promoting Equality There are other aspects of
union wage policies which suggest that unionism pro-
motes greater, not less, equality in the distribution of
earnings.

1 Uniform Wages within Firms In the absence of
unions employers are apt to pay different wages to indi-
vidual workers on the same job. These wage differ-
ences are based on perceived differences in job perfor-
mance, length of job tenure, and, perhaps, favoritism.
Unions traditionally seek uniform wage rates for all
workers performing a particular job. In short, while
nonunion firms tend to assign wage rates to individual
workers, unions—in the interest of worker allegiance
and solidarity—seek to assign wage rate to jobs. To the
extent that unions are successful, wage and earnings
differentials based on supervisory judgments of indi-
vidual worker performance are eliminated. An impor-
tant side effect of this standard-wage policy is that wage
discrimination against blacks, other minorities, and
women is likely to be less when a union is present.

2 Uniform Wages among Firms  In addition to seek-
ing standard wage rates for given occupational classes

within firms, unions also seek standard wage rates
among firms. The rationale is that the e)ustence of sub-
stantial wage differences among competis
undermine the ability of unions to sustz
wage advantages. For 2.8, if one fir a four-
firm oligopoly is allowed to pay significantly lower
wages to its union workers, the union 1s likely to ﬁu it
difficult to maintain the union wage ¢
other three firms. In particular, during
high-wage firms are likely to put great pressure on the
union to lower wages to the level of the low-wage firm.
To avoid this kind of problem unions seek to “take
wages out of competition” by standardizing wage rates
among firms, thereby reducing the degree of wage dis-
persion.

What is the net effect of unionism on the distribu-
tion of earnings? Although the issue remains contro-
versial, one authoritative study concludes that the
wage effects indicated in Figure 36-2 increase earnings
inequality by about 1 percent, but the standardization
of wage rates within and among firms decreases in-
equality by about 4 percent. The net result is a 3 per-
cent decline in earnings inequality due to unionism.
Because only a small proportion of the labor force is
unionized, this 3 percent reduction in inequality is sub-
stantial.

Unions and Inflation®

We now examine the complicated and controversial
question of whether unions can increase the average
level of money wages and generate cost-push or, more
specifically, wage-push inflation.

Two Models We have explored two general models
of inflation, namely, the demand-pull and the cost-push
models (Figures 96b and ¢ and Figure 9-8). The
demand-pull model suggests that, given aggregate sup-
ply, an increase in aggregate demand will result in a
higher price level. Whether due to, say, an increase in
the money supply or an increase in investment, the
cause or impetus for inflation arises on the demand
side of product markets which then increases the de-
rived demands for labor and pulls up nominal wages.
The important point is that in the demand-pull theory of

®This section presupposes that the reader has taken a course in
macroeconomic principles.
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inflation wage increases are an effect or symptom of
mﬂatlon nota cause. Wage increases do not cause mﬂa—

fabor productivity, then u costs wil rise. Given
that labor costs comprise abo.: threefouri.s of wotal
production costs, product prices will rise roughly in
accord with the increase in unit labor costs. In terms of
Figure 98 a decrease in aggregate supply from AS, to
AS, results in a higher price level. Some economists
contend that union-inspired nominal-wage increases in
excess of productivity increases can be an important
cause of the indicated leftward shift of the aggregate
supply curve.

Tentative Conclusions Which view is correct?
While there is no universally accepted conclusion,
most experts downgrade union wage-setting as a
causal force in inflation. We know from our experience
in the early 1960s that union wage determination can
be compatible with price level stability. And one can
argue with considerable credibility that the major epi-
sodes of rapid inflation in the.United States were
started either by expansions of aggregate demand or
major supply shocks which had little or nothing to do
with wage increases. Hence, the “great inflation” of the
1970s was rooted in increases in government military
spending in the late 1960s, on the one hand, and supply
shocks associated with the OPEC oil cartel and crop
shortages, on the other.

More important perhaps is the fact that the cost-
push model indicates that the decrease in aggregate
supply which accompanies a union-induced increase in
unit labor costs causes declines in output and increases
in unemployment which act to restrain union wage
demands (Figure 9-8). This suggests that rising unit
labor costs could not generate continuing inflation un-
less accommodating monetary and fiscal policies gave
rise to increases in aggregate demand to offset the fall-
ing output and rising unemployment which wage infla-
tion would create (Figure 17-7b). Hence, the most rea-
sonable judgment is that unions do 7ot appear to be an
initiating cause of inflation. Stated differently, unions
do not seem to cause initial bursts of inflation or major
increases in the rate of existing inflation independently
of other causes.

QUICK REVIEW 36-2

¢ Union workers receive wage rates 10 to 15 per-
¢ in comparable nonunion workers.
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With this survey of unionism and collective bar-
gaining complete, we now consider two additional fac-
tors affecting American labor markets—the problem
of discrimination, and the controversial immigration
issue.

DISCRIMINATION

In Chapter 35 we noted that blacks, Hispanics, and
women bear a disproportionately large burden of pov-
erty. The low incomes received by these groups are a
consequence of the operation of the labor market.
Thus, it is important that we consider the labor market
aspects of discrimination.

Economic discrimination occurs when female or
minority workers, who have the same abilities, education,
training, and experience as white male workers, are ac-
corded inferior treatment with respect to hiring, occupa-
tional access, promotion, or wage rate. Discrimination
also occurs when females or minorities are denied ac-
cess to education and training. Table 36-1 provides cas-
ual evidence which suggests the presence of racial dis-
crimination. Similar data imply discrimination on the
basis of gender. For example, the weekly earnings of
fulltime female workers is only about 70 percent that of
males.

Dimensions of Discrimination

As'Table 36-1 and our definition both suggest, discrimi-
nation may take several forms. Our discussion is in
terms of racial and gender discrimination, but these
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TABLE 36-1 Selected measures of discrimination and inequality of opportunity, 1990

Selected measure Whites Blacks
Income
Median income of families $36,915 $21,423
Percent of households in poverty 10.7 31.9
Percent of families with incomes of $75,000 or more 13.7 4.8
Unemployment rate (percent of civilian labor force)
All males 48 118
All females 46 108
Teenaget males 14.2 321
Teenaget females 12.6 30.0
Education
Percent of population 25 years and over completing
4 years of high school or more 78.4 64.6
Percent of population 25 years and over completing
4 years of college or more 218 11.8
Occupational distr (p of total civilian employment)
gerial and professional occupations 271 16.0
Service occupations 12.0 22.9

tMales and females, 16—19 years old.

Sources: Statistical Abstract of the United Stales, 1991; Economic Report of the President, 1991; and Employment and Eamings, February 1991.

remarks also generally apply to discrimination based
on age or ethnic background.

1 Wage discrimination occurs when black and
other minority workers are paid less than whites for
doing the same work. This kind of discrimination is of
declining importance because of its explicitness and
the fact that it clearly violates Federal law. But, as this
chapter’s Last Word demonstrates, wage discrimi-
nation can sometimes be very subtle and difficult to
detect.

2 Employment discrimination means that unem-
ployment is concentrated among minorities. Blacks are
frequently the last hired and the first fired. Hence, the
unemployment rate for blacks has been roughly dou-
ble that for whites (Table 36-1).

3 Human-capital discrimination occurs when
investments in education and training are lower for
blacks than for whites. The smaller amount (Table
36-1) and inferior quality of the education received by
blacks have cost them the opportunity to increase their
productivity and qualify for better jobs. Unfortunately,
a vicious circle seems to exist here. Many blacks are
poor because they have acquired little human capital.
Being poor, blacks have less financial ability to invest in
education and training. They also have less economic
motivation to invest in human capital. Facing the very

real possibility of wage, employment, and occupational
discrimination, blacks tend to receive a lower rate of
return on their investments in education and training.
4 Occupational discrimination means that minor-
ity workers have been arbitrarily restricted or prohib-
ited from entering the more desirable, higher-paying
occupations. Black executives and salespeople, not to
mention electricians, bricklayers, and plumbers, are
relatively few and far between. Historically, many craft
unions effectively barred blacks from membership and
hence from employment.

Occupational Segregation:
The Crowding Model

This latter form of discrimination—occupational seg-
regation—is particularly apparent in our economy.
‘Women-are disproportionately concentrated in a lim-
ited number of occupations such as nursing, public
school teaching, secretarial and clerical jobs, and retail
clerks. Blacks are crowed into a limited number of low-
paying jobs such as laundry workers, cleaners and ser-
vants, hospital orderlies, and other manual jobs.

Assumptions The character and income conse-
quences of occupational discrimination can be revealed
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through a simple supply and demand model similar to
that used to analyze the efficiency consequences of un-
ions. We make the following simplifying assumptions.
1 The labor force is equally divided between male
and female (or white and black) workers. Let's say
there are 6 million male and 6 million female workers.
2 The economy is comprised of three occupations,
each having identical labor demand curves, as shown
in Figure 36-3.

3 Men and women (whites and blacks) have identi-
cal labor force characteristics; each of the three occu-
pations could be filled equally well by men or women.

Effects of Crowding Suppose now that, as a conse-
quence of irrational discrimination, the 6 million
women are excluded from occupations X and Y and
crowded into occupation Z. Men distribute themselves
equally among occupations X and Y so there are 3 mil
lion male workers in each occupation and the resulting
common wage rate for men is OM. (Assuming no barri-
ers to mobility, any initially different distribution of
males between X and Y would result in a wage differen-
tial which would prompt labor shifts from low- to high-
wage occupation until wage equality was realized.)
Note that women, on the other hand, are crowded into
occupation Z and, because of this occupational segre-
gation, receive a much lower wage rate OW. Given the
reality of discrimination, this is an “equilibrium” situa-
tion. Women cannot, because of discrimination, reallo-
cate themselves to occupations X and Y in the pursuit
of higher wage rates.

Eliminating Discrimination But now assume that
through legislation or sweeping changes in social atti-
tudes, discrimination disappears. Women, attracted by
higher wage rates, will shift from Z to X and Y. Specifi-
cally, 1 million women will shift into X and another
1 million into Y, leaving 4 million workers in Z. At this
point 4 million workers will be in each occupation and
wage rates will be equal to OB in all three occupations.
Wage equality eliminates the incentive for further real-
locations of labor.

This new, nondiscriminatory equilibrium s clearly
to the advantage of women, who now receive higher
wages, and to the disadvantage of men, who now re-
ceive lower wages. Women were initially harmed
through discrimination to the benefit of men; the termi-
nation of discrimination corrects that situation.

There is also a net gain to society. Recall that the
labor demand curve reflects labor’s marginal revenue
product (Chapter 27) or, in other words, labor's contri-
bution to the domestic output.” Hence, the gray areas
for occupations X and Y show the increases in domestic
output—the market value of the marginal or extra
output—realized by adding 1 million women workers
in each of those two occupations. Similarly, the orange
area for occupation Z shows the decline in domestic
output caused by the shifting of the 2 million women
workers from occupation Z. We note that the sum of
the two additions to domestic output exceeds the sub-

"Technical note: This assumes pure competition in product and re-
source markets.
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traction from domestic output when discrimination is
ended. Women workers are reallocating themselves
from occupation Z, where their contribution to domfes-
tic output (their MRP) is relatively !ow, to fxlteplahve
employments in X and Y, where their conmb.uhons to
domestic output (their MRPs) are relatively hlgh..Con—
clusion: Society gains from a more efficient altoc.alm.n of
resources when discri tion is aband ‘_ plscnml-
nation influences the distribution of a diminished fio-
mestic output. That is, discrimination pla.ct?ﬁ t.he nation
on a point inside of its production possibilities curve.

Costs of Discrimination

Given the diverse types of discrimination, th? eco-
nomic costs of discrimination are difficult to esuma!e.
However, one estimate is that if economic and social
policies were successful in Iowering the black unent
ployment rate to the level of the white rate, and lf edu-
cation and training opportunities were made avmlfxl?le
to the black labor force so that the average productivity
of black labor became equal to that of white workers,
the total output of the economy would rise _by about
4 percent. For example, in 1991 the economic cmt of
racial discrimination alone would be about $227 billion.

Addenda

We must consider two important additions to our dis-
cussion of discrimination.

Comparable Worth Doctrine  The first inyolves pub-
lic policy. The reality of pervasive occupational segre-
gation has given rise to the issue of comparable wor.1h.
Legislation such as the Equal Pay Act of 1963 which
forced employers to pay equal wages to men and
women performing the same jobs was of no 'help‘ to
many women because occupational segregation lim-
ited their access to jobs held by men. The essence of
the comparable worth doctrine is that female secre-
taries, nurses, and clerks should receive the same sala‘\—
ries as male truck drivers or construction wod(ers'nf
the levels of skill, effort, and responsibility in these dis-
parate jobs are comparable. The basic advz.mtage of
comparable worth is that it is a means of quickly cor-
recting perceived pay inequities.

While the concept of comparable worth has con-
siderable appeal, there are a number of important ?b
jections. For example, any comparison of !he .relahve
worth of various jobs is necessarily subjective and
therefore arbitrary, opening the door to endless contro-

versies and lawsuits. Second, wage setting by adminis-
trative or bureaucratic judgment, rather than §upply
and demand, does not bode well for long-run eff}cleflcy.
To the extent that the calculated worth of specific jobs
varies from their market or equilibrium value, work‘er
shortages or surpluses will develop. Furthermore, in-
creasing the wages of women could attract even more
females to traditionally “women jobs” and prolong oc-
cupational segregation.

Nondiscriminatory Factors Not all the average in-
come differentials found between blacks aud_wh.lte.s
and males and females are necessarily due to discrimi-
nation. Most researchers agree, for ex_ample, ) th'fxt
some part of the male-female earnings d!ﬁer'ennal is
attributable to factors other than discrimination. For
example, the work-life cycle of married women who
have children historically has involved a continuous
period of work until birth of the first child. Then the're
is a five- to ten-year period of nonparticipaliot'n or mﬂ
participation in the labor force related to chnldbe.anng
and child care, followed by amore continuous pen'oq of
work experience when the mother is in her late thirties
or early forties. The net result is that, on the average,
married women have accumulated much less labor
force experience than men in the same age group.
Hence, on the average females are less productive .
workers and are therefore paid a lower average wage
rate. .
Furthermore, family ties apparently prowde') mar-
ried women with less geographical mobility in job
choice than males. In fact, married women may give up
good positions to move with husbands who accept jobs
elsewhere. And some married women may pl_lt conven-
ience of job location and flexibility of working hours
ahead of occupational choice. Again, women may hi.we
purposely crowded into such occupations as nursing
and elementary school teaching because such occupa-
tions have the greatest carryover value for productive
activity within the home. Finally, in the past decades
more women have entered the labor force than have
men. This large increase in the supply of female work-
et§ has acted as a drag on women's wages and earn-
ings.
= All this implies that some portion of the n}ale—
female earnings differential is due to considerations
other than discrimination by gender. It also suggests
that the male-female wage gap will narrow in the futu.re,
now that more women are attending cnlleg_e, wn‘rkmg
through their childbearing years, and pursuing higher-
paying professional jobs.
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QUICK REVIEW 36-3 ¥

¢ Discrimination may mean a paying different
wages to equally qualified workers, b higher unem-
ployment rates for minorities, ¢ less education and
training for women and minorities, and d the con-
centration of minorities and women in a limited num-
ber of occupations.

¢ The crowding model demonstrates how a men
can increase their wages at the expense of women,
and b occupational segregation diminishes the
domestic output.

¢ Comparable worth means that females in one
occupation should receive the same wages as males
in another occupation if the levels of skill, effort, re-

sponsibility and working conditions are compara-
ble.

IMMIGRATION

The immigration issue has long been clouded in con-
troversy and misunderstanding. Should more or fewer
people be allowed to migrate to the United States? How
should the much-publicized problem of illegal entrants
be handled? We will illuminate this problem by (1)
briefly summarizing United States’ immigration his-
tory and policy, (2) presenting a bare-bones model of
the economic effects of immigration, and (3) embel-
lishing this simple model by considering some of the
more subtle costs and benefits associated with the in-
ternational movement of labor.

History and Policy

During the first 140 years of our history as an indepen-
dent nation, immigration to the United States was virtu-
ally unimpeded. There is little question that the great
infusion of foreign labor into our labor-scarce country
was a major contributing factor to our nation’s eco-
nomic growth. But the great flood of immigrants which
came to the United States in the quarter-century prior
to World War I was sharply curtailed by the war itself
and by a series of restrictive immigration laws enacted
in the 1920s. However, after World War 11, immigration
policy was liberalized and the annual inflows of legal
immigrants were roughly 250,000 in the 1950s,
320,000 in the 1960s, and 500,000 or more during most
of the 1970s and early 1980s.
These data are very imperfect, however, because
they do not include illegal immigrants. Estimates
suggest that, in recent years, as many as 500,000 illegal

aliens may enter the United States each year, most
coming from Mexico, the Caribbean, and Latin Amer-
ica. Despite this large annual influx of illegals, the total
number of illegal aliens in the United States may only
be about 3} to 5 million (estimates vary from 2 to 12
million). Many illegal aliens come to the United States
for ayear or so to eamn a “grubstake” and then return to
their native countries.

Current legislation increases the number of legal
immigrants to 700,000 per year. The legislation
stresses family reunification by allowing United States
citizens to bring in immediate relatives—spouses, chil-
dren, and parents. But there has also been a substantial
increase in the number of visas made available to
highly skilled professionals such as researchers, engi-
neers, and scientists. In addition, some 10,000 visas
have been earmarked for wealthy immigrants who are
willing to invest at least $1 million in the United States.
Emphasisis clearly on the kinds of immigrants who are
likely to make significant contributions to American
economic growth. :

Immigration and immigration policy have been
highly controversial, focusing largely on illegal immi-
grants. Public concern over illegal immigration gave
rise to the Immigration Reform and Control Act of
1986, popularly known as the Simpson-Rodino Act. It
has three major provisions.

1 Amnesty 'The law provides amnesty and grants
legal status to undocumented individuals who have
lived in the United States since 1982. Qualified workers
receive work authorization cards and after five years of

continuous residence become eligible to apply for citi-
zenship.

2 Employer Sanctions Employers who knowingly
hire illegal immigrants are subject to fines and possible
imprisonment for repeated offenses.

3 Temporary Farm Labor 'The law allows temporary

migrants or “guest workers” to enter the country to
harvest perishable crops.

Economics of Immigration

We can gain some insight into the economic effects of
immigration by employing a variation of the crowding
model of discrimination (Figure 36-3). In Figure 364
we portray the demand for labor in the United States as
D, in the left diagram and the demand for labor in
Mexico as D,, in the right diagram. The demand for



690

PART SIX

GOVERNMENT AND CURRENT ECONOMIC PROBLEMS

Wage rate

Quantity of labor (millions)

(a) United States
FIGURE 36-4 The simple economics of immigration
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The migration of labor to high-income United States (a) from low-income Mexico (b) will
increase the domestic output, reduce the average level of wages, and increase business
incomes in the United States, while having the opposite effects in Mexico. The United States’

domestic output gain of cbdf ds Mexico's d

is a net increase Iin world output.

labor is greater in the United States, presumably be-
cause of the presence of more capital equipment and
more advanced technologies which enhance the pro-
ductivity of labor. (Recall from Chapter 27 that the
labor demand curve is based on the marginal revenue
product of labor.) Conversely, we assume that machin-
ery and equipment are scarce in Mexico and that tech-
nology is less sophisticated; hence, labor demand is
weak. We also assume that the premigration labor
forces of the United States and Mexico are Oc and OC
respectively, and that full employment exists in both
countries.

Wage Rates and World Output  If we further assume
that (1) migration is costless; (2) it occurs solely in
response to wage differentials; and (3) is unimpeded by
legislation in either country, workers will migrate from
Mexico to the United States until wage rates in the two
countries are equal at W,. In this case some FC (= ft)
million workers will have migrated from Mexico to the
United States before equilibrium is achieved. Although
the average level of wage rates falls from W, to W, in
the United States, the domestic output (the sum of the
marginal revenue products of the labor force) in-
creases from Oabc to Oadf. In Mexico, average wage
rates rise from W, to W,, but domestic output declines

ic output loss of FDBC; hence, there

from OABC to OADF2 Observing that the domestic
output gain of cbdf in the United States exceeds the
FDBCloss in Mexico, we conclude that the world’s real
output has increased.

Just as elimination of the barrier of sex or racial
discrimination enhances economic efficiency within a
country, so the elimination of legislative barriers to the
international flow of labor increases worldwide eco-
nomic efficiency. The world gains because freedom to
migrate moves people to countries where they can
make a larger contribution to world production. To re-
peat: Migration involves an efficiency gain. It enables
the world to produce a larger real output with a given
amount of resources.

Income Shares Our model also suggests that this
flow of immigrants will enhance business or capitalist
incomes ip the United States and reduce them in Mex-
ico. We have just noted that the before-immigration

BWhat happens to the wage bill (wage rate multiplied by the number
of workers) in each of the two countries depends on the elasticity of
labor demand. If the demand for labor is elastic in the W, W, wage
range in the United States, the absolute size of the wage bill will
increase. Conversely, if labor demand is inelastic in the W, W, wage
range, the absolute size of the wage bill will decline. A similar appli-
cation of the total revenue (earnings) test for elasticity applies to
Mexico.
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domestic output in the United States is Oabc. The total
wage bill is OW,, be, that is, the wage rate multiplied by
the number of workers. The remaining triangular area
W, ab is “business” or capitalist income. The same rea-
soning applies to Mexico.

Unimpeded immigration will increase business
income from W,ab to W,ad in the United States and
reduce it from W,,AB to W,AD in Mexico. Business
benefits from immigration in the United States; Mexi-
can businesses are hurt by emigration. This is what we
would expect intuitively; America is receiving “cheap”
labor, Mexico is losing “cheap” labor. This conclusion
is consistent with the historical fact that American em-
ployers have often actively recruited immigrants.

Complications and Modifications

Our model includes a number of simplifying assump-
tions and also omits several relevant considerations.
Let's therefore release some of the more critical as-
sumptions and introduce omitted factors, observing
how our conclusions are affected.

1 Cost of Migration The international movement of
workers is not costless. Costs are not only the-explicit
or out-of-pocket costs of geographically moving oneself
and one’s possessions, but also the implicit or opportu-
nity cost of lost income during the period of movement
and reestablishing oneself in the host country. Still
more subtle costs are involved in adapting to a new
culture, language, climate, and so forth. All such costs
must be estimated by the potential immigrant and
weighed against the expected benefits of higher wages
in the host country. If benefits are estimated to exceed
costs, it is rational to migrate. If costs exceed benefits,
one should not migrate.

In Figure 364 the existence of migration costs
means that the flow of labor from Mexico to the United
States will not occur to the extent that wages are equal-
ized. Wages will remain higher in the United States
than in Mexico. Furthermore, the world gain from mi-
gration will be reduced.

2 Remittances and Backflows Many migrants view
their moves as temporary. Their plan is to move to a
wealthier country, accumulate some desired level of
wealth through hard work and frugality, and return
home to establish their own enterprises. During their
period in the host country, migrants frequently make
sizable remittances to their families at home. This
causes a redistribution of the net gain from migration

between the countries involved. In Figure 364 remit-
tances by Mexican workers in the United States to
their relatives would cause the gain in United States’
domestic output to be less than that shown and the loss
of Mexican domestic output to also be less than that
shown.

Actual backflows—the return of migrants to their
home countries—might also alter gains and losses
through time. For example, if some of the Mexican
workers who migrated to the United States acquired
substantial labor-market or managerial skills and then
returned home, their enhanced human capital might
then make a substantial contribution to economic de-
velopment in Mexico. Evidence suggests, however,
that migrant workers who acquire skills in the receiv-
ing country tend not to return home. In fact, at various
times the United States has been a beneficiary of “brain
drains” as professional and other highly skilled work-
ers have left western Europe and other nations for
higher wages and better job opportunities in the
United States. :

3 Full Employment versus Unemployment Qur
model assumes full employment in both the sending
and receiving country. Mexican workers presumably
leave low-paying jobs to more-or-less immediately take
higher-paying jobs in the United States. However, in
many cases the factor that “pushes” immigrants from
their homelands is not low wages, but chronic unem-
ployment and underemployment. Many less devel-
oped countries are characterized by overpopulation
and surplus labor; workers are either unemployed or
so grossly underemployed that their marginal revenue
product is zero.

Again, allowance for this possibility affects our dis-
cussion of gains and losses. Specifically, Mexico would
gain (not lose!) by having such workers emigrate.
These unemployed workers are making no contribu-
tion to Mexico's domestic output and must be sus-
tained by transfers from the rest of the labor force. The
remaining Mexican labor force will be better off by the
amount of the transfers after the unemployed workers
have migrated to the United States. Conversely, if the
Mexican immigrant workers are unable to find jobs in
the United States and are sustained through transfers
from employed American workers, then the after-tax
income of native American workers will decline.

4 Fiscal Aspects What impacts do immigrants
have on tax revenues and government spending in the
receiving country? Although evidence is scanty and
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lomestic output in the United States is Oabe. The total
age bill is OW,, b, that is, the wage rate multiplied by
e number of workers. The remaining triangular area
.ab is “business” or capitalist income. The same rea-
ning applies to Mexico.

Unimpeded immigration will increase business
come from W,ab to W,ad in the United States and
puce it from W,,AB to W,AD in Mexico. Business

efits from immigration in the United States; Mexi-
businesses are hurt by emigration. This is what we
Id expect intuitively; America is receiving “cheap”
or, Mexico is losing “cheap” labor. This conclusion
l‘onsistent with the historical fact that American em-
ers have often actively recruited immigrants.

(millions) mplications and Modifications

model includes a number of simplifying assump-
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between the countries involved. In Figure 364 remit-
tances by Mexican workers in the United States to
their relatives would cause the gain in United States’
domestic output to be less than that shown and the loss
of Mexican domestic output to also be less than that
shown.
Actual backflows—the return of migrants to their
home countries—might also alter gains and losses
through time. For example, if some of the Mexican
workers who migrated to the United States acquired
substantial labor-market or managerial skills and then
returned home, their enhanced human capital might
then make a substantial contribution to economic de-
velopment in Mexico. Evidence suggests, however,
that migrant workers who acquire skills in the receiv-
ing country tend #not to return home. In fact, at various
times the United States has been a beneficiary of “brain
drains” as professional and other highly skilled work-
ers have left western Europe and other nations for
higher wages and better job opportunities in the
United States.

3 Full Employment versus Unemployment Our
model assumes full employment in both the sending
and receiving country. Mexican workers presumably
leave low-paying jobs to more-or-less immediately take
higher-paying jobs in the United States. However, in
many cases the factor that “pushes” immigrants from
their homelands is not low wages, but chronic unem-
ployment and underemployment. Many less devel-
oped countries are characterized by overpopulation
and surplus labor; workers are either unemployed or
so grossly underemployed that their marginal revenue
product is zero.

Again, allowance for this possibility affects our dis-
cussion of gains and losses. Specifically, Mexico would
gain (not lose!) by having such workers emigrate.
These unemployed workers are making no contribu-
tion to Mexico’s domestic output and must be sus-
tained by transfers from the rest of the labor force. The
remaining Mexican labor force will be better off by the
amount of the transfers after the unemployed workers
have migrated to the United States. Conversely, if the
Mexican immigrant workers are unable to find jobs in
the United States and are sustained through transfers

from employed American workers, then the after-tax
income of native American workers will decline.

4 Fiscal Aspects What impacts do immigrants
have on tax revenues and government spending in the
receiving country? Although evidence is scanty and
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RACISM IN PROFESSIONAL
BASKETBALL?

Although black players earn more than white
players in the NBA, researchers have
discovered evidence of wage discrimination
against blacks.

Casual observation would suggest an absence of racial
discrimination in the National Basketball Association
(NBA). About three-fourths of all NBA players—and
four-fifths of all starters—are black. Teams are highly
integrated. There are more black coaches in the NBA
than in other professional sports. Many of the most
highly paid players are black. Indeed, raw salary data
for 1985-1986 show that black players eamned
$10,620 (2.7 percent) more than white players.

Yet recent research suggests that discrimination
does exist. Sherer and Kahn* have adjusted 1985-
1986 raw salary data for various measures of player
performance (productivity) such as number of seasons
played, games played per season, career points, field
goal percentage, rebounds, assists per game, and so
forth. These measures indicate that black players are
superior to whites. Adjusting salaries to account for
this superiority, Sherer and Kahn have concluded that
black players earned about $80,000 or 20 percent less
than white players.

What is the source of this discrimination? Sherer
and Kahn reject the notion of racist attitudes on the
part of team owners. By rejecting talented black play-
ers, racist owners would find themselves with less suc-
cessful teams, declining revenues, and franchises of
lesser value. Furthermore, the fact that NBA teams are
highly integrated suggests that fellow employees (white
players) are not the source of discrimination. Sherer
and Kahn find that team customers (fans) are the

*Peter D. Sherer and Lawrence M. Kahn, “Racial Differences
in Professional Basketball Players’ Ci ion,” Journal
of Labor Economics, January 1988, pp. 40-61.

source of NBA discrimination. Their research shows
that home game attendance increases with the number
of white players on the team. Specifically, they estimate
that a team’s revenue may increase by about
$115,000 to $131,000 per season per additional
white player, and suggest that both white players and
team owners gain by serving fans’ preferences to watch
white players. Sherer and Kahn conclude that “As long
as fans prefer to see white players, profit-oriented
teams will make discriminatory salary offers.”t

t1bid., p. 60.

subject to dispute, the consensus is that immigrants
are probably net contributors to the fiscal system of the
host country. They are disporportionately comprised
of younger people—frequently, unattached young
males—who are in the prime of life and who have re-
ceived some schooling in their native country. Cer-
tainly, highly skilled migrants who already speak the
host country’s language are likely to be heavy net tax-
payers. Less skilled workers—for example, political

et

refugees from Haiti or Central America—may require
several years of public or philanthropic aid to learn the
language and become assimilated. But illegal aliens
from, say, Mexico or the Caribbean are likely to be net
taxpayers.
Several studies have found that very few illegals col
lect unemployment compensation, go on welfare,
receive food-stamps, or use medicaid. Some do use
free public hospitals and send their children to pub-
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lic schools, but the incremental costs involved are
probably small. On the tax revenue side, it is clear
that most illegals do have social security and federal
income taxes withheld from their pay, although a
sizable proportion apparently pay less than their
legal obligation of the latter.

The very low incidence of social welfare pay-
ments to illegals is not a mystery. These payments
are usually made only to the unemployed and most
illegals are working. When they are not, fear of de-
tection and deportation keeps them from applying to
benefit programs. Thus, the direct social welfare
costs of illegals are low.®

QUICK REVIEW 36-4 i b SR
¢ Current policy allows about 700,000 immigrants
to enter the United States each year with preference
being given to “priority workers” who have special
education, training, and talents.

¢ A country receiving immigrants will experience
a larger domestic output, a lower average level of
wages, and an increase in business incomes. The
opposite effects will occur in the donor country.

¢ The economic effects of immigration are com-
plicated by the costs of migration, remittances,
backflows of immigrants, employment conditions,
and fiscal implications.

Economics and Beyond

Even our elementary consideration of the economic
aspects of immigration makes it clear that the issues
involved are complex. Much obviously depends on the
character of the immigrants themselves and economic
conditions in the receiving country. Many benefits
would accrue to the United States from a liberal immi-
gration policy when (1) immigrants are young, edu-
cated, and skilled; and (2) our economy is fully em-
ployed and experiencing robust growth. Benefits to
Americans are less evident when (1) immigrants are
unskilled and illiterate, and (2) our economy is stag-
nant and plagued by high unemployment. The “brain
drain” to America in the 1960s and Castro's emptying
out of Cuban prisons and mental hospitals in 1980 were
highly contrasting episodes in American immigration
history!

The immigration issue is also complicated by an
assortment of essentially noneconomic issues. Do mi-
nority immigrants inflame racial problems? Does the
concentration of migrants in urban areas such as New
York and Miami generate social tensions and increase
crime rates? Would America without fresh inflows of
immigrants somehow not be America?

CHAPTER SUMMARY

1 The growth of labor unions was slow and irregular until
the 1930s due to court and employer hostility.

2 'The AFL dominated the American labor movement
from 1886 until the C1O was formed in 1936. Its philosophy
was essentially that of Samuel Gompers—business union-
ism, political neutrality, and craft unionism.

3 Union growth was rapid in the 1930s and 1940s. The
shift toward industrial unionism, triggered by the formation
of the CIO in 1936, was a significant factor in this growth.
Equally important were the prolabor legislation passed by
the Federal government in the 1930s and the wartime pros-
perity of the 1940s.

4 ‘The Norris-La Guardia Act of 1932 rendered yellow-
dog contracts unenforceable and sharply limited the use of
injunctions in labor disputes. The Wagner Act of 1935—
“labor's Magna Charta”—guaranteed labor the rights to
organize and to bargain collectively with management.

5 The Taft-Hartley Act of 1947 brought about a shift from
government-sponsored to government-regulated collective

“Walter Fogel, “Illegal Alien Workers in the United States,” Indus-
trial Relations, October 1977, p. 255. To the extent that illegal immi-
grants displace American workers they may impose indirect costs
on our welfare and income-maintenance programs.

bargaining. The act a specifically outlaws certain “unfair
practices” of unions, b regulates certain internal opera-
tions of unions, ¢ controls the content of collective bar-
gaining agreements, and d outlines a procedure for han-
dling “national health and welfare” strikes.

6  The Landrum-Griffin Act of 1959 was designed to regu-
late the internal processes of unions—in particular the han-
dling of union finances and the union’s relationships with its
members.

7  Unionism has declined relatively in the United States
since the mid-1950s. Some labor economists attribute this to
changes in the composition of domestic output and in the
demographic structure of the labor force. Others contend
that employers, recognizing that unionization results in
lower profitability, have more aggressively sought to dis-
suade workers from being union members.

8 Labor and management “live together” under the
terms of collective bargaining agreements. These work
agreements cover four major topics: a union status
and managerial prerogatives; b wages and hours;
¢ seniority and job control; and d a grievance procedure.
9  Union workers currently enjoy wages which are 10 to
15 percent higher than comparable nonunion workers.
There is little evidence to suggest that unions have been
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TABLE 37-1 Exports of goods and services as a
percentage of gross domestic product, selected
countries, 1990

Exports
Country Percentage of GDP
The Netherlands 57
Germany 36
New Zealand 27
Canada 25
United Kingdom 24
France 22
Italy 19
Japan 1

Source: IMF, Intemnational Financial Statistics, 1992.

domestic markets cannot produce with reasonable effi-
ciency the variety of goods they want to consume. For
such countries, exports are the route for obtaining
goods they desire and therefore exports may run from
25 to 35 percent or more of their GDPs. Other coun-
tries—the United States, for example—have rich and
diversified resource bases and vast internal markets
and are therefore less dependent on world trade.

I Volume For the United States and the world the
volume of international trade has been increasing both
absolutely and relatively. Table 37-2 reflects the sub-
stantial growth in the dollar volume of both American
exports and imports over the past three decades. Since
1960 United States’ exports and imports of goods and
services have more than doubled as a percentage of
our GDP. Exports and imports currently are each.”
about 10 to 11 percent of GDP. Curiously, however, the
United States accounts for a diminishing percentage of
total world trade. In 1947 it supplied about one-third of
the world's total exports compared to about one-
seventh today. World trade has increased more rapidly

for other nations than it has for the United States. But
in terms of absolute volumes of imports and exports the
United States is the world’s leading trading nation.

2 Dependence There can be no question as to the
United States’ dependence on the world economy. We
are almost entirely dependent on other countries for
bananas, cocoa, coffee, spices, tea, raw silk, nickel, tin,
natural rubber, and diamonds. Casual observation sug-
gests thatimported goods compete strongly in many of
our domestic markets: Japanese cameras and video
recorders, French and Italian wines, English bicycles,
and Japanese motorcycles and autos are a few cases in
point. Foreign cars have made persistent gains in
American markets and now account for about 35 per-
cent of total sales in the United States. Even the great
American pastime—baseball—relies heavily on im-
ported gloves.

But world trade is a two-way street, and a host of
American industries are highly dependent on foreign
markets. Almost all segments of agriculture rely heav-
ily on foreign markets—rice, wheat, cotton, and to-
bacco exports vary from one-fourth to more than one-
half of total output. The chemical, aircraft, automobile,
machine tool, coal, and computer industries are only a
few of many American industries which sell significant
portions of their output in international markets. Table
37-3 shows some of the major commodity exports and
imports of the United States.

3 Trade Patterns An overall picture of the pattern of
United States merchandise trade was given in Table
56. A quick review of that table provides the basis for
several observations.

1 In 1990 our imports of goods from abroad were
substantially in excess of our exports of goods.

2 'The bulk of our export and import trade is with
other developed nations, not with the less developed
nations or the countries of eastern Europe.

TABLE 37-2 Trade In the U.S. economy, 1960-1991* (dollars in billions)

1960 1975 . 1991
Amount Percent Amount Percent Amount Percent
of GDP of GDP of GDP
Exports of goods and services $25.3 4.9 $136.3 8.6 $592.5 104
Imports of goods and services 22.8 4.4 122.7 7.7 621.9 11.0
Net exports 24 0.5 13.6 0.9 -29.4 0.5

*Data are on a national income accounts basis.
Source: Department of Commerce.
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TABLE 37-3 Principal commodity exports and imports of the United States, 1990

(in billions)

Exports Amount Imports Amount
Chemicals $28.4 Petroleum $62.1
Computers 25.9 Automobiles 459
Consumer durables 21.0 Clothing 239
Aircraft 18.4 Computers 23.0
Grains 149 Household appliances 18.7
Semiconductors 133 Chemicals 143
Generating equipment 127 Semiconductors 12.2
Automobiles 10.9 fron and steel 13
Nonferrous metals 10.9 Toys and sporting goods 9.7
Telecommunications 9.6 Telecommunications 9.4

3 Canada is our most important trading partner
quantitatively. Twenty-two percent of our exports are

sold to Canadians, who in turn provide us with 19 per-

cent of our imports.

4 There is a sizable imbalance in our trade with
Japan; our imports greatly exceed our exports.

5  Our dependence on foreign oil is reflected in the
excess of imports over exports in our trade with the
OPEC nations. '

4 Level of Output Changes in net exports—the dif-
ference between the value of a nation’s exports and
imports—have multiple effects on the level of domestic
output in roughly the same way as do fluctuations in
the various types of domestic spending. A small
change in the volume of American imports and exports
can have magnified repercussions on the domestic lev-
els of output, employment, and prices.

Unique Aspects

Aside from essentially quantitative considerations,
world trade has certain unique characteristics.

I Mobility Differences Though the difference is a
matter of degree, the mobility of resources is consider-
ably less among nations than it is within nations. Amer-
ican workers are free to move from lowa to Idaho or
from Maine to Minnesota. Crossing international
boundaries is a different story.

Immigration laws, not to mention language and
cultural barriers, severely restrict migration of labor
between nations. Different tax laws, different govern-
mental regulations, different business practices, and a

host of other institutional barriers limit migration of
real capital over international boundaries.
International trade is a substitute for the intema-
tional mobility of resources. If human and property re-
sources do not move readily among nations, the move-
ment of goods and services is an effective substitute.

2 Currency Differences Each nation uses a differ-
ent currency. An American firm distributing Hondas or
BMWs in the United States must buy yen or marks to
pay the Japanese or German automobile manufactures.
The possible complications which may accompany this
exchange of currencies are explored in Chapter 38.

3 Politics Aswewill note, international trade is sub-
ject to political interferences and controls which differ
markedly in degree and kind from those applying to
domestic trade.

THE ECONOMIC BASIS FOR
TRADE

But why do nations trade? What is the basis for trade
between nations? International trade is a way nations
can specialize, increase the productivity of their resources,
and realize a larger total output than otherwise. Sover-
eign nations, like individuals and regions of a nation,
can gain by specializing in products they can produce
with greatest relative efficiency and by trading for
goods they cannot produce efficiently.

While the above rationale for world trade is cor-
rect, it in a sense begs the question. A better answer to
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pletely in wheat (point W in Figure 37-2a) and Brazil
completely in coffee (point ¢ in Figure 37-2b).

Improved Options Now, instead of being con-
strained by its domestic production possibilities line
and having to give up 1 ton of wheat for every ton of
coffee it wants as it moves up its domestic production
possibilities line from point W, the United States,
through trade with Brazil, can get 1} tons of coffee for
every ton of wheat it exports to Brazil as it moves up the
trading possibilities line WC'.

Similarly, we can think of Brazil as starting at point
¢, and instead of having to move down its domestic
production possibilities line and having to give up 2
tons of coffee for each ton of wheat it wants, it can now
export just 1} tons of coffee for each ton of wheat it
wants by moving down its cw’ trading possibilities line.

Specialization and trade give rise to a new ex-
change ratio between wheat and coffee which is re-
flected in a nation's trading possibilities line. This new
exchange ratio is superior for both nations to the self-
sufficiency exchange ratio in the production possibili-
ties line of each. By specializing in wheat and trading
for Brazil’s coffee, the United States can obtain more
than 1 ton of coffee for 1 ton of wheat. Similarly, by
specializing in coffee and trading for United States’
wheat, Brazil can get 1 ton of wheat for less than 2 tons
of coffee.

Added Output ‘The crucial point is that by specializ-
ing according to comparative advantage and trading for
those goods produced with the least relative efficiency
domestically, both the United States and Brazil can re-
alize combinations of wheat and coffee beyond their
production possibilities boundaries. Specialization ac-
cording to comparative advantage results in a more effi-
cient allocation of world resources, and larger outputs of
both wheat and coffee are therefore available to the United
States and Brazil. To be more specific, suppose that at
the 1W = 1}Cterms of trade, the United States exports
10 tons of wheat to Brazil and Brazil in return exports
15 tons of coffee to the United States.

How do the new quantities of wheat and coffee
available to the two nations compare with the optimal
product-mixes that existed before specialization and
trade? Point A in Figure 37-2a reminds us that the

} United States chose 18 tons of wheat and 12 tons of

coffee originally. But, by producing 30 tons of wheat
and no coffee, and by trading 10 tons of wheat for 15
tons of coffee, the United States can enjoy 20 tons of
wheat and 15 tons of coffee. This new, superior combi-

nation of wheat and coffee is shown by point A’ in Fig-
ure 37-2a. Compared with the nontrading figures of 18
tons of wheat and 12 tons of coffee, the United States’
gains from trade are 2 tons of wheat and 3 tons of
coffee. Similarly, we assumed Brazil's optimal product-
mix was 4 tons of coffee and 8 tons of wheat (point B)
before specialization and trade. Now, by specializing in
coffee—producing 20 tons of coffee and no wheat—
Brazil can realize a combination of 5 tons of coffee and
10 tons of wheat by exporting 15 tons of its coffee in
exchange for 10 tons of American wheat. This new po-
sition is shown by point B’ in Figure 37-2b. Brazil's
gains from trade are 1 ton of coffee and 2 tons of wheat.

As a result of specialization and trade, both countries
have more of both products. Table 374 is a summary
statement of these figures and merits your careful
study.

The fact that points A’ and B’ are economic posi-
tions superior to A and B is extremely important. Recall
from Chapter 2 that a given nation can expand its pro-
duction possibilities boundary by (1) expanding the
quantity and improving the quality of its resources or
(2) realizing technological progress. We have now dis-
covered another means—international trade—by
which a nation can circumivent the output constraint
imposed by its production possibilities curve. The ef-
fects of international specialization and trade are tanta-
mount to having more and better resources or discov-
ering improved production techniques.

Increasing Costs

In formulating a straightforward statement of the prin-
ciples underlying international trade, we have made
several simplifications. Our discussion was purposely
limited to two products and two nations to minimize
verbiage, but multination and multiproduct examples
yield similar conclusions. The assumption of constant
costs, on the other hand, is a more substantive simplifi-
cation. Let's therefore consider the significance of in-
creasing costs (concave-from-the-origin production
possibility curves) for our analysis.

Suppose, as in our previous constant-cost illustra-
tion, that the United States and Brazil are at positions
on their production possibilities curves where their
cost ratios are initially 1W = 1C and 1W = 2C respec-
tively. As before, comparative advantage indicates that
the United States should specialize in wheat and Brazil
in coffee. But now, as the United States begins to ex-
pand wheat production, its 1W = 1C cost ratio will fall;
it will have to sacrifice more than 1 ton of coffee to get 1
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additional ton of wheat. Resources are no longer per-
fectly shiftable between alternative uses, as the con-
stant-cost assumption implied. Resources less and less
suitable to wheat production must be allocated to the
American wheat industry in expanding wheat output,
and this means increasing costs—the sacrifice of
larger and larger amounts of coffee for each additional
ton of wheat.

Similarly, Brazil, starting from its 1W = 2C cost
ratio position, expands coffee production. But as it
does, it will find that its 1W = 2C cost ratio begins to
rise. Sacrificing a ton of wheat will free resources which
are only capable of producing something less than 2
tons of coffee, because these transferred resources are
less suitable to coffee production.

As the American cost ratio falls from 1W = 1Cand
Brazil's rises from 1W = 2C, a point will be reached at
which the cost ratios are equal in the two nations, for
example, at 1W = 1}C. At this point the underlying
basis for further specialization and trade—differing
cost ratios—has disappeared, and further specializa-
tion is therefore uneconomic. And most important, this
point of equal cost ratios may be realized where the
United States is still producing some coffee along with
its wheat and Brazil is producing some wheat along
with its coffee. The primary effect of increasing costs is to
make specialization less than complete. For this reason
we often find domestically produced products compet-
ing directly against identical or similar imported prod-
ucts within a particular economy.

The Case for Free Trade Restated

The compelling logic of the case for free trade is hardly
new. Indeed, in 1776 Adam Smith asserted:

It is the maxim of every prudent master of a family,
never to attempt to make at home what it will cost
him more to make than to buy. The taylor does not
attempt to make his own shoes, but buys them of
the shoemaker. The shoemaker does not attempt to
make his own clothes but employs a taylor. The
farmer attempts to make neither the one nor the
other, but employs those different artificers. All of
them find it for their interest to employ their whole
industry in a way in which they have some advan-
tage over their neighbors, and to purchase with a
part of its produce, or what is the same thing, with
the price of a part of it, whatever else they have oc-
casion for.'

'Adam Smith, The Wealth of Nations (New York: Modern Library,
Inc., 1937), p. 424.

In modern jargon, the case for free trade comes down
to this one potent argument. Through free trade based
on the principle of comparative advantage, the world
economy can achieve a more efficient allocation of re-
sources and a higher level of material well-being. The
resource mixes and technological knowledge of each
country are different. Therefore, each nation can pro-
duce particular commodities at different real costs.
Each nation should produce goods for which its oppor-
tunity costs are low relative to those of other nations
and exchange these specialties for products for which
its opportunity costs are high relative to those of other
nations. If each nation does this, the world can realize
fully the advantages of geographic and human speciali-
zation. That is, the world—and each free-trading na-
tion—can obtain a larger real income from the fixed
supplies of resources available to it. Protection—
barriers to free trade—lessens or eliminates gains
from specialization. If nations cannot freely trade,
they must shift resources from efficient (low-cost) to
inefficient (high-cost) uses to satisfy their diverse
wants. '

Asside benefit of free trade is that it promotes com-
petition and deters monopoly. The increased competi-
tion afforded by foreign firms forces domestic firms to
adopt the lowest-cost production techniques. It also
compels them to be innovative and progressive with
respect to both product quality and production meth-
ods, thereby contributing to economic growth. And
free trade gives consumers a wider range of products
from which to choose. The reasons to favor free trade
are essentially the same reasons which endorse com-
petition. Therefore, itis not surprising that most econo-
mists embrace the case for free trade as an economi-
cally valid position.

QUICK REVIEW 37-1

¢ World trade is increasingly important to the
United States and other nations of the world.

¢ International trade enables nations to special-
ize, enhance the productivity of their resources, and
obtain a larger output.

¢ The principle of comparative advantage states
that total world output will be greatest when each
good is produced by that nation having the lowest
opportunity cost.

¢ Specialization is less than complete among na-
tions because opportunity costs normally rise as
more of a particular good is produced.
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TRADE BARRIERS

No matter how compelling the logic of the case for free
trade, barriers to free trade do exist.
1 Tariffs are excise taxes on imported goods: they
may be imposed for purposes of revenue or protection.
Revenue tariffs are usually applied to products not
produced domestically, for example, tin, coffee, and
bananas in the case of the United States. Rates on reve-
nue tariffs are typically modest and their purpose is to
provide the Federal government with tax revenues.
Protective tariffs, on the other hand, are de-
signed to shield domestic producers from foreign com-
petition. Although protective tariffs are usually not high
enough to prohibit importation of foreign goods, they
put foreign producers at a competitive disadvantage in
selling in domestic markets. )
2 Import quotas-specify the maximum amounts of
commodities which may be imported in any period of
time. Frequently, import quotas are more effective in
retarding international commerce than tariffs. A given
product might be imported in relatively large quantities
despite high tariffs; low import quotas, on the other
hand, completely prohibit imports once quotas are
filled.
3 Nontariff barriers (NTBs) refer to licensing re-
quirements, unreasonable standards pertaining to
product quality and safety, or simply unnecessary bu-
reaucratic red tape in customs procedures. Japan and
the European countries frequently require their do-
mestic importers of foreign goods to obtain licenses.
By restricting the issuance of licenses, imports can be
effectively restricted. Great Britain bars importation of
coal in this way. -
4 Voluntary export restrictions (VERs) are a rela-
tively new trade barrier by which foreign firms “volun-
tarily” limit the amount of their exports to a particular
country. VERs, which have the effect of import quotas,
are agreed to by exporters in the hope of avoiding
more stringent trade barriers. Thus Japanese auto
manufacturers agreed to a VER on exports to the
United States under the threat of higher U.S. tariffs or
the imposition of low import quotas.

Motivations: Special-Interest Effect

If tariffs and quotas impede free trade and diminish
economic efficiency, why do we have them? While na-
tions as a whole gain from free international trade, par-
ticular industries and groups of resource suppliers can
be hurt. In our comparative advantage example, spe-

cialization and trade adversely affected the American
coffee industry and the Brazilian wheat industry. Such
groups may seek to preserve or improve their eco-
nomic positions by persuading the government to
impose tariffs or quotas to protect them from the detri-
mental effects of free trade. Chapter 32's special-inter-
est effect—or concept of rent-seeking activity—is
highly relevant.

The direct beneficiaries of import relief or export
subsidy are usually few in number, but each has a
large individual stake in the outcome. Thus, their
incentive for vigorous political activity is strong.

But the costs of such policies may far exceed
the benefits. It may cost the public $40,000-$50,000
a year to protect a domestic job that might other-
wise pay an employee only half that amount in
wages and benefits. Furthermore, the costs of pro-
tection are widely diffused—in the United States,
among 50 States and [254] million citizens. Since the
cost borne by any one citizen is likely to be quite
small, and may even go unnoticed, resistance at the
grass-roots level to protectionist measures often is
considerably less than pressures for their adoption.?

Also, the costs of protectionism are hidden because
tariffs and quotas are embedded in the prices of goods.
Thus policy makers face fewer political restraints in
responding positively to demands for protectionism.
Later in this chapter we will consider the specific
arguments and appeals made to justify protection.

Economic Impact of Tariffs

Simple supply and demand analysis is useful in examin-
ing the economic effects of protective tariffs. The D,
and S, curves in Figure 37-3 show domestic demand
and supply for a product in which the United States has
a comparative disadvantage, for example, cassette re-
corders. (Disregard S; + Q for now.) Without world
trade, the domestic price and output would be OP, and
Og, respectively.

Assume now that the domestic economy is opened
to world trade, and that the Japanese, who have a com-
parative advantage in cassette recorders and dominate
the world‘market, begin to sell their recorders in the
United States. We assume that with free trade the do-
mestic price cannot differ from the lower world price,
which here is OP,. At OP,, domestic consumption is
0Od, domestic production is Oa, and the difference be-
tween the two, ad, reflects imports.

2Eo ic Report of the Py , 1982, p. 171.
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FIGURE 37-3 The economic effects of a protec-
tive tariff or an import quota

A tariff of P, P, will red d i p from Od
to Oc. Domestic producers will be able to sell more output
(Ob rather than Oa) at a higher price (OP, rather than OP,,).

Foreign exporters are injured because they sell less output ~

(bc rather than ad) in the United States. The orange area
indicates the amount of tariffs paid by American consum-
ers. An import quota of be units will have the same effects
as the tariff, with one exception: the orange area will go to
foreign producers rather than to the U.S. Treasury.

Direct Effects Suppose now that the United States
imposes a tariff of P,,P, per unit on the imported re-
corders. This will raise the domestic price from OP,, to
OP, and will have several effects.

1 Decline in Consumption Consumption of record-

ers in the United States will decline from Od to Oc as
the higher price moves buyers up their demand curve.
The tariff prompts consumers to buy fewer recorders;
that is, to reallocate a portion of their expenditures to
less desired substitute products. American consumers
are clearly injured by the tariff, since they pay P, P,
more for each of the Oc units which they now buy at
price Py

2 Increased Domestic Production American pro-
ducers—who are not subject to the tariff—will receive
ahigher price of OP, per unit. Because this new price is
higher than the pretariff or world price of OP,, the
domestic recorder industry will move up its supply
curve S,, increasing domestic output from Oa to Ob.
Domestic producers will enjoy both a higher price and
expanded sales. These effects explain the interest of
domestic producers in lobbying for protective tariffs.
From a social point of view, however, the expanded

domestic production of ab reflects the fact that the tariff
permits domestic producers of recorders to bid re-
sources away from other, more efficient, industries.

3 Decline in Imports Japanese producers will be
hurt. Although the sales price of recorders is higher by
P,,P, that increase accrues to the United States gov-
ernment and not to Japanese producers. The after-tariff
world price, and thus the per unit revenue to Japanese
producers, remains at OP,,, while the volume of United
States imports (Japanese exports) falls from ad to bc.

4 Tariff Revenue Finally, note that the orange rec-
tangle indicates the amount of revenue which the tariff
yields. Specifically, total revenue from the tariff is deter-
mined by multiplying the tariff of P, P, per unit by the
number of imported recorders, bc. This tariff revenue is
essentially a transfer of income from consumers to gov-
ernment and does not represent any net change in the
nation’s economic well-being. The result is that govern-
ment gains this portion of what consumers lose.

Indirect Effects There are more subtle effects of tar-
iffs which go beyond our supply and demand diagram.
Because of diminished sales of recorders in the United
States, Japan will now earn fewer dollars with which to
buy American exports. That is, American export indus-
tries—industries in which the United States has a com-
parative advantage—will cut production and release
resources. These are highly efficient industries, as evi-
denced by their comparative advantage and ability to
sell goods in world markets. In short, tarifs directly
promote the expansion of relatively inefficient industries
which do not have a comparative advantage and indi-
rectly cause the contraction of relatively efficient indus-
tries which do have a comparative advantage. This
means that tariffs cause resources to be shifted in the
wrong direction. This is not surprising. We know that
specialization and unfettered world trade based on
comparative advantage would lead to the efficient use
of world resources and an expansion of the world's real
output. The purpose and effect of protective tariffs are
to reduce world trade. Therefore, aside from their spe-
cific effects on consumers and foreign and domestic
producers, tariffs diminish the world’s real output.

Economic Impact of Quotas

We noted earlier than an import quota is a legal limit
placed on the amount of some product which can be
imported each year. Quotas have the same economic
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impact as a tariff with one big difference: While tariffs
generate revenue for the United States government, a
quota transfers that revenue to foreign producers.

Suppose in Figure 37-3 that, instead of imposing a
tariff of P, P, per unit, the United States prohibits any
Japanese imports of recorders in excess of bc units. In
other words, an import quota of bc recorders is im-
posed on Japan. Note that we have deliberately chosen
the size of this quota to be the same amount as imports
would be under a P, P, tariff, so we are comparing
“equivalent” situations. As a consequence of the quota,
the supply of recorders is S; + @ in the United States.
This is comprised of the domestic supply plus the con-
stant amount b¢ (=) which importers will provide at
each domestic price.

Most of the economic results are the same as with
a tariff. Recorder prices are higher (P, instead of P,)
because imports have been reduced from ad to be.
Domestic consumption of recorders is down from Od
to Oc. American producers enjoy both a higher price
(P, rather than P,,) and increased sales (Ob rather than
Oa).

The critical difference is that the price increase of
P,,P, paid by American consumers on imports of be—
that is, the orange area—no longer goes to the United
States Treasury as tariff (tax) revenue, but rather flows
to those Japanese firms which have acquired the rights
to sell recorders in the United States. For Americans, a
tariff produces a better economic outcome than a
quota, other things being the same. A tariff generates
government revenue which can be used to cut other
taxes or to finance public goods and services which
benefit Americans. In contrast, the higher price cre-
ated by quotas results in additional revenue for foreign
producers.

It is relevant that in the early 1980s the American
automobile industry with the support of its workers
successfully lobbied for an import quota on Japanese
autos. The Japanese government in turn apportioned
this quota among its various auto producers. The re-
stricted supply of Japanese cars in the American mar-
ket allowed Japanese manufacturers to increase their
prices and, hence, their profits. The American import
quotas in effect provided Japanese auto manufacturers
with a cartel-like arrangement which enhanced their
profits. It is significant that when American import quo-
tas were dropped in the mid-1980s, the Japanese gov-

3The S, + Q supply curve does not exist below price P,, because
Japanese producers would not export recorders to the United States
at any price below P,, when they can sell them to other countries at
the world market prices of P,,.

ernment replaced them with its own system of export
quotas for Japanese automakers.

THE CASE FOR PROTECTION:
A CRITICAL REVIEW

Although free-trade advocates prevail in the classroom,
protectionists sometimes dominate the halls of Con-
gress. What arguments do protectionists make to jus-
tify trade barriers? How valid are these arguments?

Military Self-Sufficiency Argument

The argument here is not economic but of a political-
military nature: Protective tariffs are needed to pre-
serve or strengthen industries producing strategic

goods and materials essential for defense or war. It

plausibly contends that in an uncertain world, political-
military objectives (self-sufficiency) must take prece-
dence over economic goals (efficiency in the allocation
of world resources).

Unfortunately, there is no objective criterion for
weighing the relative worth of the increase in national
security on the one hand, and the decrease in produc-
tive efficiency on the other, which accompany realloca-
tion of resources toward strategic industries when
such tariffs are imposed. The economist can only point
out that certain economic costs are involved when tar-
iffs are levied to enhance military self-sufficiency.

Although we might all agree that it is probably not
a good idea to import our missile guidance systems
from China, the self-sufficiency argument is neverthe-
less open to serious abuse. Virtually every industry can
directly or indirectly claim a contribution to national
security. Can you name an industry which did not con-
tribute in some small way to World War II? Aside from
abuses, are there not better ways than tariffs to provide
for needed strength in strategic industries? When
achieved through tariffs, self-sufficiency creates costs
in the form of higher domestic prices on the output of
the shielded industry. The cost of enhanced military
security 1§ apportioned arbitrarily among those con-
sumers who buy the industry’s product. A direct sub-
sidy to strategic industries, financed out of general tax
revenues, would more equitably distribute these costs.

Increase Domestic Employment

This “save American jobs” argument for tariffs be-
comes increasingly fashionable as an economy en-
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counters a recession. It is rooted in macro analysis.
Aggregate expenditures in an open economy are com-
prised of consumption expenditures (C) plus invest-
ment expenditures (/) plus government expenditures
(G) plus net export expenditures (X,,). Net export ex-
penditures consist of exports (X) minus imports (M).
By reducing imports, M, aggregate expenditures will
rise, stimulating the domestic economy by boosting
income and employment. But there are important
shortcomings associated with this policy.

1 Job Creation from Imports While imports may
eliminate some American jobs, they create others. Im-
ports may have eliminated jobs of American steel and
textile workers in recent years, but others have gained
jobs selling Hondas and imported electronics equip-
ment. While import restrictions alter the composition
of employment, they may actually have little or no ef
fect on the volume of employment.

2 Fallacy of Composition All nations cannot simul-
taneously succeed in import restriction; what is true for
one nation is not true for all nations. The exports of one
nation must be the imports of another. To the extent
that one country is able to stimulate its economy
through an excess of exports over imports, another
economy's unemployment problem is worsened by the
resulting excess of imports over exports. It is no won-
der that tariff and import quotas to achieve domestic
full employment are termed “beggar my neighbor” pol-
icies. They achieve short-run domestic goals by mak-
ing trading partners poorer.

3 Retaliation Nations adversely affected by tariffs
and quotas are likely to retaliate, causing a competitive
raising of trade barriers which will choke off trade to
the end that all nations are worse off. The Smoot-
Hawley Tariff Act of 1930, which imposed the high-
est tariffs ever enacted in the United States, backfired
miserably. Rather than stimulate the American econ-
omy, this tariff act only induced a series of retaliatory
restrictions by adversely affected nations. This caused
afurther contraction of international trade and lowered
the income and employment levels of all nations.

4 Long-RunFeedbacks Inthelong runanexcessof
exports over imports is doomed to failure as a device
for stimulating domestic employment. It is through
American imports that foreign nations earn dollars
with which to purchase American exports. In the long
run a nation must import in order to export. The long-
run impact of tariffs is not to increase domestic employ-

ment but at best to reallocate workers away from ex-
port industries and toward protected domestic indus-
tries. This shift implies a less efficient allocation of
resources.

In summary, the argument that tariffs increase net
exports and therefore create jobs is misleading:

Overall employment in an economy is determined by
internal conditions and macroeconomic policies, not
by the existence of trade barriers and the level of
trade flows. The United States created [more than
18] million payroll jobs over the course of the
[1982-1990] economic expansion, a period of U.S.
trade deficits and relatively open U.S. markets. Dur-
ing the same period the European Community (EC)
created virtually no net new jobs, even though they
experienced trade surpluses. The same level of em-
ployment can be obtained in the total absence of
free trade as when trade is completely free. But
without foreign trade a nation will be worse off eco-
nomically because, in effect, it will throw away part
of its productive capability—the ability to convert
surplus goods into other goods through foreign
trade.*

Diversification for Stability

Closely related to the increase-domestic-employment
argument for tariff protection is the diversification-for-
stability argument. The point here is that highly spe-
cialized economies—for example, Saudi Arabia’s oil
economy or Cuba’s sugar economy—are highly de-
pendent on international markets for their incomes.
Wars, cyclical fluctuations, and adverse changes in the
structure of industry will force large and frequently
painful readjustments on such economies. Tariff and
quota protection is therefore allegedly needed to pro-
mote greater industrial diversification and conse-
quently less dependence on world markets for just one
or two products. This will help insulate the domestic
economy from international political developments,
depressions abroad, and from random fluctuations in
world supply and demand for one or two particular
commodities, thereby providing greater domestic sta-
bility.

There is some truth in this argument. There are
also serious qualifications and shortcomings.
1 The argument has little or no relevance to the
United States and other advanced economies.
2 ‘The economic costs of diversification may be
great; for example, one-crop economies may be highly
inefficient in manufacturing.

*Economic Report of the President, 1988, p. 131. Updated
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Infant-Industry Argument

The infant-industry argument contends that protective
tariffs are needed to allow new domestic industries to
establish themselves. Temporarily shielding young
domestic firms from the severe competition of more
mature and therefore currently more efficient foreign
firms will give infant industries a chance to develop and
become efficient producers.

This argument for protection rests on an alleged
exception to the case for free trade. The exception is
that allindustries have not had, and in the presence of
mature foreign competition, will never have, the
chance to make long-run adjustments in the direction
of larger scale and greater efficiency in production. Tar-
iff protection for infant industries will therefore correct
a current misallocation of world resources now perpet-
uated by historically different levels of economic devel-
opment between domestic and foreign industries.

Counterarguments Though the infant-industry ar-
gument has logical validity, these qualifying points
must be noted.

1 In the less developed nations it is very difficult to
determine which industries are the infants capable of
achieving economic maturity and therefore deserving
of protection.

2 Protective tariffs may persist even after industrial
maturity has been realized.

~——-3-—Most economists feel that if infant industries areto

be subsidized, there are better means than tariffs for
doing it. Direct subsidies, for example, have the advan-
tage of making explicit which industries are being
aided and to what degree.

Strategic Trade Policy In recent years the infant-
industry argument has taken a modified form in ad-
vanced economies. The contention is that government
should use trade barriers strategically to reduce the
risk of product development borne by domestic firms,
particularly products involving advanced technology.
Firms protected from foreign competition can grow
more rapidly and therefore achieve greater economies
of scale than unprotected foreign competitors. Thus,
the protected firms can eventually dominate world
markets because of lower costs. Supposedly, domi-
nance of world markets will enable the domestic firms
to return high profits to the home nation. These profits
allegedly will exceed the domestic sacrifices caused by
trade barriers. Also, specialization in high-technology
industries supposedly is beneficial because technology

advances achieved in one domestic industry often can
be transferred to other domestic industries.

Japan and South Korea, in particular, have been
accused of using this form of strategic trade policy.
The problem with this strategy and therefore this argu-
ment for tariffs is that the nations put at a disadvantage
by strategic trade policies tend to retaliate with tariffs of
their own. The outcome may be higher tariffs world-
wide, reductions in world trade, and loss of the gains
from specialization and exchange.

Protection Against “Dumping”

The protection-against-dumping argument for tariffs
contends that tariffs are needed to protect American
firms from foreign producers which “dump” excess
goods onto the American market at less than cost. Two
reasons have been suggested as to why foreign firms
might wish to sell in America at below cost.

1 These firms may use dumping to drive out Ameri-
can competitors, obtain monopoly power, and then
raise prices. The long-term economic profits resulting
from this strategy may more than offset the earlier
losses which accompany the dumping.

2 Dumping may be a form of price discrimination—
charging different prices to different customers, The
foreign seller may find it can maximize its profits by
charging a high pricein its monopolized domestic mar-
ket while unloading its surplus output at a lower price
in the United States. The surplus output may be
needed to obtain the overall per unit cost saving associ-
ated with large-scale production.

Because dumping is a legitimate concern, it is pro-

hibited under American trade law. Where dumping
occurs and is shown to injure American firms, the Fed-
eral government imposes tariffs called “antidumping
duties” on the specific goods. But relative to the num-
ber of goods exported to the United States, docu-
mented cases of dumping are few. Dumping therefore
does not justify widespread, permanent tariffs. Further-
more, allegations of dumping require careful investiga-
tion to determine their validity. Foreign producers
often argue that dumping allegations and antidumping
duties are an American method of restricting legiti-
mate trade. The fact is that some foreign firms can
produce certain goods at substantially less cost than
American competitors, and what on the surface may
seem to be dumping often is comparative advantage at
work. If abused, the antidumping law can increase the
price of imports and restrict competition in the Ameri-
can market. This reduced competition allows Ameri-
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can firms to raise prices at consumers’ expense. And
even where true dumping does occur, American con-
sumers gain from the lower-priced product—at least in
the short term—much as they gain from a price war
among American producers.

Cheap Foreign Labor

The cheap-foreign-labor argument holds that domestic
firms and workers must be shielded from the ruinous
competition of countries where wages are low. If pro-
tection is not provided, cheap imports will flood Ameri-
can markets and the prices of American goods—along
with the wages of American workers—will be pulled
down and our domestic living standards reduced.
This argument can be rebutted at several levels.
The logic of the argument would suggest that it is not

mutually beneficial for rich and poor persons to trade . -

with one another. However, that is not the case. A low-
income farm worker may pick lettuce or tomatoes for a
rich landowner and both may benefit from the transac-
tion. And don’t American consumers gain when they
buy a Taiwanese vest pocket radio for $12 as opposed
to a qualitatively similar American-made radio selling
for $20?

Also, recall that gains from trade are based on
comparative advantage. Looking back at Figure 37-1,
suppose the United States and Brazil have labor forces
of exactly the same size. Noting the positions of the
production possibilities curves, we observe that Ameri-
can labor is absolutely more productive because our
labor force can produce more of either good. Because
of this greater productivity, we can expect wages and
living standards to be higher for American labor. Con-
versely, Brazil's less-productive labor will receive lower
wages.

The cheap-foreign-labor argument would suggest
that, to maintain our standard of living, America should
not trade with low-wage Brazil. Suppose we follow this
suggestion. Will wages and living standards rise in the
United States as a result? The answer is “No.” To obtain
coffee America will now have to reallocate a portion of
itslabor from its relatively efficient wheat industry to its
relatively inefficient coffee industry. As a result, the
average productivity of American labor will fall as will
real wages and living standards. In fact, the labor forces
of both countries will have diminished standards of liv-
ing because without specialization and trade they will
have less output available to them. Compare column 4
with column 1 in Table 374 or points A’ and B’ with A
and B in Figure 37-2 to confirm this point.

A Summing Up

The arguments for protection are numerous, but they
are not weighty. Under proper conditions, the infant-
industry argument stands as a valid exception, justifia-
ble on economic grounds. And on political-military
grounds, the self-sufficiency argument can be used to
validate protection. Both arguments, however, are sus-
ceptible to severe abuses, and both neglect alternative
means of fostering industrial development and military
selfsufficiency. Most other arguments are semi-
emotional appeals in the form of half-truths and out-
right fallacies. These arguments note only the immedi-
ate and direct consequences of protective tariffs. They
ignore the fact that in the long run a nation must import
in order to export.

_There is also compelling historical evidence sug-
gesting that free trade has led to prosperity and growth
and that protectionism has had the opposite effects.
Several examples follow. ;

1 The United States Constitution forbids individual
states from levying tariffs, making America a huge free-
trade area. Economic historians acknowledge this is an
important positive factor in the economic development
of our nation.

2 Great Britain's movement toward freer interna-
tional trade in the mid-nineteenth century was instru-
mental in its industrialization and growth in that cen-
tury.

3 As we will see, the creation of the Common Mar-
ket in Europe after World War II has eliminated tariffs
among member nations. Economists agree that crea-
tion of this free-trade area has been an important ingre-
dient in the western European prosperity of recent dec-
ades.

4 More generally, the trend toward tariff reduction
since the mid-1930s has been a stimulus to post-World
War II expansion of the world economy.

5 We have already noted that the high tariffs im-
posed by our Smoot-Hawley Act of 1930 and the retalia-
tion which it engendered worsened the Great Depres-
sion of the 1930s.

6 Studies of less developed countries overwhelm-
ingly suggest that those which have relied on import
restrictions to protect their domestic industries have
realized slow growth in comparison to those pursuing
more open economic policies.”

*Examples are from Economic Report of the President 1985, pp. 115—
117.
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Exchange Rates,
the Balance

of Payments,

and Trade Deficits

It you take an American dollar to the bank and ask to exchange it for United
States cunency; you will get a puzzled look. If you persist, you may get in ex-
change another dollar. One American dollar can buy exactly one American dollar.
But, as of January 24, 1992, one United States dollar could buy 5340 Turkish
lira, 1.34 Australian dollars, .56 British pounds, 1.16 Canadian dollars, 5.48
French francs, 1.61 German marks, 123.93 Japanese yen, or 5.84 Swedish
krona. What explains this seemingly haphazard array of exchange rates?

In Chapter 37 we examined comparative advantage as the underlying eco-
nomic basis of world trade and discussed the effects of barriers to free trade. In
this chapter we first introduce the monetary or financial aspects of international
trade. How are currencies of different nations exchanged when import and export
transactions occur? Second, we analyze and interpret a nation’s international bal-
ance of payments. What is meant by a “favorable” or “unfavorable” balance of
trade? Third, the kinds of exchange rate systems which trading nations have used
are explained and evaluated. In this discussion we examine the polar extremes of
freely flexible and fixed exchange rates and then survey actual systems which have
existed historically. Finally, we explore the balance of trade deficits the United
States has encountered over the past decade.

FINANCING INTERNATIONAL
TRADE

A basic feature distinguishing international from do-
mestic payments is that two different national curren-
cies are exchanged. When American firms export
goods to British firms, the American exporter wants to
be paid in dollars. But British importers have pounds
sterling. The problem, then, is to exchange pounds for

720

dollars {0 permit the American export transaction to
occur.

This problem is resolved in foreign exchange mar-
kets where dollars can be used to purchase British
pounds, Japanese yen, German marks, Italian lira, and
so forth, and vice versa. Sponsored by major banks in
New York, London, Zurich, Tokyo, and elsewhere, for-
eign exchange markets facilitate American exports and
imports.
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American Export Transaction

Suppose an American exporter agrees to sell $30,000
worth of computers to a British firm. Assume that the
rate of exchange—the rate or price at which pounds can
be exchanged for, or converted into, dollars, and vice
versa—is $2 for £1. This means that the British im-
porter must pay £15,000 to the American exporter.
Let’s summarize what occurs in terms of simple bank
balance sheets (Figure 38-1).

a To pay for the American computers, the British
buyer draws a check on its demand deposit in a Lon-
don bank for £15,000. This is shown by the —£15,000
demand deposit entry in the righthand side of the bal-
ance sheet of the London bank.

b The British firm then sends this £15,000 check
to the American exporter. But the American exporting
firm must pay its employees and materials suppliers, as

well as its taxes, in dollars, not pounds. So the exporter

sells the £15,000 check or draft on the London bank to
a large American bank, probably in New York City,
which is a dealer in foreign exchange. The American
firm is given a $30,000 demand deposit in the New York
bank in exchange for the £15,000 check. Note the new
demand deposit entry of +830,000 in the New York
bank.

¢ What does the New York bank do with the
£15,000? It deposits it in a correspondent London bank
for future sale. Thus, +£15,000 of demand deposits
appear in the liabilities column of the balance sheet of
the London bank. This +£15,000 ($30,000) is an asset
as viewed by the New York bank. To simplify, we as-
sume that the correspondent bank in London is the

FIGURE 38-1 Financing a U.S. export transaction
American export tr i create a foreig
it the lies of forelg

" LONDON BANK - i St b
{Assets 1[I Liabilities and !
“UURHECA R L net worth

same bank from which the British importer obtained
the £15,000 draft.

Note these salient points.
1 American exports create a foreign demand for dol-
lars, and the satisfaction of this demand generates a sup-
ply of foreign monies—pounds, in this case—held by
American banks and available to American buyers.
2 The financing of an American export (British im-
port) reduces the supply of money (demand deposits)
in Britain and increases the supply of money in the
United States by the amount of the purchase.

American Import Transaction

But why would the New York bank be willing to give up
dollars for pounds sterling? As just indicated, the New
York bank is a dealer in foreign exchange; it is in the
business of buying—for a fee—and, conversely, in
selling—also for a fee—pounds for dollars.

Having just explained that the New York bank
would buy pounds with dollars in connection with an
American export transaction, we will now examine how
it would sell pounds for dollars in financing an Ameri-
can import (British export) transaction. Suppose that
an American retail concern wants to import £15,000
worth of woolens from a British mill. Again, simple
commercial bank balance sheets summarize our dis-
cussion (Figure 382).

a Because the British exporting firm must pay its
obligations in pounds rather than dollars, the American
importer must exchange dollars for pounds. It does
this by going to the New York bank and purchasing
£15,000 for $30,000—perhaps the American importer

d for dollars. The satisfaction of this
held by American banks.

{NvEW YORK BANKY e et
{ Assets Liabilities and !

g net worth

Demand deposit of
British importer
; -£15,000(a)

Deposit of New York
bank  +£15,000(c)

~>

Deposit In London Demand deposit of
bank - '+£15,000(c) | American exporter
} ($30,000) +$30,000(b)
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FIGURE 38-2 Financing a U.S. import transaction

American import lransac!lons create an American di d for

tion of that d the

purchases the same £15,000 which the New York bank
acquired in the previous American export transaction.
In Figure 382, this purchase reduces the American
importer’s demand deposit in the New York bank by
$30,000 and the New York bank gives up its £15 000
deposit in the London bank.

b The American importer sends its newly pur-
chased check for £15,000 to the British firm, which
deposits it in the London bank. Note the +£15,000 de-
posit in the liabilities and net worth column of Figure
382.

We find that:

1 American imports create a domestic demand for for-
eign monies (pounds sterling, in this case) and that fulfill-
ment of this demand reduces the supplies of foreign mon-.
ies held by American banks.

2 An American import transaction increases the
money supply in Britain and reduces the money supply
in the United States.

By combining these two transactions, a further
point comes into focus. American exports (computers)
make available, or “earn,” a supply of foreign monies
for American banks, and American imports (British
woolens) create a demand for these monies. In a broad
sense, any nation’s exports finance or “pay for” its im-
ports. Exports provide the foreign currencies needed to
pay for imports. From Britain’s point of view, its exports
of woolens earn a supply of dollars, which are then
used to meet the demand for dollars associated with
Britain’s imports of computers.

Postscript: Although our examples are confined to
the exporting and importing of goods, we will find that
demands for and supplies of pounds also arise from
transactions involving services and the payment of in-

The satisf.

of foreign monies held by American banks.

terest and dividends on foreign investments. Thus
Americans demand pounds not only to finance im-
ports, but also to purchase insurance and transporta-
tion services from the British, to vacation in London, to
pay dividends and interest on British investments in
the United States, and to make new financial and real
investments in Britain.

THE INTERNATIONAL BALANCE
OF PAYMENTS

We now explore the wide variety of international trans-
actions which create a demand for and generate a sup-
ply of a given currency. This spectrum of international
trade and financial transactions is reflected in the
United States’ international balance of payments. A
nation’s balance of payments statement records all
transactions which take place between its residents (in-
cluding individuals, businesses, and governmental
units) and the residents of all foreign nations. These
transactions include merchandise exports and imports,
tourist expendltures purchases and sales of shipping
and insurance services, interest and dividends received
or paid abroad, purchases and sales of financial or real
assets abroad, and so forth. The United States’ balance
of payments shows the balance between all the pay-
ments the United States receives from foreign coun-
tries and all the payments which we make to them. A
simplified balance of payments for the United States in
1990 is shown in Table 38-1. Let’s analyze this account-
ing statement to see what it reveals about our interna-
tional trade and finance.
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TABLE 38-1 The United States’ balance of payments, 1990 (in billions)

Current account

(1) U.S. merchandise eXports ..........c.coevvrueeennrennneennenennnn $+390
(2) U.S. merchandise IMports .......ccvuviierneernneeennennnneennns —498
3) Balance of trade .........ccoiviiiiiinieiiiiiinenineninnnnns $-108
(4) U.S. exports of ServiCes ..........ceuieeeennenieenrnnencenennnns +133
(5) U.S. Imports of Services...........ccovvvvuneenrnnrnnennnnnnnnees -107
(6) Balance on goods and Services ...............oceuuieennnns -82
(7) Net Investment INCOMEe....ovvvuvrrrneirenieennnrenneeneennnnns +12
(8) Net transfers ..........ccceveiiiieeneennrneeneensenrnnennennnes -22
9) Bal: ONn current accouNt .......ovvievernennenananannnnn -92
Capital account
(10) Capital inflows to the U.S. +117*
(11) Capital outflows from the U.S........ccoovvnerniiennennnnnnnnnns - =59
(12) Bal on capital account...........cieiiiiiiiiiiiiiaiena, +58
(13) Current and capital account balance ................c.ccnu... -34
(14) Official reserves ............coovvivnnennnnn. o Snmersate e +34
$ 0
(| a $64 billion statistical discrepancy which is to be p of capital
inflows.

Source: Survey of Current Business, December 1991.

Current Account )
The top portion of Table 381 summarizes the United
States’ trade in currently produced goods and services
and is called the current account. Items 1 and 2 show
American exports and imports of merchandise (goods)
respectively in 1990. We have designated American
exports with a plus sign and our imports with a minus
sign because American merchandise exports (and
other export-type transactions) are credits in that they
create or earn supplies of foreign exchange. As we saw
in our discussion of how international trade is financed,
any export-type transaction obligating foreigners to
make “inpayments” to the United States generates sup-
plies of foreign monies in American banks.
Conversely, American imports (and other import-
type transactions) are debits; they use up foreign ex-
change. Again, our earlier discussion of trade financing
indicated that American imports obligate Americans to
make “outpayments” to the rest of the world which
draw down available supplies of foreign currencies
held by American banks.

Trade balance Items 1and 2inTable 38-1 tell us that
in 1990 our merchandise exports of $390 billion did 7ot
earn enough foreign monies to finance our merchan-
dise imports of $498 billion. Specifically, the merchan-

dise balance of trade or, more simply, the trade bal-
ance refers to the difference between a country’s
merchandise exports and merchandise imports. If ex-
ports exceed imports, then a trade surplus or “favorable
balance of trade” is being realized. If imports exceed
exports, then a trade deficit or “unfavorable balance of
trade” is occurring. We note in item 3 that in 1990 the
United States incurred a trade deficit of $108 billion.

Balance on Goods and Services Item 4 reveals that
the United States not only exports autos and comput-
ers, but also sells transportation services, insurance,
and tourist and brokerage services to residents of for-
eign countries. These service sales or “exports”
totaled $133billionin 1990. Item 5indicates that Amer-
icans buy or “import” similar services from foreign-
ers. These service imports were $107 billion in 1990.

The balance on goods and services, shown in
Table 381 as item 6, is the difference between our ex-
ports of goods and services (items 1 and 4) and our
imports of goods and services (items 2 and 5). In 1990
our exports of goods and services fell short of our im-
ports of goods and services by $82 billion.

Balance on Current Account Item 7 reflects that his-
torically the United States has been a net international
lender. Over time we have invested more abroad than
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foreigners have invested in the United States. Thus net
investment income represents the excess of interest
and dividend payments which foreigners have paid us
for the services of our exported capital over what we
paid in 1990 in interest and dividends for their capital
invested in the United States. Table 38-1 shows that, on
balance, our net investment income earned us $12 bil-
lion worth of foreign currencies for “exporting” the ser-
vices of American money capital invested abroad.

Item 8 reflects net transfers, both public and pri-
vate, from the United States to the rest of the world.
Included here is American foreign aid, pensions paid to
Americans living abroad, and remittances of immi-
grants to relatives abroad. These $22 billion of transfers
are “outpayments” and exhaust available supplies of
foreign exchange. As it has been facetiously put, net
transfers entail the importing of “goodwill” or “thank-
you notes.”

By taking all transactions in the current account
into consideration we obtain the balance on current
account shown by item 9 in Table 38-1. In 1990 the
United States realized a current account deficit of $92
billion. This means that our current account import
transactions (items 2, 5, and 8) created a demand for a
larger dollar amount of foreign currencies than our
export transactions (items 1, 4, and 7) supplied.

Capital Account

The capital account reflects capital flows in the pur-
chase or sale of real and financial assets which oc-
curred in 1990. For example, Honda or Nissan might
acquire an automobile assembly plant in the United
States. Or, alternatively, the investments may be of a
financial nature, for example, an Arabian oil sheik
might purchase GM stock or Treasury bonds. In either
event such transactions generate supplies of foreign
currencies for the United States. They are therefore
credit or inpayment items, designated with a plus sign.
The United States is exporting stocks and bonds and
thereby earning foreign exchange. Item 10 in Table
381 shows that such transactions amounted to $117
billion in 1990.

Conversely, Americans invest abroad. General
Electric might purchase a plant in Hong Kong or Singa-
pore to assemble pocket radios or telephones. Or an
American might buy stock in an Italian shoe factory. Or
an American bank might finance construction of a meat
processing plant in Argentina. These transactions have
a common feature; they all use up or exhaust supplies

of foreign currencies. We therefore attach a minus sign
to remind us that these are debit or outpayment trans-
actions. The United States is importing stocks, bonds,
and I0Us from abroad. Item 11 in Table 381 reveals
that $59 billion of these transactions occurred in 1990.
When items 10 and 11 are combined, the balance on
the capital account was a plus $58 billion—the United
States enjoyed a capital account surplus of $58 billion in
1990. .

Interrelationships

The current and capital accounts are interrelated; they
are essentially reflections of one another. The current
account deficit means that American exports of goods
and services were not sufficient to pay for our imports
of goods and services.! How did we finance the differ-
ence? The answer is that the United States must either
borrow from abroad or give up ownership of some of its
assets to foreigners as reflected in the capital account.

Asimple analogy is useful here. Suppose in a given
year your expenditures exceed your earnings. How
will you finance your “deficit”? You might sell some of
your assets or borrow. You might sell some real assets
(your car or stereo) or perhaps some financial assets
(stocks or bonds) which you own. Or you might obtain
a loan from your family or a bank.

Similarly, when a nation incurs a deficit in its cur-
rent account, its expenditures for foreign goods and
services (its imports) exceed the income received from
the international sales of its own goods and services (its
exports). It must somehow finance that current ac-
count deficit by selling assets and by borrowing, that s,
by going into debt. And that is what is reflected in the
capital account surplus. Our capital account surplus of
$58 billion (item 12) indicates that in 1990 the United
States “sold off ” real assets (buildings, farmland) and
received loans from the rest of the world in that amount
to help finance our current account deficit of $92 bi-
lion.

Recap: A nation’s current account deficit will be
financed essentially by a net capital inflow in its capital
account. Conversely, a nation’s current account surplus
would be accompanied by a net capital outflow in its
capital account. The excess earnings from its current
account surplus will be used to purchase real assets of,
and make loans to, other nations.

'We ignore transfer payments (item 8) in making this statement.
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Official Reserves

The central banks of nations hold quantities of foreign
currencies called official reserves which are added to
or drawn on to settle any net differences in current and
capital account balances. In 1990 the surplus in our
capital account was considerably less than the deficit in
our current account so we had a $34 billion net deficit
on the combined accounts (item 13). That is, the
United States earned less foreign monies in all interna-
tional trade and financial transactions than it used. This
deficiency of eamnings of foreign currencies was sub-
tracted from the existing balances of foreign monies
held by our central banks. The plus $34 billion of official
reserves shown by item 14 in Table 38-1 represents
this reduction of our stocks of foreign currencies. The
plus sign indicates this is a credit or “export-type”

transaction which represents a supply of foreign

exchange.

Frequently the relationship between the current
and capital account is just the opposite of that shown in
Table 38-1. That is, the current account deficit is less
than the capital account surplus. Hence, our central
banks would experience an increase in their holdings
of foreign currencies. This would show as a minus item
in the balance of payments; it is a debit or “import-type”
transaction because it represents a use of foreign ex-
change.

The important point here is that the three compo-
nents of the balance of paymens statement—the cur-
rent account, the capital account, and the official re-
serves account—must sum to zero. Every unit of
foreign exchange used (as reflected in our “minus”
outpayment or debit transactions) in our international
transactions must have a source (our “plus” inpayment
or credit transactions).

Payments Deficits and Surpluses

Although the balance of payments must always sum to
zero, economists and political officials frequently speak
of balance of payments deficits and surpluses. In
doing so they are referring to the “current and capital
account balance” shown as item 13 in Table 38-1. If this
is a negative item, a balance of payments deficit is being
realized as was the case for the United States in 1990.
In 1990 the United States earned less foreign monies
from all its trade and financial transactions than it used.
The United States did not “pay its way” in world trade
and finance and therefore depleted its official reserves

of foreign monies. If the current and capital account
balance were positive, then the United States would be
faced with a balance of payments surplus. The United
States would have earned sufficient foreign exchange
from its export-type transactions to pay for its import-
type transactions. As we have just seen, it would add to
its stocks of foreign monies—that is, increase its offi-
cial reserve holdings.

A decrease in official reserves (shown by a positive
official reserves item in Table 38-1) measures a nation’s
balance of payments deficit; an increase in official re-
serves (shown by a negative official reserves item) mea-
sures its balance of payments surplus.

Deficits and Surpluses: Bad or
Good?

Having defined a variety of deficits and surpluses, we
must now inquire as to their desirability. Are deficits

.bad, as the term implies? Is a surplus desirable, as that

word suggests? The answer to both questions is “not
necessarily.” A large merchandise trade deficit such as
the United States has been incurring in recent years is
regarded by many as “unfavorable” or “adverse,” as it
suggests American producers are losing their competi-
tiveness in world markets. Our industries seem to be
having trouble selling their goods abroad and are si-
multaneously facing strong competition from imported
goods. On the other hand, a trade deficit is favorable
from the vantage point of American consumers who
are currently receiving more goods as imports than
they are forgoing as exports.

Similarly, the desirability of a balance of payments
deficit or surplus depends on (1) the events causing
them and (2) their persistence through time. For
example, the large payments deficits imposed on
the United States and other oilimporting nations
by OPEC’s dramatic runup of oil prices in 1973-1974
and 1979-1980 were very disruptive in that they

. forced the United States to invoke policies to curtail

oil imports.

Also, any nation’s official reserves are limited. Per-
sistent or long-term payments deficits, which must be
financed by drawing down those reserves, would ulti-
mately deplete reserves. In this case that nation would
have to undertake policies to correct its balance of pay-
ments. These policies might require painful macroeco-
nomic adjustments, trade barriers and similar restric-
tions, or changing the international value of its
currency.
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QUICK REVIEW 38-1

¢ American exports create a demand for dollars
and a supply of foreign currencies; American im-
ports create a demand for foreign currencies and a
supply of American dollars.

¢ The current t bal. is a nation’s ex-
ports of goods and services less its imports of
goods and services plus its net investment income
and net transfers. i

¢ The capital account balance is a nation’s capital
inflows less its capital outflows.

¢ A balance of payments deficit occurs when the
sum of the balances on current and capital accounts
is negative; a balance of payments surplus arises
when the sum of the balances on current and capital
accounts is positive.

EXCHANGE RATE SYSTEMS AND
BALANCE OF PAYMENTS
ADJUSTMENTS

Both the size and persistence of a nation’s balance of
payments deficits and surpluses and the kind of adjust-
ments it must make to correct these imbalances de-
pend on the system of exchange rates being used.
There are two polar options: (1) a system of flexible or
floating exchange rates where the rates at which na-
tional currencies exchange for one another are deter-

mined by demand and supply, and (2) a system of rig-
idly fixed exchange rates by which governmental
intervention in foreign exchange markets or some
other mechanism offsets the changes in exchange
rates which fluctuations in demand and supply would
otherwise cause.

Freely Floating Exchange Rates

Freely floating exchange rates are determined by the
unimpeded forces of demand and supply. Let’s exam-
ine the rate, or price, at which American dollars might
be exchanged for, say, British pounds sterling. As indi-
cated in Figure 383 (Key Graph), the demand for
pounds will be downsloping; the supply of pounds,
upsloping.

The downsloping demand for pounds shown by D
indicates.that, if pounds become less expensive to
Americans, British goods will become cheaper to
Americans. Americans will demand larger quantities of
British goods and therefore larger amounts of pounds
to buy those goods.

The supply of pounds is upsloping, as S, because, as
the dollar price of pounds rises (that is, the pound price
of dollars falls), the British will purchase more Ameri-
can goods. At higher and higher dollar prices for
pounds, the British can get more American dollars and
therefore more American goods per pound. Thus,
American goods become cheaper to the British, induc-
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ing them to buy more of these goods. When the Brit-
ish buy American goods, they supply pounds to the
foreign exchange market because they must exchange
pounds for dollars to purchase our goods.

The intersection of the supply and demand for
pounds will determine the dollar price of pounds.
In this instance the equilibrium rate of exchange is
$2 to £1.

Depreciation and Appreciation An exchange rate
determined by free-market forces can and does change
frequently. When the dollar price of pounds increases,
for example, from $2 for £1 to $3 for £1, the value of the
dollar has depreciated relative to the pound. Currency
depreciation means that it takes more units of a coun-
try’s currency (dollars) to buy a single unit of som

foreign currency (pounds). -

Conversely, when the dollar price of pounds de-
creases—from $2 for £1 to $1 for £1—the value of the
dollar has appreciated relative to the pound. Currency
appreciation means that it takes fewer units of a coun-
try’s currency (dollars) to buy a single unit of some
foreign currency (pounds). '

In our American-British illustrations, when the
dollar depreciates the pound necessarily appreciates
and vice versa. When the exchange rate between dol-
lars and pounds changes from $2 = £1 to $3 = £1, it
now takes more dollars to buy £1 and the dollar has
depreciated. But it now takes fewer pounds to buy a
dollar. At the initial rate it took £} to buy $1; at the new
rate it only takes £} to buy $1. The pound has appreci-
ated relative to the dollar. If the dollar depreciates vis--
vis the pound, the pound appreciates vis-d-vis the dollar.
Conversely, if the dollar appreciates vis-G-vis the pound,
the pound depreciates vis-g-vis the dollar. These relation-
ships are summarized in Figure 384.

Determinants of Exchange Rates Why are the de-
mand for and the supply of pounds located as they are
in Figure 38-3? What forces will cause the demand and
supply curves for pounds to change, thereby causing
the dollar to appreciate or depreciate?

Changes in Tastes Any change in consumer tastes
or preferences for the products of a foreign country will
alter the demand for, or supply of, that nation’s cur-
rency and change its exchange rate. If American tech-
nological advances in computers make them more at-
tractive to British consumers and businesses, then
they will supply more pounds in exchange markets in
purchasing more American computers and the dollar

P S——
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FIGURE 384 Currency appreciation and depreci-
ation '

An increase in the dollar price of foreign currency is equiv-
alent to a decline in the international value of the dollar
(doliar depreciates). An increase in the dollar price of for-
eign currency also implies a decline in the foreign currency
price of dollars. That is, the international value of foreign
currency rises relative to the dollar (foreign currency ap-
preciates).

will appreciate. Conversely, if British tweeds become
more fashionable in the United States, our demand for
pounds will increase and the dollar will depreciate.

Relative Income Changes  If the growth of a nation’s
national income is more rapid than other countries’, its
currency is likely to depreciate. A country’s imports
vary directly with its level of income. As incomes rise in
the United States, American consumers buy more
domestically produced goods and also more foreign
goods. If the United States’ economy is expanding rap-
idly and the British economy is stagnant, American
imports of British goods—and therefore U.S. demand
for pounds—will increase. The dollar price of pounds
will rise, meaning the dollar has depreciated.

Relative Price Changes If the domestic price level
rises rapidly in the United States and remains constant
in Britain, American consumers will seek out relatively
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low-priced British goods, increasing the demand for
poum?s. Conversely, the British will purchase fewer
Amer.lcar{ goods, reducing the supply of pounds. This
::dmb:]{xah?n ﬂ(:f an increase in the demand for, and a
uction in the sy, i
>, pply of, pounds will cause the dollar
. In fact, differences in relative price levels
r}ahons—which reflect changes ir? price lz‘l/eﬁ"::;:%
time—help explain persistent differences in exchange
rates. In 1992 an American dollar could buy .56 British
pounds, 124 Japanese yen, or 5340 Turkish lira. One
reason for these differences is that the prices of British
gqods and services in pounds were far lower than the
prices of Japanese goods and services in yen and the
prices of Turkish goods and services in lira. For exam-
Ple, the same market basket of products costing $500
in the Umte'd States might cost 250 pounds in England,
67,500 yen in Japan, and 2,500,000 lira in Turkey. Gen:
er.allyt the higher the prices of a nation’s goods and ser-
vices in terms of its own currency, the greater the amount
of that currency which can be obtained with an American
dollar.
. Taken toits extreme, this purchasing power par-
ity theory holds that differences in exchange rates
equat.e the purchasing power of various currencies
Thatis, the exchange rates among national cutrencies'
pen‘ect!y adjust in such a Wway as to equal the ratios of
the nations’ price levels, For example, if a market bas-
ket of goods costs $100 in the United States and £50 in
Great Britain, the exchange rate should be $2=¢1
Thus, a dollar spent on goods sold in Britain Japan‘
Turkey, ‘and other nations supposedly will hav'e equai
purchasing power. In practice, however, exchange

rates.

Relative Re'eal Interest Rates Suppose the United
States restpcts the growth of its money supply (tight
money policy), as it did in the late 1970s and early
1980s, to control inflation, As a result, real interest
.mtes.—nominal interest rates adjusted for the rate of
inflation—were high in the United States compared to
most other nations, Consequently, British individuals
and firms found the United States an attractive place to
make financial Investments. This increase in the de-
'::au[:d for Al;ne;'chan financial assets meant an increase
€ supply of British poun
ot o e pounds and the dollar therefore

SMHm Suppose it is widely anticipated that the
American economy will (@) grow faster than the Brit-

ish eco_n_omy, () experience more rapid inflation than
.the British economy, and (c) have lower future real
Interest rates than Britain, All these expectations would
lead one to believe that in the future the dollar will
depreciate and, conversely, the pound will appreciate,
ﬂoldem of dollars will thys attempt to convert them.
into pou_nds, increasing the demand for pounds. This
conversion causes the dollar to depreciate and the
pound to appreciate, A self-fulfilling prophecy arises:
The dollar depreciates and the pound appreciates be'
cause sp_eculators act on the supposition that these
changes in currency values will in fact happen.

Flexible Rates and the Balance of p.

Proponents of flexible exchange rates argue ;1};;";'::';:
rates have a compelling virtue: They automatically ad-
Just S0 as eventually to eliminate balance of payments
deﬁctts_ or surpluses. We can explain this by looking at §
and D in Figure 385 which restate the demand for, and
S}lpply of, pounds curves from Figure 38-3. The eql'xilib-
rium gxchange rate of $2 = g1 correctly suggests
there is no balance of payments deficit or surplus, At
the $2 = £1 exchange rate the quantity of pounds de-
manded by Americans to import British goods, buy

FIGURE 38-5 Adjustments under flexible ex-

:l'::\n ae' Jales, fixed exchange rates, and the gold

Under flexible rates an American trade defi

£1 rate would be corrected by an increase :::'t;'e.:‘:l: fo' t;';
for £1. Under fixed rates the ab shortage of pounds would
be met out of international monetary reserves. Under th
gold standard the deficit would cause changes l.n domesll:

pounds (D) to the left and the suppli
taining equilibrium at the $2-lor-€lpryal(es.) IR e

Dollar price of one pound

Quantity of pounds
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British transportation and insurance services, and pay
interest and dividends on British investments in the
United States equals the amount of pounds supplied by
the British in buying American exports, purchasing
services from Americans, and making interest and divi-
dend payments on American investments in Britain. In
brief, there would be no change in official reserves in
Table 381.

Now suppose tastes change and Americans decide
to buy more British automobiles. Or assume that the
American price level has increased relative to Britain,
or that interest rates have fallen in the United States
compared to Britain. Any or all of these changes will
cause the American demand for British pounds to in-
crease from D to, say, D' in Figure 385.

We observe that at the initial $2 = £1 exchange
rate an American balance of payments deficit has been
created in the amount ab. That is, at the $2 = £1 rate’
there is a shortage of pounds in the amount @b to Amer-
icans. American export-type transactions will earn xa
pounds, but Americans will want xb pounds to finance
import-type transactions. Because this is a free compet-

itive market, the shortage will change the exchange
rate (the dollar price of pounds) from $2 = £1 to, say,
$3 = £1; that is, the dollar has depreciated.

At this point it must be emphasized that the ex-
change rate is a very special price which links all domestic

(United States’) prices with all foreign (British) prices.
Specifically, the dollar price of a foreign good is found
by multiplying the foreign product price by the ex-
change rate in dollars per unit of the foreign currency.
Atan exchange rate of $2 = £1, a British Triumph auto-
mobile priced at 9000 will cost an American $18,000
(= 9000 x $2).

A change in the exchange rate therefore alters the
prices of all British goods to Americans and all Ameri-
can goods to potential British buyers. Specifically, the
change in the exchange rate from $2 = £1 to $3 = £1
will alter the relative attractiveness of American im-
ports and exports in such a way as to restore equilib-
rium in the balance of payments of the United States.

From the American point of view, as the dollar price of
pounds changes from $2 to $3, the Triumph priced at
£9000, which formerly cost an American $18,000, now
costs $27,000 (= 9000 x $3). Other British goods will
also cost more to Americans, and American imports of
British goods and services will decline. Graphically,
this is shown as a move from point b toward point ¢ in
Figure 385.
Conversely, from Britain's standpoint the ex-
change rate, that is, the pound price of dollars, has
fallen (from £} to £ for $1). The international value of

the pound has appreciated. The British previously got
only $2 for £1; now they get $3 for £1. American goods
are therefore cheaper to the British, and American ex-
ports to Great Britain will rise. In Figure 385 this is
shown by the move from point a toward point c.
The two adjustments described—a decrease in

. American imports from Great Britain and an increase

in American exports to Great Britain—are precisely
those needed to correct the American balance of pay-
ments deficit. (You should reason through the opera-
tion of freely fluctuating exchange rates in correcting
an initial American balance of payments surplus in its
trade with Great Britain.)

In summary, the free fluctuation of exchange rates
in response to shifts in the supply of, and demand for,
foreign monies automatically corrects balance of pay-
ments deficits and surpluses.

Disadvantages Even though freely fluctuating ex-
change rates automatically work eventually to elimi-
nate payments imbalances, they may involve several
significant problems:

1 Uncertainty and Diminished Trade The risks
and uncertainties associated with flexible exchange
rates may discourage the flow of trade. Suppose an
American automobile dealer contracts to purchase ten
Triumph cars for £90,000. At the current exchange rate
of, say $2 for £1, the American importer expects to pay
$180,000 for these automobiles. But if in the three-
month delivery period the rate of exchange shifts to $3
for £1, the £90,000 payment contracted by the Ameri-
can importer will now be $270,000.

This unheralded increase in the dollar price of
pounds may easily turn the potential American import-
er’s anticipated profits into substantial losses. Aware of
the possibility of an adverse change in the exchange
rate, the American importer may not be willing to as-
sume the risks involved. The American firm therefore
may confine its operations to domestic automobiles,
with the result that international trade does not occur
in this item.

The same rationale applies to investment. Assume
that, when the exchange rate is $3 to £1, an American
firminvests $30,000 (or £10,000) in a British enterprise.
It estimates a return of 10 percent, that is, it anticipates
earnings of $3000 or £1000. Suppose these expecta-
tions prove correct in that the British firm earns £1000
the first year on the £10,000 investment. But suppose
that during the year, the value of the dollar appreciates
to $2 = £1. The absolute return is now only $2000

(rather than $3000) and the rate of return falls from the

\
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anticipated 10 percent to only 62 percent (= $2000/
$30,000). Investment is inherently risky. The added
risk posed by adverse changes in exchange rates may
persuade the potential American investor to avoid over-
seas ventures.?

2 Terms of Trade A nation’s terms of trade will be
worsened by a decline in the international value of its
currency. For example, an increase in the dollar price
of pounds will mean that the United States must export
more goods and services to finance a given level of
imports from Britain.

3 Instability Freely fluctuating exchange rates may
also have destabilizing effects on the domestic econ-
omy as wide fluctuations stimulate and then depress
those industries producing internationally traded
goods. If the American economy is operating at full
employment and the international value of its currency
depreciates as in our illustration, the results will be
inflationary for two reasons. Foreign demand for Amer-
ican goods will increase, that i, the net exports compo-
nent of aggregate expenditures will increase and cause
demand-pull inflation. Also, prices of all American im-
ports will increase. Conversely, appreciation of the dol-
lar would lower exports and increase imports, causing
unemployment.

From the vantage point of policy, acceptance of
floating exchange rates may complicate the use of
domestic fiscal and monetary policies in seeking full
employment and price stability. This is especially so for
nations whose exports and imports are large relative to
their GDPs (Table 37-1).

Fixed Exchange Rates

At the other extreme nations have often fixed or
“pegged” their exchange rates to circumvent the disad-
vantages associated with floating rates. To analyze the
implications and problems associated with fixed rates,

2At some cost and inconvenience a trader can circumvent part of the
risk of unfavorable exchange rate fluctuations by “hedging” in the
“futures market” for foreign exchange. For example, our American
auto importer can purchase the needed pounds at the current $2 for
£1 exchange rates to be made available three months in the future
when the British cars are delivered. Unfortunately, this does not
eliminate entirely exchange rate risks. Suppose the dollar price of
pounds falls (the dollar appreciates) in the three-month delivery pe-
riod and a competing importing firm did not hedge its foreign ex-
change purchase. This means the competitor will obtain its ship-
ment of Triumphs at a lower price and will be able to undersell our
original importer.

1

assume that the United States and Britain agree to
maintain a $2 = £1 exchange rate.

The basic problem is that a governmental procla-
mation that a dollar will be worth so many pounds does
not mandate stability of the demand for, and supply of,
pounds. As demand and supply shift over time, govern-
ment must intervene directly or indirectly in the for-
eign exchange market if the exchange rate is to be
stabilized.

In Figure 385 suppose the American demand for
pounds increases from D to D)’ and an American pay-
ments deficit of ab arises. This means that the Ameri-
can government is committed to an exchange rate
(52 = £1) which is below the equilibrium rate ($3 =
£1). How can the United States prevent the shortage of
pounds—reflecting an American balance of payments
deficit—from driving the exchange rate up to the equi-
librium level? The answer is to alter market demand or
supply or both so that they continue to intersect at the
$2 = £1 rate of exchange. There are several means for
achieving this.

1 Use of Reserves The most desirable means of
pegging an exchange rate is to manipulate the market
through the use of official reserves. International mon-
etary reserves are stocks of foreign monies owned by a
particular government. How do reserves originate?
Let’s assume that in the past the opposite market con-
dition prevailed in which there was a surplus, rather
than a shortage, of pounds, and the United States gov-
ernment had acquired that surplus. That is, at some
earlier time the United States government spent dol-
lars to buy surplus pounds which were threatening to
reduce the $2 = £1 exchange rate to, say, $1 = £1. By
now selling part of its reserve of pounds, the United
States government could shift the supply of pounds
curve to the right so that it intersects D’ at b in Figure
385, thereby maintaining the exchange rate at
82 = £1.

Historically nations have used gold as “interna-
tional money” or, in other words, as reserves. Thus, in
our example the United States government might sell
some of the gold it owns to Britain for pounds. The
pounds thus acquired could be used to augment the
supply earned through American trade and financial
transactions to shift the supply of pounds to the right to
maintain the $2 = £1 exchange rate.

Itis critical that the amount of reserves be enough
to accomplish the required increase in the supply of
pounds. This is ot a problem if deficits and surpluses
occur more or less randomly and are of approximately
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equivalent size. That is, last year’s balance of payments
surplus with Britain will increase the United States’ re-
serve of pounds and this reserve can be used to “fi-
nance” this year’s deficit. But if the United States en-
counters persistent and sizable deficits for an extended
period, the reserves problem can become critical and
force the abandonment of a system of fixed exchange
rates. Or, at least, a nation whose reserves are inade-
quate must resort to less appealing options to maintain
exchange rate stability. Let’s consider these other op-
tions.

2 Trade Policies One set of policy options includes
measures designed to control the flows of trade and
finance directly. The United States might try to main-
tain the $2 = £1 exchange rate in the face of a shortage
of pounds by discouraging imports (thereby reducing
the demand for pounds) and by encouraging exports

(thereby increasing the supply of pounds). Imports can _

be reduced by imposing tariffs or import quotas. Simi-
larly, special taxes may be levied on the interest and
dividends Americans receive for foreign investments.
Also, the United States government might subsidize
certain American exports and thus increase the supply
of pounds. .

The fundamental problem with these policies is
that they reduce the volume of world trade and distort
its composition or pattern away from that which is eco-
nomically desirable. Tariffs, quotas, and the like can be
imposed only at the sacrifice of some portion of the
economic gains or benefits attainable from a free flow
of world trade based on comparative advantage. These
effects should not be underestimated; the imposition of
trade barriers can elicit retaliatory responses from
other nations which are adversely affected.

3 Exchange Controls: Rationing Another option is
exchange controls or rationing. Under exchange con-
trols the United States government would handle the
problem of a pound shortage by requiring that all
pounds obtained by American exporters be sold to it.
Then, in turn, the government allocates or rations this
short supply of pounds (va in Figure 38-5) among vari-
ous American importers who demand the quantity xb.
In this way the American government would restrict
American imporis to the amount of foreign exchange
earned by American exports. American demand for
British pounds in the amount ab would be unfulfilled.
Government eliminates a balance of payments deficit
by restricting imports to the value of exports.

There are many objections to exchange controls.

1 Like trade controls—tariffs, quotas, and export
subsidies—exchange controls distort the pattern of
international trade away from that based on compara-
tive advantage.

2 The process of rationing scarce foreign exchange
necessarily involves discrimination among importers.
Serious problems of equity and favoritism are implicit
in the rationing process.

3 Controls impinge on freedom of consumer choice.
Americans who prefer Mazdas may be forced to buy
Mercuries. The business opportunities of some Ameri-
can importers will necessarily be impaired because
imports are being constrained by government.

4  There are likely to be enforcement problems. The
market forces of demand and supply indicate there are
American importers who want foreign exchange badly
enough to pay more than the $2 = £1 official rate; this
sets the stage for extralegal or “black market” foreign
exchange dealings.

4 Domestic Macro Adjustments A final means of
maintaining a stable exchange rate is to use domestic
fiscal and monetary policies to eliminate the shortage
of pounds. In particular, restrictive fiscal and monetary
measures will reduce the United States’ national in-
come relative to Britain’s. Because American imports
vary directly with our national income, our demand for
British goods, and therefore for pounds, will be re-
strained.

To the extent that these contractionary policies
reduce our price level relative to Britain's, American
buyers of consumption and investment goods will di-
vert their demands from British to American goods,
also restricting the demand for pounds. Finally, a re-
strictive (tight) money policy will increase United
States’ interest rates compared to Britain and reduce
American demand for pounds to make financial invest-
ments in Britain.

From Britain’s standpoint lower prices on Ameri-
can goods and higher American interest rates will in-
crease British imports of American goods and stimu-
late British financial investment in the United States.
Both developments will increase the supply of pounds.
The combination of a decrease in the demand for and
an increase in the supply of pounds will eliminate the
initial American payments deficit. In Figure 385 the
new supply and demand curves will intersect at some
new equilibrium point on the ab line where the ex-
change rate persists at $2 = £1.

This means of maintaining pegged exchange rates
is hardly appealing. The “price” of exchange rate stabil-
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ity for the United States is falling output, employment,
and price levels—in other words, a recession. Achiev-
ing a balance of payments equilibrium and realizing
domestic stability are both important national eco-
nomic objectives; but to sacrifice the latter for the
former is to let the tail wag the dog.

QUICK REVIEW 38-2 -

¢ In a system where sxchange rates sre free to
floa!, they are detsrinined by the demand for, and
supply oY, inlvidual national currencies.

v Determinants of freely floating exchange rates—
factors which shift currency supply and demand
curves—include changes in tastes, changes in rela-
tive national incomes, relative price level changes,
relative real interest rate changes, and speculation.

¢ Under a system of fixed exchange rates, nations '

set their exchange rates and then maintain them by
buying or selling reserves of foreign currencies, in-
curring infiation or recession, establishing trade
barriers, or employing exchange controls.

INTERNATIONAL EXCHANGE
RATE SYSTEMS

There have been three different exchange rate sys-
tems which nations have employed in recent history.

The Gold Standard: Fixed Exchange
Rates

Over the 1879-1934 period—except for the World
‘War [ years—an international monetary system known
as the gold standard prevailed. The gold standard pro-
vided for fixed exchange rates. A look at its operation
and ultimate downfall is instructive as to the function-
ing and some of the advantages and problems associ-
ated with fixed-rate systems. Currently a number of
economists advocate fixed exchange rates and a few
even call for a return to the international gold standard.

Conditions A nation is on the gold standard when it
fulfills three conditions:

1 It must define its monetary unit in terms of a cer-
tain quantity of gold.

2 It must maintain a fixed relationship between its

stock of gold and its domestic money supply.
3 It must allow gold to be freely exported and im-
ported.

If each nation defines its monetary unit in terms of
gold, the various national currencies will have a fixed
relationship to one another. For example, suppose the
United States defires a dollar as being worth 25 grains
of gold and Britain defines its pound sterling as being
worth 50 grains cf gold. This meatis that a British
pound is wortix 5#s Solars or, simply, £1 equals $2.

Gold flows Now, ignoring costs of packing, insur-
ing, and shipping gold between countries, under the
gold standard the rate of exchange would not vary from
this $2-for-£1 rate. No one in the United States would
pay more than $2 for £1, because you could always buy
50 grains of gold for $2 in the United States, ship it to
Britain, and sell it for £1. Nor would the English pay
more than £1 for $2. Why should they, when they could
buy 50 grains of gold in England for £1, send it to the
United States, and sell it for $2?

In practice the costs of packing, insuring, and ship-
ping gold must be taken into account. But these costs
would only amount to a few cents per 50 grains of gold.
If these costs were 3 cents for 50 grains of gold, Ameri-
cans wanting pounds would pay up to $2.03 for a pound
rather than buy and export 50 grains of gold to get the
pound. Why? Because it would cost them $2 for the 50
grains of gold plus 3 cents to send it to England to be
exchanged for £1. This $2.03 exchange rate, above
which gold would begin to flow out of the United
States, is called the gold export point.

Conversely, the exchange rate would fall to $1.97
before gold would flow into the United States. The Eng-
lish, wanting dollars, would accept as little as $1.97 in
exchange for £1, because from the $2 which they could
get by buying 50 grains of gold in England and resell-
ing itin the United States, 3 cents must be subtracted to
pay shipping and related costs. This $1.97 exchange
rate, below which gold would flow into the United
States, is called the gold import point.

Our conclusion is that under the gold standard the
Slow of gold between nations would result in exchange
rates which for all practical purposes are fixed.

Domestic _Macro Adjustments Figure 385 helps
explain the-kinds of adjustments the gold standard
would entail. Here, initially the demand for and the
supply of pounds are D and S respectively and the re-
sulting intersection point at a coincides with the fixed
exchange rate of $2 = £1 which results from the “in
gold” definitions of the pound and the dollar. Now sup-
pose for some reason American preferences for British
goods increase, shifting the demand for pounds curve
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to D'. In Figure 385 there is now a shortage of pounds
equal to ab, implying an American balance of payments
deficit.

Wharwill | happe: 1? Remember (hat the rules of the
20id standard nL the u{change rate h o movmg
from the Sied o
MoVe Ly i &
would und
change ratz wai
gold export point !
United S:sies o Britain.

Recall that the gold standard requires participants
to maintain a fixed relationship between their domestic
money supplies and their quantities of gold. Therefore,
the flow of gold from the United States to Britain would
bring about a contraction of the money supply in Amer-
ica and an expansion of the money supply in Britain.
Other things being equal, this will reduce aggregate
demand and, therefore, lower real domestic output,

ﬁns:ead, the ex-
o due Arerican

employment, and the price level in the United States. - -

Also, the reduced money supply will boost American
interest rates.

‘The opposite occurs in Britain. The inflow of gold
increases the money supply, causing aggregate de-
mand, national income, employment, and the price
level to all increase. The increased money supply will
also lower interest rates in Britain.

In Figure 385 declining American incomes and
prices will reduce our demand for British goods and
services and therefore reduce the American demand
for pounds. Lower relative interest rates in Britain will
make it less attractive for Americans to invest there,
also reducing the demand for pounds. For all these
reasons the D' curve will shift to the left.

Similarly, higher incomes and prices in Britain will
increase British demand for American goods and ser-
vices and higher American interest rates will encour-
age the British to invest more in the United States.
These developments all increase the supply of pounds
available to Americans, shifting the S curve of Figure
385 to the right.

In short, domestic macroeconomic adjustments in
America and Britain, triggered by the international
flow of gold, will produce new demand and supply for
pound curves which intersect at some point on the hor-
izontal line between points @ and b.

Note the critical difference in the adjustment
mechanisms associated with freely floating exchange
rates and the fixed rates of the gold standard. With
floating rates the burden of the adjustment is on the
exchange rate itself. In contrast, the gold standard in-

volves changes in the domestic money supplies of par-
ticipating nations which in tum precipitate changes in
price levels, real domestic output and employment, and
inbe:rest rates.

Although the gold standard boasts the advantages
of siable exchange rates and the autornatic correction
of balance of payments deficits and surpluses, its basic
drawback is that natior:s must accest domestic adjust-

aenis in such distasiedal forms as u..er:hpkoyr:.ent and
mﬂmg incomes, on the one hand, or inflation, on the
other. In using the gold standard nations must be wii-
ing to submit their domestic economies to painfui: mac-
roeconomic adjustments. Under this system a nation’s
monetary policy would be determined largely by
changes in the demand for and supply of foreign ex-
change. If the United States, for example, was already
moving toward recession, the loss of gold under the
gold standard would reduce its money supply and in-
tensify the problem. Under the international gold stan-
dard nations would have to forgo independent mone-
tary policies.

Demise The worldwide Great Depression of the
1930s signaled the end of the gold standard. As domes-
tic outputs and employment plummeted worldwide,
the restoration of prosperity became the primary goal
of afflicted nations. Protectionist measures such as the
United States’ Smoot-Hawley Tariff were enacted as
nations sought to increase net exports and stimulate
their domestic economies. And each nation was fearful
that its economic recovery would be aborted by a bal-
ance of payments deficit which would lead to an out-
flow of gold and consequent contractionary effects. In-
deed, nations attempted to devalue their currencies in
term of gold to make their exports more attractive and
imports less attractive. These devaluations under-
mined a basic condition of the gold standard and the
system broke down.

The Bretton Woods System

Not only did the Great Depression of the 1930s lead to
the downfall of the gold standard, it also prompted
erection of trade barriers which greatly impaired inter-
national trade. World War Il was similarly disruptive to
world trade and finance. Thus, as World War Il drew to
a close the world trading and monetary systems were
in shambles.

To lay the groundwork for a new intermational
monetary system, an international conference of Allied
nations was held at Bretton Woods, New Hampshire, in
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1944. Out of this conference evolved a commitment to
an adjustable-peg system of exchange rates, sometimes
called the Bretton Woods system. The new system
sought to capture the advantages of the old gold stan-
dard (fixed exchange rates), while avoiding its disad-
vantages (painful domestic macroeconomic adjust-
ments).

Furthermore, the conference created the Interna-
tional Monetary Fund (IMF) to make the new ex-
change rate system feasible and workable. This inter-
national monetary system, emphasizing relatively fixed
exchange rates and managed through the IMF, pre-
vailed with modifications until 1971. The IMF contin-
ues to play a basic role in international finance and in
recent years has performed a major role in ameliorat-
ing debt problems of the less developed countries.

IMF and Pegged Exchange Rates Why did the Bret-
ton Woods adjustable-peg system evolve? We have
noted that during the depressed 1930s, various coun-
tries resorted to the practice of devaluation—
devaluing? their currencies to try to stimulate domestic
employment. For example, if the United States was
faced with growing unemployment, it might devalue
the dollar by #ncreasing the dollar price of pounds from
$2.50 for £1 to, say, $3 for £1. This action would make
American goods cheaper to the British and British
goods dearer to Americans, increasing American ex-
ports and reducing American imports. The resulting
increase in net exports, abetted by the multiplier effect,
would stimulate output and employment in the United
States.

But the problem is that every nation can play the_

devaluation game, and most gave it a whirl. The result-
ing rounds of competitive devaluations benefited no
one; on the contrary, they actually contributed to fur-
ther demoralization of world trade. Nations at Bretton
Woods therefore agreed that the postwar monetary

——system-must provide for overall exchange rate stability
whereby disruptive currency devaluations could be
avoided.

What was the adjustable-peg system of exchange
rates like? First, as with the gold standard, each IMF
member was obligated to define its monetary unit in
terms of gold (or dollars), thereby establishing par

3A note on terminology is in order. We noted earlier in this chapter
that the dollar has appreciated (depreciated) when its international
value has increased (decreased) as the result of changes in the
demand for, or supply of, dollars in foreign exchange markets. The
terms revalue and devalue are used to describe an increase or de-

. crease, respectively, in the international value of a currency which
occurs as the result of governmental action.

rates of exchange between its currency and the curren-
cies of all other members. Each nation was further obli-
gated to keep its exchange rate stable vis-a-vis any
other currency.

But how was this obligation to be fulfilled? The
answer, as we saw in our discussion of fixed exchange
rates, is that governments must use international mon-
etary reserves to intervene in foreign exchange mar-
kets. Assume, for example, that under the Bretton
‘Woods system the dollar was “pegged” to the British
pound at $2 = £1. Now suppose in Figure 385 that the
American demand for pounds temporarily increases
from D to D' so that a shortage of pounds of ab arises at
the pegged rate. How can the United States keep its
pledge to maintain a$2 = £1 rate when the new market
or equilibrium rate would be at $3 = £1? The United
States could supply additional pounds in the exchange
market, shifting the supply of pounds curve to the right
so that it intersects D’ at b and thereby maintains the
$2 = £1 rate of exchange.

Where would the United States obtain the needed
pounds? Under the Bretton Woods system there were
three main sources.

1 Reserves The United States might currently pos-
sess pounds in a “stabilization fund” as the result of the
opposite exchange market condition existing in the
past. That is, at some earlier time the United States
government may have spent dollars to purchase sur-
plus pounds which were threatening to reduce the
$2 = £1 exchange rate to, say, $1 = £1.

2 Gold Sales The United States government might
sell some of the gold it holds to Britain for pounds. The
proceeds would then be offered in the exchange mar-
ket to augment the supply of pounds.

3 IMF Borrowing The needed pounds might be
borrowed from the IMF. Nations participating in the
Bretton Woods system were required to make contri-
butions to the IMF on the basis of the size of their
national income, population, and volume of trade.
Thus, if ngcessary, the United States could borrow
pounds on a short-term basis from the IMF by supply-
ing its own currency as collateral.

Fundamental Imbal: Adjusting the Peg A
fixed-rate system such as Bretton Woods functions well
so long as a nation’s payments deficits and surpluses
occur more or less randomly and are approximately
equal in size. If a nation's payments surplus last year
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allows it to add a sufficient amount to its international
monetary reserves to finance this year's payments defi-
cit, no problems will arise. But what if the United
States, for example, encountered a “fundamental im-
balance” in its international trade and finance and was
confronted with persistent and sizable payments defi-
cits? In this case it is evident that the United States
would eventually run out of reserves and be unable to
maintain its fixed exchange rate.

Under the Bretton Woods system, a fundamental
payments deficit was corrected by devaluation, that is,
by an “orderly” reduction in the nation’s pegged ex-
change rate. Also, the IMF allowed each member na-
tion to alter the value of its currency by 10 percent
without explicit permission from the Fund to correct a
deeply rooted or “fundamental” balance of payments
deficit. Larger exchange rate changes required the
sanction of the Fund's board of directors. By requiring

approval of significant rate changes, the Fund guarded

against arbitrary and competitive currency devaluation
prompted by nations seeking a temporary stimulus to
their domestic economies. In our illustration, devalu-
ing the dollar would increase American exports and
lower American imports, correcting its persistent pay-
ments deficits. .

The objective of the adjustable-peg system was to
realize a world monetary system which embraced the
best features of both a fixed exchange rate system
(such as the old international gold standard) and a sys-
tem of freely fluctuating exchange rates. By reducing
risk and uncertainty, shortterm exchange rate sta-
bility—pegged exchange rates—would presumably
stimulate trade and lead to the efficient use of world
resources. Periodic exchange rate adjustments—
adjustments of the pegs—made in an orderly fashion
through the IMF, and on the basis of permanent or
long-run changes in a country’s payments position, pro-
vided a mechanism by which persistent international
payments imbalances could be resolved by means
other than painful changes in domestic levels of output
and prices.

Demise of the Bretton Woods System Under the
Bretton Woods system gold and the dollar came to be
accepted as international reserves. The acceptability of
gold as an international medium of exchange was de-
rived from its role under the international gold stan-
dard of an earlier era. The dollar became acceptable as
international money for two reasons.

1 The United States emerged from World War II as
the free world’s strongest economy.

2 The United States had accumulated large quanti-
ties of gold and between 1934 and 1971 maintained a
wlicy of buying gold from, and selling gold to, foreign
menetary authorities at a fixed price of $35 per ounce.
Thu: the dollar was convertible into gold on demand;
the ddlar came to be regarded as a substitute for gold
and therefore “as good as gold.”

But fae role of the dollar as a component of inter-
national menetary reserves contained the seeds of a
dilemma. Corsider the situation as it developed in the
1950s and 1960s. The problem with gold as interna-
tional money wasa quantitative one. The growth of the
world’s money stock depends on the amount of newly
mined gold, less any amounts hoarded for speculative
purposes or used for industrial and artistic purposes.
Unfortunately, the growth of the gold stock lagged
behind the rapidly expanding volume of international
trade and finance. Thus the dollar came to occupy an
increasingly important role as an international mone-
tary reserve.

Economies of the world acquire dollars as re-
serves as the result of United States’ balance of pay-
ments deficits. With the exception of some three or
four years, the United States incurred persistent pay-
ments deficits throughout the 1950s and 1960s. These
deficits were financed in part by drawing down Ameri-
can gold reserves. But for the most part United States’
deficits were financed by growing foreign holdings of
American dollars which were “as good as gold” until
1971.

As the amount of dollars held by foreigners soared
and as our gold reserves dwindled, other nations inevi-
tably began to question whether the dollar was really
“as good as gold.” The ability of the United States to
maintain the convertibility of the dollar into gold be-
came increasingly doubtful, and, therefore, so did the
role of the dollar as generally accepted international
monetary reserves. Hence, the dilemma: “. . . to pre-
serve the status of the dollar as a reserve medium, the
payments deficit of the United States had to be elimi-
nated; but elimination of the deficit would mean a dry-
ing up of the source of additional dollar reserves for the
system.”* The United States had to reduce or eliminate
its payments deficits to preserve the dollar’s status as
an international medium of exchange. But success in
this endeavor would limit the expansion of interna-
tional reserves or liquidity and restrict the growth of
international trade and finance.

“Delbert A. Snider, Introduction to International Economics, Tth ed.
(Homewood, Iil.: Richard D. Irwin, Inc., 1979), p. 352.
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This problem came to a head in the early 1970s.
Faced with persistent and growing United States’ pay-
ments deficits, President Nixon suspended the dollar’s
oonvetﬁbility into gold on August 15, 1971. This sus-
pension abrogated the policy to exchange gold for do}
lars at $35 per ounce, which had existed for thirty-
seven years. This new policy severed the link between
gold and the international value of the doliar, thereby
“floating” the doliar and allowing its value to be deter-
mined by market forces. The floating of the dollar with-
drew American support from the old Bretton Woods
system of fixed exchange rates and sounded the death
knell for that system.

The Managed Float

The system of exchange rates which has since evolved
is not easily described; it can probably best be labeled a
systemofmmgedﬂonﬁngexchmgemmo.ltmm
ognized that changing economic conditions among
nations require continuing changes in exchange rates
to avoid persistent payments deficits or surpluses; ex-
change rates must be allowed to float. But short-term
changes in exchange rates—perhaps accentuated by

.——purchases and sales by speculators—disrupt and dis-

courage the flow of trade and finance. Thus, itis gener-
ally agyeed that the central banks of the various nations
should buy and sell foreign exchange to smooth out
such fluctuations in rates. That is, central banks should

" or stabilize short-term speculative variations
in their exchange rates.

These characteristicswere formalized by aleading .
group of IMF nations in 1976. Thus, ideally, the man-

aged floating system will have not only the needed
long-term exchange rate flexibility to correct funda-
menta) payments imbalances, but also sufficient short-
term stability of rates to sustain and encourage interna-
tional trade and finance.

Actually, the cwrrent exchange rate system is
more complicated than the previous paragraphs sug-
gest. While the major currencies—German marks,
American and Canadian dollars, Japanese yen, and the
British pound—fluctuate or float in response to chang-
ing demand and supply conditions, most of the Euro-
pean Common Market nations are attempting to peg
their currencies to one another. Furthermore, many
less developed nations peg their currencies to the do}
lar and allow their currencies to fluctuate with it. Fi-
nally, some nations peg the value of their currencies to
a “basket” or group of other currencies.

How well has the managed floating system
worked? It has both proponents and critics.

Pros Proponents argue that the syétem has func-
tioned well—far better than anticipated—during its
relatively brief existence. i

1 Trade Growth In the iirst place, fluctualing ex-
change rates did not lead to the diminution of world
trade and finance that skeptics had predicted. In real
terms world trade has grown a! approximately the
same rate under the managed float as it did during the
decade of the 1960s under the fixed exchange rates of
the Bretton Woods system.

2 Managing Turbulence  Proponents argue that the
managed float has weathered severe economic turbu-
lence which might well have caused a fixed exchange
regime to have broken down. Such dramatic events as
worldwide agricultural shortfalls in 1972-1974, ex-
traordinary oil-price increases in 1973-1974 and again
in 1979-1980, worldwide stagflation in 1974-1976 and
1981-1983, and large U.S. budget deficits in the 1980s,
all generated substantial intemational trade and finan-
clal imbalances. Flexible rates facilitated international
adjustments to these developments, whereas the same
events would have put unbearable pressures on a fixed-
rate system.

Cons But there is still considerable sentiment in
favor of a system characterized by greater exchange
rate stability. Those favoring stable rates see problems
with the current system.

1 Volatility and Adjustment Critics argue that ex-
change rates have been excessively volatile under the
managed float. This volatility, it is argued, has occurred
tions of particular nations have been stable. Perhaps
more importantly, the managed float has not readily
resolved balance of payments imbalances as flexible
rates are presumably capable of doing. Thus the
United States has run persistent trade deficits in recent
years, while Germany and Japan have had persistent
surpluses. Changes in the international values of the
dollar, mark, and yen have not yet corrected these im-
balances.

2 A “Nonsystem™ Skeptics feel that the managed
float is basically a “nonsystem”; the rules and guide-
lines circumscribing the behavior of each nation as to
its exchange rate are not sufficiently clear or constrain-
ing to make the system viable in the long run. Nations
will inevitably be tempted to intervene in foreign ex-
change markets, not merely to smooth out short-term
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or speculative fluctuations in the value of their curren-
cies, but w prop up their currency if it is chronically
ek or © manipuiate e vaiue of their currency to
achieve domestic stabilization goals. In brief, there is
fear that in time there may e more “managing” and
less “floating” ¢ exchange rates, z:d this may be fatal
% e presant ;oosely defrad systen.

Ax exarnple of rore “managing” and wess “Loar-
ing” of exchange raies occurred in February 1987
when the “Group of Seven” industrial nations (G-7
nations)—the United States, West Germany, Japan,
Britain, France, Italy, and Canada—agreed to take ac-
tions to stabilize the value of the dollar. In the previous
two years the dollar had declined rapidly because of a
sizable U.S. trade deficit. Although the U.S. trade defi-
cit remained large, it was felt that a further depreciation
of the dollar might be disruptive to economic growth in

several G-7 economies. The G-7 nations thus bought .- -

large quantities of dollars to prop up the dollar’s value.
Since 1987 the G-7 nations have periodically intervened
in foreign exchahge markets to help stabilize the value
of the dollar. Do these actions represent an admission
by the industrial economies that the system of fiexible
exchange rates is seriously flawed?

The jury is still out on the managed float and no
clear assessment has been reached: “Flexible rates
have neither attained their proponents’ wildest hopes
nor confirmed their opponents’ worst fears. But they
have seen the major industrial economies through
[two decades] mined with major disturbances to the
international economy.”

QUICK REVIEW 38-3

¢  Under the gold standard (1789-1934), nations
fixed exchange rates by valuing their currencies in
terms of gold, by tying their stocks of money to gold,
and by allowing gold to flow between nations when
balance of payment deficits and surpluses occurred.

¢ The Bretton Woods, or adjustable-peg, system
of exchange rates (1944-1971) fixed or pegged
short-run exchange rates, but permitted orderly
long-run adjustments of the pegs.

¢ The managed floating system of exchange rate
(1971-present) relies on foreign exchange markets
to establish equilibrium exchange rates, but permits
central banks to buy and sell foreign ourrencles to
manage or stabilize short-term speculative changes
in exchange rates.

®Richard E. Caves and Ronald W. Jones, Worid Trade and Payments,
3d ed. (Boston: Little, Brown and Company, 1981), p. 471.

RECENT UNITED STATES’
TRADE DEFICITS

As shown in Figure 386, the United States had iarge
trade deficits in the 1980s and early 1950s. Specifically,
our imerchandise wade deficii juraped from $25 billion
Iz 1580 © $160 billion in 1987, then rall to $74 billion
in 1991. In 1980 the United States had a current ac-
count surplus of $2 billion; by 1387 this had chaaged 1o
a $160 billion deficit. By 1991 the current account def
icit had narrowed to $52 billion.

‘What caused these large trade deficits? What were
their effects? Why have they recently diminished?

Causes of the Trade Deficlts

It is generally agreed that three major factors contrib-
uted to the large trade deficits of the 1980s and early
1990s.

The Rise of the Dollar As Figure 387 indicates,
there was a pronounced rise in the international value
of the dollar between 1980 and 1985, Here the value of
the dollar is compared to ten other major currencies
(weighted by the amount of trade we carry on with
each country). By the end of 1984 the dollar was about
65 percent above its 1980 average: value and at the high-
est level since floating exchange rates were adopted in
the early 1970s. A strong or appreciated dollar means
that foreign monies are cheaper to Americans and, con-
versely, dollars are more expensive to foreigners. As a
result, foreign goods are cheap to Americans and our
imports rise. Conversely, American goods are expen-
sive to foreigners and our exports fall,

But why did the value of the dollar surge between
1980 and 19857 The basic answer is that real interest
rates in the United States—nominal interest rates less
the rate of inflation—mse in the United States com-
pared to foreign countries. High real interest rates
made the United States a very attractive place for for-
eigners to invest. As a result, the demand for dollars to
make such investments increased, causing the dollar
to appreciate in value.

Real interestrates were relatively high in America
for two reasoms
1 The large Federal budget deficits of the 1980s are
cited by mauy economists as a basic cause of high in-
terest rates. Simply put, government borrowing to fi-
nance its deficits increased the domestic demand for
money and boosted interest rates.

2 I» 1979 the United States shifted to a tighter
mosey policy in its efforts to control inflation. This
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In recent years American trade deficits have been persistently |

action increased interest rates directly by reducing the
supply of money relative to its demand. Indirectly the
lower rate of inflation kept the demand of foreign inves-
tors for dollars high because lower inflation means a
higher real rate of return on investments in the United
States.

By 1985 the value of the dollar had reached record
heights relative to other currencies. Two factors then
began to interact to reduce the dollar’s value sharply
over the next two years.

1  Five industrial nations—the United States, West
Germany, Great Britain, France, and Japan—
collectively decided to nudge the dollar downward to
help correct the massive U.S. trade deficit and the trade
surpluses in Japan and other nations. These five na-
tions agreed to increase the supply of dollars in foreign
exchange markets to reduce the dollar’s value.

2 The demand for foreign currency in the United
States rose sharply because more foreign money was
needed to pay for the expanding volume of imports.
This increase in the demand for yen, francs, and other
foreign currencies increased the value of these curren-
cies relative to the dollar. As shown in Figure 387, the
value of the dollar declined sharply relative to other
currencies over the 1985-1987 period.

arge.

Despite the sharp decline in the dollar between
1985 and 1987, the American trade imbalance stub-
bornly persisted. The major reason was that Japanese
and other foreign importers did not immediately in-
crease their dollar prices of products by as much as the
decline in the international value of the dollar. Instead
of increasing their prices, major importers accepted
lower per unit profits on their goods. Therefore, im-
ports to the United States for a time continued to rise,
offsetting increases in American exports. Also, recall
thatin 1987 the G-7 nations agreed to halt the decline in
the value of the dollar. Only in the second half of 1988
did the American trade deficit finally begin to shrink.

Rapid American Growth  Asecond cause of the large
trade defigits of the 1980s and 1990s is that the United
States experienced a more rapid recovery from the
19801982 world recession than did its major trading
partners. For example, American growth was about
double that of Europe in 1983 and nearly triple the Eu-
ropean rate in 1984. Although the gap in growth rates
narrowed, the American growth rate continued to out-
pace the European rate between 1985 and 1990. This is
significant because, like domestic consumption, a na-
tion’s purchases of foreign goods (jts imports) vary di-

International value of the doliar
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FIGURE 38-7 The international value of the dollar

Between 1980 and 1985 the value of the dollar increased greatly relative to other major
currencies, tending to increase our imports and decrease our exports. The déllar fell sharply
from 1985 through 1987 but trade deficits continued into the 1990s.

rectly with the level of domestic income. Because our
national income expanded relatively rapidly, our im-
ports also expanded rapidly. The slower growth of for-
eign national incomes meant their imports (our ex-
ports) grew slowly.

Exports to Less Developed Countries A third factor
contributing to the large trade deficits was a falloff in
our exports to the less developed countries (LDCs). An
important source of the LDCs’ external debt problem
was their need to finance large international trade defi-
cits by borrowing from the industrially advanced na-
tions. As part of rescheduling and restructuring their
debts in the 1980s, the less developed countries agreed
to lessen their trade deficits. Thus they reduced their
imports by using more restrictive monetary and fiscal
policies to restrain the growth of their national in-
comes. In so doing their demands for imported goods
declined. Part of those import reductions involved
American goods, that is, United States exports. Many
LDCs also devalued their currencies or, in other words,
lowered the exchange rate value of their currencies by
governmental decree. Devaluation restricted their im-
ports and stimulated their exports. Thus the LDCs
bought less from, and sold more to, the United States.

Effects of U.S. Trade Deficits

What have been the effects or consequences of our
foreign trade deficits?

Dampened Aggregate Demand A trade deficit—
more specifically, negative net exports—reduces ag-
gregate demand and therefore, unless offset by other
spending, diminishes the levels of real domestic output
and employment via the multiplier effect. While this
was a factor in keeping our level of employment below
the fullemployment rate for much of the 1980s, it also
helped restrain inflation. A strong, appreciated dollar
lowers the prices of allimported goods. Fi urthermore, a
surging volume of imports exerts downward pressure
on the prices of domestic goods that compete with
those imports.

The constraining effect of a trade deficit is concen-
trated on industries which are highly dependent on
export markets or are most competitive with imports.
Some of the problems faced by American farmers, au-
tomobile manufacturers, and steel producers in the
1980s, for example, were related to the strong dollar
and the associated trade deficits. These difficulties con-
tributed greatly to the upsurge in political pressure for
protectionist policies discussed in Chapter 37. They
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BUY AMERICAN: THE GLOBAL
REFRIGERATOR

Hiomorist Art Buchwald pokes fun at those who
suggest we could end our trade deficits by
buying American consumer producls.

“There is only one way the country is going to get on its
feet,” said Baleful.

“How’s that?” I asked, as we drank coffee in his
office at the Baleful Refrigerator Company.

“The consumer has to start buying American,” he
said, slamming his fist down on the desk. “Every time
an American buys a foreign refrigerator it costs one of
my people his job. And every time one of my people is
out of work it means he or she can’t buy refrigerators.”

“It’s a vicious circle,” I said.

Baleful’s secretary came in. “Mr. Thompson, the
steel broker is on the phone.”

My friend grabbed the receiver. “Thompson,
where is that steel shipment from Japan that was sup-
posed to be in last weekend? . . . I don’t care about
weather. We’re almost out of steel, and I'll have to close
down the refrigerator assembly line next week. If you
can’t deliver when you f , Il find myself anoth
broker.”

“You get your steel from Japan?” I asked Baleful.

“Even with shipping costs, their price is still lower
than steel made in Europe. We used to get all our

heets from Belgi but the Jap are now giving
them a run for their money.”

The buzzer on the phone alerted Baleful. He lis-
tened for a few moments and then said, “Excuse me, I
have a call from Taiwan. Mark Four? Look, R&D de-
signed a new push-button door handle and we're going
to send the specs to you. Tell Mr. Chow if his people
send us a sample of one and can make it for us at the

same price as the old handle, we'll give his company
the order.”

A man came in with a plastic container and said,
“Mr. Baleful, you said you wanted to see one of these
before we ordered them. They are the containers for
the ice maker in the refrigerator.”

Baleful inspected it carefully and banged it on the
floor a couple of times. “What's the price on it?”

“Hong Kong can deliver it at $2 a tray, and Dong-
Fu Plastics in South Korea said they can make it for

1.70.”
! “Jt's just a plastic tray. Take the South Korea bid.
We'll let Hong Kong supply us with the shelves for the
freezer. Any word on the motors?”

“There’s a German company in Brazil that just
came out with a new motor, and it’s passed all our
tests, so Johnson has ordered 50,000.”

«“Call Cleveland Motors and tell them we're sorry,
but the price they quoted us was just too high.”

“Yes, sir,” the man said and departed.

also generated interest in industrial policies designed
to provide special help for allegedly “key” industries
deemed critical to American industrial preeminence.

Increased American Indebtedness  Atrade deficitis
also considered “unfavorable” because it must be fi-
nanced by increased American indebtedness to for-
eigners. A trade deficit means we must borrow from
the rest of the world to finance that deficit. This failure
to “pay our way” in international trade is usually inter-
preted as a sign of domestic economic weakness and,
hence, undesirable. However, economists point out
that, at the time a trade or current account deficit is

occurring, it is clearly beneficial to American consum-
ers. After all, a trade deficit means that Americans are
currently féceiving more goods and services as im-
ports from the rest of the world than we are sending to
the rest of the world as exports. Trade deficits augment
our domestic living standards during the period in
which they occur.

A related consequence of our recent trade deficits
is that in 1985 the United States’ status changed from
that of a net creditor to that of a net debtor for the first
time since 1914. That is, the United States now owes
foreigners more than they owe this country. Recall that
current account deficits are financed primarily by net
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Crzansy came i aga and said, “Harry tele-
phoned and waated to let you know the defroster just
arrived from Finland. They’re unloading the box cars
now.”
“Good. Any word on the wooden crates from Sing-
apore?”

“They’re at the dock in Hoboken.”

“Thank heaven. Cancel the order from Boise Cas-
cade.”

“What excuse should I give them?”

“Tell them we made a mistake in our inventory, or
we’re switching to plastic. I don’t care what you tell
them.”

Baleful turned to me. “Where were we?”

“You were saying that if the consumer doesn’t start
buying American, this country is going to be in a lot of
trouble.”

“Right. It's not only his patriotic duty, but his live- . -

lihood that’s at stake. I'm going to Washington next
week to tell the Senate Commerce Committee that if
they don’t get off the stick, there isn’t going to be a do-
mestic refrigerator left in this country. We’re not going
to stay in business for our health.”

“Pour it to them,” I urged him. .

Baleful said, “Come out with me into the show-
room.”

1 followed him. He went to his latest model, and
opened the door. “This is an American refrigerator
made by the American worker, for the American con-
sumer. What do you have to say to that?”

“It's beautiful,” I said. “It puts foreign imports to
shame.”

Source: Art Buchwald, “Being Bullish on Buying American.”
Reprinted by permission. We discovered this article in Master
Curriculum Guide in Economics: Teaching Strategies for
International Trade (New York: Joint Council on Economic
Education, 1988).

capital inflows to the United States. When our exports
are insufficient to pay for our imports, we finance the
difference by borrowing from foreigners or, in other
words, by going into debt. The financing of our recent
large trade deficits has caused foreigners to accumu-
late a larger volume of claims against American assets
than we have accumulated against foreign assets. The
USS. foreign debt burden climbed to $721 billion in
1990, making us the largest debtor nation in the world.

One implication of net debtor status is that we can
no longer look forward to a net inflow of dividend and
interest payments (see item 7 in Table 38-1's balance of
payments) to help cover deficits in our merchandise

and services trade. A second implication is that more of
our corporations are foreign-owned.

The above comments on the economic effects of
our trade deficit for the United States economy can be
reversed as far as our industrialized trading partners
are concerned. The current accounts of Japan and Ger-
many, for example, tended to move toward surplus.
These countries experienced an expansionary-infla-
tionary stimulus and unusual growth in their export-
dependent industries. They also increased their hold-
ings of American debt.

¢ In the 1980s and early 1990s the United States
experienced large trade deficits, caused by a strong
dollar, relatively rapid American growth prior to the
1990-1991 r ion, and red d purch of our
exports by less developed nations.

¢ These large deficits had a contractionary, anti-
inflationary impact, hurt export-dependent indus-
tries, and resulted in the United States becoming a
debtor nation; they also temporarily enhanced
America’s standard of living.

Reducing the Trade Deficit

Two kinds of policies for reducing large trade deficits
are most often cited: reduction of the Federal budget
deficit and measures to accelerate economic growth
abroad.

Reduction of the Budget Deficit Many economists
agree that the most critical cause of our continuing
trade deficits has been our large annual Federal budget
deficits. It is argued that a reduction in the size of our
Federal budget deficit will lower the real interest rate in
the United States compared to other nations. In other
words, a reduction in the government's demand for
funds to finance its deficits will lower domestic interest
rates and thus make financial investments in the
United States less attractive to foreigners. The demand
for dollars by foreigners will decline and the dollar will
depreciate. Given a depreciated dollar, our exports will
increase and imports will fall, correcting our trade defi-
cit. This scenario is exactly opposite to the one shown
earlier in Figure 182

“Would not a “managed” depreciation of the dollar
by the G-7 nations produce a decline in the U.S. trade
deficit, even without a reduction in our budget deficit?
Perhaps so, but this point may be moot. Our trading
partners have not been interested in allowing the dollar

\
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to fall appreciably below its 1988 level, unless we re-
duce our budget deficit. In effect, these nations con-
tend that the United States must “get its fiscal house in
order” to achieve a better balance of international
trade.

Economic Growth Abroad The American trade defi-
cit can also be reduced if nations abroad speed up their

rates of economic growth. Higher levels of foreign na-
tional income increase the demand for American ex-
ports. The G-7 group of industrial nations has recog-
nized the importance of economic growth in the
nations which have trade surpluses as a way to reduce
these surpluses and lower the American trade deficit.
In the late 1980s, the governments of Japan and Ger-
many established expansionary fiscal and monetary
policies to bolster national income and increase the
demand for goods produced in America.

Other “Remedies” There are several other possible
“remedies” to the persistent United States’ trade defi-
cits.

Easy Money Policy Under appropriate circum-
stances, an easy money policy lowers real interest rates
and reduces a trade deficit. The process works as fol-
lows. The decline in interest rates reduces the interna-
tional demand for dollars, which results in a deprecia-
tion of the dollar. Dollar depreciation raises our exports
and lowers our imports (Table 154).

Protective Tariffs Protective tariffs can be used to
reduce imports, but this strategy results in the loss of
the gains from specialization and international trade.
Furthermore, it may not be successful: Tariffs which
reduce our imports foster retaliatory tariffs abroad
which reduce our exports. Trade deficits do not disap-
pear in this circumstance; instead, all trading partners
suffer declines in their living standards.

Recession Recessions in the United States reduce
disposable income and thus spending on all goods, in-

cluding imports. Because exports are largely unaf-
fected, the decline in imports trims the trade deficit.
This is precisely what happened in the United States
during the recession of 1990-1991. But recession is an
undesirable way to reduce trade deficits; it imposes
higher economic costs (lost output) on society than the
costs associated with the trade deficit itself. Also, un-
less the fundamental causes of the deficits have in the
meanwhile been remedied, imports and thus trade def-
icits again rise when the economy begins to recover
from recession.

Increased American Competitiveness The Ameri-
can trade deficits can be reduced by lowering the costs
of, and improving the quality of, American goods and
services relative to foreign goods. Cost-saving produc-
tion technologies, development of improved products,
and more efficient management techniques each can
contribute to a decline in the trade deficit by lowering
United States demand for imported goods and increas-
ing foreign demand for American goods.

Direct Foreign Investment  Ironically, our persistent
trade deficit has set off a chain of events which has
begun to feed back to reduce the trade deficit itself.
The vast accumulation of American dollars in foreign
hands has enabled foreign individuals and firms to buy
American factories or to build new plants in the United
States. Furthermore, the fall in the value of the dollar
has provided an incentive for foreign firms to produce
in the United States rather than in their own nations.

In short, the trade deficit has given rise to an in-
crease in direct foreign investment in the form of plant
and equipment. Foreign-owned factories are beginning
to turn out increasing volumes of goods that otherwise
would have been imported. Hondas and Mazdas, pro-
duced in American factories, have replaced Hondas
and Mazdas formerly imported from Japan. Other ex-
amples abound. The upshot is that the American trade
deficit may shrink as imports are replaced with goods
produced in foreign-owned factories in the United
States, =

CHAPTER SUMMARY

1 American exports create a foreign demand for dollars
and make a supply of foreign exchange available to Ameri-
cans. Conversely, American exports simultaneously create a
demand for foreign exchange and make a supply of dollars
available to foreigners. Generally, a nation’s exports earn the
foreign currencies needed to pay for its imports.

2 'The balance of payments records all international trade
and financial transactions taking place between a given na-
tion and the rest of the world. The trade balance compares
merchandise exports and imports. The balance on goods
and services compares exports and imports of both goods
and services. The current account balance considers not
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only goods and services transactions, but also net invest-
ment income and net transfers.

3 Adeficit on the current account will be largely offset by
a surplus on the capital account. Conversely, a surplus on
the current account will be largely offset by a deficit on the
capital account. A balance of payments deficit occurs when
the sum of the current and capital accounts is in deficit. A
payments deficit is financed by drawing down official re-
serves. A balance of payments surplus occurs when the sum
of the current and capital accounts is in surplus. A payments
surplus results in an increase in official reserves. The desir-
ability of a balance of payments deficit or surplus depends
on its causes and its persistence over time.

4 Flexible or floating exchange rates are determined by
the demand for and supply of foreign currencies. Under
floating rates a currency will depreciate or appreciate as a
result of changes in tastes, relative income changes, relative
price changes, relative changes in real interest rates, and
speculation.

5 Maintenance of fixed exchange rates requires ade-
quate reserves to accommodate periodic payments deficits.
If reserves are inadequate, nations must invoke protectionist
trade policies, engage in exchange controls, or endure unde-
sirable domestic macroeconomic adjustments.

6 Historically, the gold standard provided exchange rate
stability until its disintegration during the 1930s. Under this
system, gold flows between nations precipitated sometimes
painful changes in price, income, and employment levels in
bringing about international equilibrium.

7 Under the Bretton Woods system exchange rates were
pegged to one another and were stable. Participating nations
were obligated to maintain these rates by using stabilization
funds, gold, or borrowings from the IMF. Persistent or “fun-
damental” payments deficits could be resolved by IMF-
sanctioned currency devaluations.

8 Since 1971 a system of managed floating exchange
rates has been in use. Rates are generally set by market
forces, although governments intervene with varying fre-
quency to alter their exchange rates.

9 Between 1980 and 1991 the United States experienced
large international trade deficits. Causes include a a rap-
idly appreciating dollar between 1980 and 1985; b rela-
tively rapid expansion of the American economy prior to the
recession of 1990-1991; and ¢ curtailed purchases of our
exports by the less developed countries.

10 The effects of large trade deficits have been manifold.
They have had a contractionary, anti-inflationary effect on
our domestic economy. American export-dependent indus-
tries have experienced declines in output, employment, and
profits, thereby generating political pressures for protection.
The United States has become the world's largest debtor
nation. However, the trade deficit has meant a current in-
crease in the living standards of American consumers.

11 Two solutions to the trade deficit are a reduction of
the budget deficit and b faster economic growth abroad.
Other “remedies” are an easy money policy, protective tar-
iffs, recession, improved U.S. competitiveness, and direct
foreign investment.

TERMS AND CONCEPTS

balance of payments capital account

current account balance on the capital

credits account

debits official reserves

trade balance balance of payments

balance on goods and deficits and
services surpluses

balance on current fixed exchange rates
account

flexible or floating points
exchange rates Bretton Woods system

depreciation and International Monetary
appreciation Fund

purchasing power devaluation
parity managed floating

gold standard exchange rates

gold import and export G-7 nations

QUESTIONS AND STUDY SUGGESTIONS

1 Explain how an American automobile importer might -
nance a shipment of Toyotas from Japan. Demonstrate how an
American export of machinery to Italy might be financed. Ex-
plain: “American exports eam supplies of foreign monies

-y which Americans can use to finance imports.”
2 “Arise in the dollar price of yen necessarily means a fall

in the yen price of dollars.” Do you agree? Illustrate and
elaborate: “The critical thing about exchange rates is that «

they provide a direct link between the prices of goods and
services produced in all trading nations of the world.” Ex-
plain the purchasing power parity theory of exchange rates.

3 The Swedish auto company Saab imports car compo-
nents from Germany and exports autos to the United States.
In 1990 the dollar depreciated, and the German mark appre-
ciated, relative to the Swedish krona. Speculate as to how
this hurt Saab—twice.
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weakening their incentive to produce, and is typically
not conducive to capital improvements. At the other
extreme is the absurd arrangement whereby each fam-
ily owns and farms a minute fragment of land far too
small for the application of modern agricultura! tech-
nology. An important complication to the problern of
land reform lies in. the fact that political considerations
sometimes push reform in that direction which is least
defensible on econcrric grounds. For many nations,
land reformn may well be the most acute institutional
problem to be resolved in initiating the process of eco-
nomic development.

Examples: Land reform in South Korea under-
mined the political control of the landed ari
and made way for the development of strong commer-
cial and industrial middle classes, all to the benefit of
the country’s economic development. In contrast, the
prolonged dominance of the landed aristocracy in the
Philippines has helped stifle the development of that

economy.®

QUICK REVIEW 39-1
¢ About three-fourths of the worid’s population

lives in the LDCs of Africa, Asia, and Latin America.

¢ Natural resource scarcities and inhospitable cli-
mates restrict growth in many LDCs.

¢ The LDCs are characterized by overpopulation,
high unemployment rates, mldonmplomom, and
low labor productivity. " '

¢ Low saving rates, capital flight, weak infrastruc-

tures, mdhckofhmmhnpalrcaplmmumwn-, -

tion.

¢ Soclocultural and institutional factors are often
serlous impediments to growth.

THE VICIOUS CIRCLE:
A SUMMING UP

Many of the characteristics of LDCs just described are
simultaneouslycausesandconsequenoesolﬂxeirpov—
erty. These countries are caught in a viclous circle of
poverty. They stay poor because they are poor! Con-
sider Figure 39-1. The fundamental feature of an LDC
islowpermpitainoome.Beingpoor.afmﬁlyhasliﬂie
ability or incentive to save. Furthermore, low incomes
mean low levels of demand, Thus, there are few avail-
*Mrinal Datta Chaudhuri, *Market Failure and Government Fail
ure,” Journal of E ic Perspectives, St 1990, p. 36

able resources, on the one hand, and no strong incen-
tives, on the other, for investment in physical er human
capital. This means labor produc:v:zyislow. And, since
output per person is real Income per petscen, it follows
that per capita income is iow.

Many experts feel that the key to breaking out of
this vicious circle is to increase the rate of capital accu-
mulation, to achieve a level of investment of, szy, 10
percent of the national income. But Figure 351 re-
minds us that the real villain for many LDCs—rapid
populationgmwﬂn—maybewaiﬁnginﬂlewingsto
undo the potentially beneficial effects of this higher
rate of capital accumulation. For example, using hypo-
thetical figures, suppose that initially an LDC is realiz-
ing no growth in its real GDP. But now it somehow
manages to increase its saving and investment to 10
percent of its GDP. As a result, its real GDP begins to
grow at, say, 2.5 percent per year. Given a stable popu-
hﬁon,realGDPpereapilxwillalsogmwatz.Spement
per year. If this persists, the standard of living will dox-
ble in about 28 years. But what if population grows at
ﬂaehﬁnAmeﬁmnmteofz.Spementperyear?’lhen
real income per person is unchanged and the vicious
circle persists.

More optimistically, i population can be kept con-
stant or constrained to some growth rate significantly
below 2.5 percent, then real income per person will
rise. This implies the possibility of still further enlarge-
ment in the flows of saving and investment, continued
advances in productivity, and the continued growth of
per capita real income. In short, if a process of self:
sustaining expansion of income, saving, investment,
and productivity can be achieved, the self-perpetuating
vicious circle of poverty can be transformed into a self.
regenerating, beneficent circle of economic progress.
The trick is to make effective those policies and strate-

ROLE OF GOVERNMENT

b
Economists do not agree on the appropriate role of
government in seeking economic growth.

A Positive Role
One view is that, at least during initial stages of devel
opment, government should play a major role. The rea-

sons for this stem in large part from the character of
the obstacles facing LDCs.

o
popula
“'g‘n"owyr 4

= Low levels of - -
N ¢ Investment in :::
. physicaland !
f * human capital !

FIGURE 39-1 The vicious circle of poverty
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of breaking out of the poverty circle..

1 LawandOrder Some of the poorest countries are
plagued by widespread banditry and intertribal warfare
which divert both attention and resources from the
task of development. A strong and stable national gov-
emment is needed to establish domestic law and order
and to achieve peace and unity.

2 Lack of Entrepreneurship ‘The absence of a siz-
able and vigorous entrepreneurial class, ready and will-
ing to accumulate capital and initiate production, in-
dicates than in many cases private enterprise is intrinsi-
cally not capable of spearheading the growth process.

3 Infrastructure Many obstacles to economic
growth center on deficiencies of public goods and ser-
vices, or, in other words, an inadequate infrastructure.
Sanitation and basic medical programs, education, irri-
gation and soil conservation projects, and construction
of highways and transportation-communication facili-
ties are all essentially nonmarketable goods and ser-
vices yielding widespread spillover benefits. Govern-
ment is the sole institution in a position to provide these
goods and services in required quantities.

4 Forced Saving and Investment Government
action may also be required to break through the
saving-investment dilemma which impedes capital for-
mation in LDCs.

1t may well be that only governmental fiscal action
can provide a solution by forcing the economy to accu-
mulate capital. There are two alternatives. One is to
force the economy to save by increasing taxes. These
tax revenues can then be channeled into priority invest-
ment projects. The problems of honestly and efficiently
administering the tax system and achieving a relatively
high degree of compliance with tax laws are frequently
very great.

The other alternative is to force the economy to
save through inflation. Government can finance capital
accumulation by creating and spending new money or
by selling bonds to banks and spending the proceeds.
The resulting inflation is the equivalent of an arbitrary
tax on the economy.

There are serious arguments against the advisabil-
ity of saving through inflation. In the first place, infla-
tion tends to distort the composition of investment
away from productive facilities to such items as hixury

\
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FAMINE IN AFRICA

The roots of Africa’s persistent famines include
both natural and human causes.

Famine in Africa is not uncommon. The world was
shocked during the 1984-1985 Ethiopian famine by
pictures of fly-tormented, emaciated children with
bloated bellies. Despite an outpouring of aid from the
rich nations, that famine caused 1 million deaths. A
number of African nations—including Ethiopia,
Sudan, Angola, Liberia, Mozambique, and Malawi—
are persi 1 d famine. Various esti-
mates put from 5 to 20 million Africans at risk. This
tragic situation is especially ironic because most Afri-
can countries were self-sufficient in food at the time
they became independent nations; they are now heavily
dependent on imported foodstuffs for survival.

The immediate and much-publicized cause of this
catastrophe is drought. But the ultimate causes of Afri-
ca’s declining ability to feed itself are more complex
and multifaceted, an interplay of natural and human
conditions. In addition to a lack of rainfall, these in-
clude chronic civil strife, rapid population growth,
widespread soil ion, and productive public
policies.

)
thr

1 Civil Strife Regional rebellions and prolonged
civil wars have devastated some African nations. Both
Ethiopia and the Sudan, for example, have been
plagued by decades of civil strife. Not only do these
conflicts divert precious resources from civilian uses,
but they greatly complicate the ability of wealthy na-
tions to provide famine and develop 1 aid. Ethio-
pia’s government has often denied food aid to areas
occupied by antigovernment forces. Donated food is

frequently diverted to the army and denied to starving
civilians.

2 Population Growth The hard fact is that in Africa
population is growing more rapidly than is food pro-
duction. Specifically, population is increasing at about
3 percent per year while food output is growing at only
2 percent per year. This grim arithmetic suggests de-

CHAPTER SUMMARY

1 Mostofthe nations of the world are less developed (low
per capita income) nations. While some LDCs have been
achieving quite rapid growth rates in recent years, others

have realized little or no growth at all.
2 Initial scarcities of natural resources and the limited
possibility of ing existing supplies may i a

serious limitation on a nation’s capacity to develop. i}

3 The presence of large and rapidly growing populations
in most LDCs contributes to low per capita incomes. In par-
ticular, increases in per capita incomes frequently induce

SO

s

rapid population growth, to the end that per capita incomes
again deteriorate to near subsistence levels.

4  Most LDCs suffer from both unemployment and un-
deremployment. Labor productivity is low because of insuffi-
cient investment in physical and human capital.

5 In many LDCs both the saving and investment aspects
of capital formation are impeded by formidable obstacles. In
some of the poorest LDCs the savings potential is very low.
Many LDC savers have chosen to transfer their funds to the
1AC:s rather than invest domestically. The absence of a vig-
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GROWTH AND THE LESS DEVELOPED COUNTRIES

clining living standards, hunger, and malnutrition. The
World Bank reports that during the 1980s the per cap-
ita incomes of the sub-Saharan nations fell to about
three-quarters of the level reached by the end of the
1970s.

3 Ecological Degradation But apart from the sim-
ple numbers involved, population growth has appar-
ently contributed to the ecological degradation of Af-
rica. Given population pressures and the increasing
need for food, marginal land has been deforested and
put into crop production. In many cases trees which
have served as a barrier to the encroachment of the
desert have been cut for fuel, allowing the fragile top-
soil to be blown away by desert winds. The ultimate
scarcity of wood which has accompanied deforestation
has forced the use of animal dung for fuel, thereby de-
nying its traditional use as fertilizer. Furthermore, tra-
ditional fallow periods have been shortened, resulting
in overplanting and overgrazing and, in simple terms, a
wearing out of the soil. Deforestation and land overuse
have reduced the capacity of the land to absorb mois-
ture, diminishing its productivity and its ability to re-
sist drought. Some authorities feel that the diminished
ability of the land to absorb water reduces the amount
of moisture which ates into the clouds to return
ultimately as rainfall. All of this is complicated by the
fact that there are few facilities for crop storage. Thus,
even when crops are good, it is difficult to accumulate a
surplus for future lean years. A large percentage of
domestic farm output in some parts of Africa is lost to
rats, insects, and spoilage.

4  Public Policies and Debt Ill-advised public poli-
cies have contributed to Africa’s famines. In the first
place, African governments have generally neglected
investment in agriculture in favor of industrial develop-

ment and military strength. It is estimated that African
governments on the average spend four times as much
on armaments as they do on agriculture. Over 40 per-
cent of Ethiopia’s budget is for the support of an op-
pressive military. Second, many African governments
have followed the policy of establishing the prices of
agricultural commodities at low levels to provide cheap
food for growing urban populations. This low-price pol-
icy has diminished the incentives of farmers to in-
crease productivity. While foreign aid has helped to
ease the effects of Africa’s food-population problems,
most experts reject aid as a long-term solution. Indeed,
experience suggests that aid in the form of foodstuffs
can only provide temporary relief and may undermine
the realization of long-run local self-sufficiency. For-
eign food aid, it is contended, merely treats symptoms
and not causes.

All of this is made more complex by the fact that
the sub-Saharan nations are burdened with relatively
large and growing external debts. The IMF reports that
the aggregate debt of these nations rose from $21 bil-
lion in 1976 to $127 billion in 1990. As a condition of
further aid, these nations have had to invoke austerity
programs which have contributed to declines in their
per capita incomes. One tragic consequence is that
many of these nations have cut back on social service
programs for children. A UNICEF spokesman has in-
dicated that 3 million children died in 1987 worldwide
“because they didn’t have 50 cents worth of vaccine in
them.”

To summarize: the famine confronting much of
Africa is partly a phenomenon of nature and in part
self-inflicted. Drought, overpopulation, ecological de-
terioration, and errant public policies have all been
contributing factors. This complex of causes impli
that hunger and malnutrition in Africa may persist long
after the rains return.

orous entrepreneurial class and the weakness of investment
incentives are also serious impediments to capital accumula-
tion.

6  Appropriate social and institutional changes and, in par-
ticular, the presence of “the will to develop” are essential
ingredients in economic development.

7 The vicious circle of poverty brings together many of
the obstacles to growth, saying in effect that “poor countries
stay poor because of their poverty.” Low incomes inhibit
saving and accumulation of physical and human capital,
making it difficult to increase productivity and incomes.
Rapid population growth can offset otherwise promising at-
tempts to break the vicious circle.

8 The nature of the obstacles to growth—the absence of
an entrepreneurial class, the dearth of infrastructure, the
saving-investment dilemma, and the presence of social-insti-
tutional obstacles to growth—suggests the need for govern-
ment action in initiating the growth process. However, the
corruption and maladministration which are quite common
to the public sectors of the LDCs suggest that government
may be relatively ineffective as an instigator of growth.

9  Advanced nations can assist in development by reduc-
ing trade barriers and by providing both public and private
capital.

10 Rising energy prices, declining export prices, deprecia-
tion of the dollar, and concern about LDCs' creditworthiness
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OBITUARY: THE SOVIET UNION

Contradictions of the world’s first communist
state killed Marx’s vision of a free and
prosperous society.

The Soviet Union is dead. It was 74.

Marketed as u(opm, run by slogan and fear, it
bl ac t with elaborate facade. It
created a system whose top priority seemed to be con-
cealing its own failings.

Foreigners, mumldﬂted by its mllllnry pmwess
and obsessive secrecy, ly over d its
strength. Its own citizens, bombarded by buoyant
propaganda as they went about their harsh existence,
sometimes had no idea if their lives were really growing
better or worse.

Irony and artifice were everywhere. The Soviet
Union led the world in production of steel, oil, tractors
and locc ives, all as it d bly to eco-
nomic ruin.

Construction crews competed to build whole
apartment buildings in a month, a week, a day. Yet the
Soviet dream of abolishing “communal apartments,”
where three or four families had to share a tiny kitchen
and toilet, was never achieved.

The Soviets were a nuclear super-power that pro-
jected military and diplomatic strength around the
world. Yet at home, medical care was poor, citizens’
diets poorer, and shoddy goods were the norm.

And a nation that claimed to publish more books
and newspapers than any other had a ruthless system

of censorship, political control and suppression of free :

ideas.

What went wrong? Why did a nation rich in natural
resources—with a literate, educated work force and
one-sixth of the world’s land mass to stretch out in—
fail to build the vibrant, prosperous, free society that
was supposed to be a beacon to the world?

Most Soviets blame, first of all, “scientific social-
ism,” the shaky and untested economic model that
Lenin’s Communists forced on backward Russia.

It was imposed from above and preserved through
brute force. There were huge economic advances at

first, but accomplished through intimidation as much
as economic logic. After World War 11, the “planned
economy” operated as a continent-wide shell game,
with resources wastefully rushed here and there to
maintain an illusion of economic progress.

Since the economy essentially did not work, the
leaders who depended on it had to find other ways to
preserve their strength and build national pride.

They created a genuine center of accomplishment
in the Soviet military, which was denied no human or
financial resource. The Soviets also excelled in areas of
high technology, mathematics and space; brought elec-
tricity, communications and industry to backward
zones of their nation; and provided an example of
quick, forced economic development that many in the
Third World admired and attempted to emulate.

For anyone who was unimpressed by these accom-
plishments, the Soviets also created a system of terror
that silenced political dissidents, religious activists,
nationalist agitators and anyone else whose cause
might be more appealing than communism.

But perhaps most important of all, the leaders
built their strength on a suffocating cradle-to-grave so-

Foreign Aid

In 1991 President Gorbachev appealed to the industri-
alized countries for $20 to $30 billion in aid. The argu-
ment for granting this aid was that it would ease the
painful transition process when central planning was
being dismantled and free enterprise had not yet taken

hold. During this critical period the Soviet economy
may further deteriorate. In addition, the abortive Au-
gust 1991 coup indicates clearly that economic collapse
can threaten to reverse the Soviet Union’s substantial
progress toward political democracy and the apparent
demise of the cold war.

cial structure that made citizens totally beholden to the
state—and then demanded practically nothing of
them.

The state provided food, apartments, medicine,
education, jobs and old-age pensions. It ran factories,
department stores, farms, film studios and excellent
orchestras and ballet companies. It may not have pro-
vided the weather, but it certainly controlled the news
and sports.

This benevolence, such as it was, was practically
free of charge. Citizens were judged mainly by political
reliability—or political indifference, which also was
acceptable.

During Leonid Brezhnev’s reign, the situation
steadily worsened and hypocrisy was elevated to the

level of state policy. Bluster covered the increasing

weakness.

e, sloppi and corruption at work
were w1dely overlooked. Citizens quickly learned that
an effective way to get along was to do the minimum
and challenge nothing—neither politics, nor the effi-
ciency of their workplace.

Under such conditions, many believed the Soviet
economy—and the country’s whole spirit—was head-
ing for a crash long before Mikhail Gorbachev came to
power in 1985. He accelerated the slide by public
openness about the country’s troubles, a tactic that in-
vigorated a few reformers but threw millions into de-
spair and inactivity when facades came down and they
realized how far their country had already crumbled.

Gorbachev’s attempts at restructuring the econ-
omy were too tentative and too late. They could not
make up for seven decades of an economic system that
did not work, and the intricate structure established to
maintain it at all cost.

That cost included stamping out personal initiative
and putting political order ahead of everything else—
including the welfare of the Soviet people.

Source: Thomas Kent, “Soviets Mixed Achievement, Facade
as Dreams Failed,” The Lincoln Star, Lincoln, Nebraska, De-
cember 26, 1991. Reprinted by permission.

v

The United States and the other market democra-
cies have a great economic stake in the former Soviet
Union's transition to democracy and capitalism. If the
transition fails, the peace dividend associated with the
end of the cold war will not be realized and the possibil-
ity of accelerated economic growth through expanded
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international trade with a free-market Commonwealth
will also be sacrificed. The political benefit is that a
democratic Commonwealth will isolate the last strong-
holds of communisin—China, Cuba, North Korea, and
Vietnam—and perhaps force their leaders toward po-
litical and economic reform.

But there are serious reservations concerning aid
to the Soviet Union. One argument is that aid is likely to
be ineffectual and wasteful until the transition to mar-
ket capitalism has been accomplished. Aside from
humanitarian aid in the form of foodstuffs and medi-
cine, economic aid is not likely to be of much help
under existing institutional arrangements.

A second contention is that the Soviet Union has
not yet exploited the opportunity it now has to divert
vast amounts of resources from the military to the civil-
ian sector. Cutting military spending in half would re-
lease resources three or four times as large as the
amount of aid Gorbachev requested. )

Third, it is pointed out that the Soviet Union is in
fact a gigantic $2 trillion economy. Even granting the
$30 billion in aid would only amount to about $100 per
year per Soviet citizen.

Finally, there is the hard political fact that foreign
aid for a long-time cold war foe may not be popular
among the voters of industrialized nations who see
their own countries troubled with problems of unem-
ployment, poor education, poverty, and drug abuse.

The United States’ position has been that at this
time it is appropriate to provide food and other humani-
tarian aid along with technical and educational assis-
tance to Soviet enterprises and political officials, but to
withhold unrestricted aid until substantial reform of the
economy has been achieved.

In fact, in the spring of 1992 the United States and
its G-7 partners (Germany, Japan, France, Britain, Can-
ada, and Italy) have promised Russia « $24 billion aid
package. This includes $11 billion in direct aid; $6 bil-
lion to provide a fund for stabilizing the ruble; $4.5 bil-
lion of IMF and World Bank loans; and $2.5 billion in
debt rescheduling (on an estimated $89 billion debt).
The United States’ share is approximately $5 billion.

Private Investment

“As the former Soviet Union attempts to move toward a
capitalistic system, will it be able to attract foreign in-
vestment to shore up its economy? Given the vast po-
tential market provided by some 288 million citizens,



