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Preface

Understanding the implications of public policy choices is essential for every citi-
zen. For over two centuries, the United States has been an example to the rest of
the world representing what an informed and involved citizenry could achieve. The
potential for democratic government to be regarded as a positive instrument in pro-
moting the general welfare appeared victorious after the Great Depression. Since
then, interest groups that flourish in our democratic state have attracted broad sup-
port for issues like environmental protection, energy conservation, protection of
civil liberties, national health care, or homeland security. Other interest groups pro-
mote narrower objectives—for example, support or opposition for gun control, the
death penalty, freedom of choice, or immigration reform. Today, political entrepre-
neurs find it necessary to constantly take the political pulse through polling to
determine how to react to specific policy issues on the agenda. Other activists with
an ideological bent try to build winning partisan coalitions through the use of focus
groups to shape the debate in a way that attracts citizens to their “perspective”
while making the opposing party appear less attractive.

We often hear that the people rule in our “democracy” and we would like to
think it were true. In the first decade of the new century many Americans have
become increasingly detached from public life. The general interests of ordinary cit-
izens are frequently drowned out by the clamor of special interest groups. A grow-
ing cynicism often results, leading to an ironic alliance between the average citizen,
who comes to believe that the democratic process is largely a mockery, and the
financial elites, who believe that it is best to entrust as little to government policy-
making as possible. Attacks on the institutions of U.S. government as the problem
make it more difficult to craft the compromises needed to produce effective poli-
cies. Unfortunately, well-financed groups often resort to this tactic in an effort to
block policies that may pose a threat to their interests. Growing economic inequali-

Xi
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ty in the United States and the evolving political paradigm that supports it is one of
the most important trends in the modern United States. Often, the policies associat-
ed with support for the most well-off result in policies that negatively affect those
less well-off. Nevertheless, public policy as a discipline is optimistic. It is based on
the profoundly significant belief that the citizens in a democratic society can take
responsible actions to improve the national well-being.

Why This Book?

Like the preceding editions, the primary purpose of this text is to tell the story of
public policy in a clear, scholarly, balanced, and interesting manner. We believe
that it is a narrative of great importance—one that sharpens our focus and clarifies
our understanding of the society we live in and the rules that govern it.

Public policy continues to grow as a subfield of political science. At the same
time, the study of public policy transcends the boundaries of academic disciplines,
and, in recent decades, interdisciplinary techniques have contributed important, but
often controversial or competing, new perspectives. In the best of circumstances,
arriving at a collective public policy decision—whether as an academic exercise or
on Capitol Hill—is very difficult to achieve.

Public policy texts often ignore basic concepts used by political scientists and
policy analysts. Some texts begin by encouraging students to “debate™ controver-
sial policy issues without any development of theory. Others study public policy
primarily as a process, or they encourage the use of basic models used to examine
policy. These approaches have a long and useful history.

We, however, have chosen to base our text on contributions from all the disci-
plines that are of concern to policy studies. We believe it is important for students
to be thoroughly grounded in basic economic arguments such as market failures,
free riders, externalities, economic rents, and moral hazards. We emphasize that
practically everything is for sale in economic markets—but in a political society,
many things should be beyond price. Relying too heavily on markets frequently
produces results that offend our sense of justice and fairness. Other contributions
such as democratic theory, rational public choice, international relations theory,
and psychology are also necessary to understand the complexity of public policy
problem solving.

The Plan of the Third Edition

The first five chapters provide a tour of the fundamental elements of a political sci-
entist’s way of thinking about policy issues and the policymaking process.
Although leading professional journals in public policy now routinely deal with
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topics such as scarcity, rational self-interest, the tragedy of the commons, the free
rider problem, and market and government failures, they are frequently ignored in
public policy texts. We believe that these topics should be presented as the essen-
tial core of public policy, something that students will remember long after the
course is over. We also develop the difference between the often idealist goals of
the policymaker and the reality of the circumstances in which public policy is ham-
mered out; policy analysts, after all, are rarely constrained by the need to raise
money and win votes, unlike the politicians who actually make public policy.

Making sense of these principles is important because, though fundamentally
logical, they are often misunderstood. We have done our utmost to explain public
policy ideas clearly and in understandable language. At the same time we try to
avoid oversimplification and to elevate the policy problems by highlighting the
political, philosophical, and economic issues that permeate even the most seeming-
ly straightforward problems. We find that interweaving theoretical perspectives
and real-life practical choices into our discussion offers the reader a well-rounded
understanding of the policy issues at hand.

In addition to rewriting the text to take into account changes in the policy envi-
ronment over the past several years, we have updated boxed areas to include con-
temporary case studies. The boxed areas also illustrate policy application and
implementation, and offer additional explanations of concepts and problems
addressed in the text. In some instances, the boxed material serves as a medium for
introducing or developing important ideas and issues that may be tangential to the
main flow of the chapter, and are therefore best treated separately.

Frequently we compare U.S. approaches to policymaking with those of other
advanced countries, especially the nations of the Organization for European
Cooperation and Development. Today what goes on in the rest of the world has a
growing impact on policy issues in the United States; in the aftermath of
September 11, 2001, we are discovering how extensive an impact it is. Now more
than ever, we must be aware that other countries have faced the same policy dilem-
mas as the United States and frequently they have made alternative choices that
can inform our policy decisions.

Finally, we have tried to emphasize that the appeal to the individual for demo-
cratic decisionmaking is based on the ability of the collective to achieve goals that
individuals cannot achieve acting separately. In this sense, government is a neces-
sary good in promoting the general welfare. Capitalism, in contrast, appeals to the
individual’s self-interest and tends to see government as a necessary evil. The capi-
talist perspective is to emphasize market decisions as being more efficient than the
collective decisions of democracy. All capitalist societies recognize that market
failures contribute to outcomes that are incompatible with society’s values. Policy
studies must inevitably raise issues about the ethical relationship between the indi-

xiii
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vidual and the collective. The study of public policy thus involves the thoughtful
use of interdisciplinary insights and empirical evidence in pursuit of social justice.
To achieve a humane society as well as an efficient economy, wise government
involvement is inevitable.
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CHAPTER 1

Basic Concepts in
Public Policy

We begin this book by introducing you to the vocabulary of public policy. The fol-
lowing pages define concepts students need to know to understand the policy
process. The driving force pushing public policies comprises scarcity* and ration-
al self-interest. In a diverse society that embraces different values and points of
view, interests collide and compromises are unavoidable. The policy analyst must
deal with practical questions of who will gain and who will lose by any given poli-
cy. Will government intervention improve on a market solution? How are policy
choices made without compromising values important to society in general?

What Is Public Policy?

Public policy emerged as a prominent subfield within the discipline of political sci-
ence in the mid-1960s. In a broad sense, the analysis of public policy dates back to
the beginning of civilization. Public policy is the study of government decisions
and actions designed to deal with a matter of public concern. Policy analysis
describes the investigations that produce accurate and useful information for deci-
sionmakers.

Policy Analysis as a Subfield of Political Science

The social sciences emerged from the humanities and the natural sciences during
the latter part of the nineteenth century. The commitment to the methods of the nat-
ural sciences, with their concern for methodological and analytical rigor in the
study of human behavior, has been critical to the development of social science.

*Key concepts are indicated in boldface on first definition in the book.



2 Pusuc PoLicy

Social scientists share the conviction that rational scientific methods can be used to
improve the human condition. The scientific method began to be applied to a wide
range of social activity, ranging from the efforts of Frederick A. Taylor’s studies on
scientific management to the politics of the Progressives. Legislation in the
Progressive era was delegated to “experts™ in such new and presumably independ-
ent regulatory agencies as the Federal Trade Commission and the Federal Reserve
Commission.

Positive policy analysis and value neutrality. Although the social sciences
emerged in an environment of social reform, by the early twentieth century there
was a general retreat from any sort of policy advocacy. The social sciences in gen-
eral adopted a value-neutral position under the guise of scientific objectivity.
Scientific thought is probably one of the most prestigious activities in modern life.
And those engaged in policy studies from a variety of social science disciplines
were attracted to the idea that their studies would be more scientific if they elimi-
nated values and merely focused on social behavior. As a result, many policy stud-
ies were confined to empirical descriptions. Such studies may prove useful in a
variety of ways.

Positive policy analysis. Emphasis on value-free policy analysis is referred to as
positive policy analysis, which is concerned with understanding how the policy
process works. It strives to understand public policy as it is. It also endeavors to
explain how various social and political forces would change policy. Positive poli-
cy analysis tries to pursue truth through the process of testing hypotheses by meas-
uring them against the standard of real-world experiences. Positive policy analysis
usually deals with assertions of cause and effect. A disagreement over such analy-
sis can usually be resolved by examining the facts. For instance, the following is a
positive statement: “If the U.S. government raises interest rates, then consumers
will borrow less.” We can check the validity of this statement by measuring it
against real-world observations. Other positive policy statements, such as “If long-
term welfare recipients were required to finish their high school education as a
condition of continuing to receive their welfare checks, a high percentage would
develop employable skills and become self-sufficient,” may be tested by setting up
an experiment within a state. The results may confirm or refute the statement.

The attempt to become more scientific by excluding values has several major
effects. First, by narrowing the focus to largely empirical studies, it reduced the
relevance of policy analysis for policymakers, who must be concerned with pre-
ferred end-states such as “reduced ethnic antagonisms.” Second, it reduced the
importance of values in policy debates by shifting the discussion to cost-benefit
analysis or the appropriate way to test a hypothesis. Finally, by glossing over the
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normative issues, the field of values was abandoned to business interests and social
conservatives. Applying models based on market efficiency while ignoring issues
of “justice and fairness” played into the hands of business interests and social con-
servatives, who never stopped touting the values of right to property, and the
virtues of self-reliance, independence, thrift, and hard work.

Normative analysis. The Great Depression and Franklin Roosevelt contributed to
a major change in policy approaches. The Roosevelt revolution swept aside any
suggestion that promoting the general welfare could be divorced from normative
goals. Nevertheless, there were many of the New Deal who preferred to think of
themselves as a rather elite group of experts engaged in administering programs
remaining above petty partisan bickering. Until the depression, during which 25
percent of the labor force was unemployed, many thought that unemployment was
a personal problem, not a matter for government action. The Roosevelt administra-
tion changed that perception by fighting excessive unemployment through a vari-
ety of government policies. Government planning during the New Deal gave great
impetus to operations research, systems analysis, and cost-benefit analysis as tech-
niques for efficient management. After World War II, debates within the social sci-
ences forced a search for more inclusive policy models. During the Kennedy
administration new techniques such as the Planning, Programming, and Budgeting
System (PPBS) were used by the “whiz kids” brought into government service by
Secretary of Defense Robert McNamara in the Pentagon.

The applied orientation of these techniques in the Department of Defense
earned public recognition and acceptance of policy analysis while it encouraged
debate among social scientists that they should become more active contributors to
policy analysis and policymaking.! The techniques noted above, along with survey
research, had wide applicability not only in public policy, but also in private indus-
try. The result was increased debate between those in the social sciences who
wished to maintain a more theoretical approach of positive analysis and those who
wished to see the policy sciences applied to society’s problems. In 1966, Hans J.
Morgenthau, a well-known political scientist, summed up the views of those in
favor of applying quantitative techniques to achieve practical outcomes, in a state-
ment that could just as well apply to all the policy sciences:

A political science that is neither hated nor respected, but treated with indifference
as an innocuous pastime, is likely to have retreated into a sphere that lies beyond
the positive or negative interests of society. The retreat into the trivial, the formal,
the methodological, the purely theoretical, the remotely historical—in short, the
politically irrelevant—is the unmistakable sign of a “noncontroversial™ political
science which has neither friends nor enemies because it has no relevance for the
great political issues in which society has a stake.?
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David Easton, in his presidential address to the American Political Science
Association in 1969, signaled this momentum when he called for a “postbehav-
ioral” approach that used techniques, methods, and insights of all relevant disci-
plines in dealing with social issues.?

Policy analysis, with a view toward resolving public issues, is prescriptive
rather than descriptive when it recommends action to be taken rather than merely
describing policy processes. It is referred to as normative policy analysis.
Normative policy analysis is directed toward studying what public policy ought to
be to improve the general welfare.

Normative analysis deals with statements involving value judgments about
what should be. For example, the assertion that “the cost of health care in the
United States is too high™ is a normative statement. This statement cannot be con-
firmed by referring to data. Whether the cost is too high or is appropriate is based
on a given criterion. Its validity depends on-one’s values and ethical views.
Individuals may agree on the facts of health care costs but disagree over their ethi-
cal judgments regarding the implications of “the cost of health care.”

It is important to be aware of the distinction between positive and normative
policy analysis, and not to substitute the goals or methods of one for those of the
other. This is because the value of policy analysis is determined by the accurate
observation of the critical variables in the external environment. Only an accurate
rendering of factual relationships can indicate how best to achieve normative goals.
For example, a normative view that we should improve the educational system in
the United States does not indicate how to achieve that goal most effectively or
most efficiently. If we have limited resources to add to the education budget, how
should we spend the funds? Would higher salaries attract more capable teachers?
Should we extend the school year? Should we improve the teacher-to-pupil ratio by
hiring more teachers? Should we add alternative educational programs? Only a rig-
orous study of the costs and benefits of various alternatives can indicate a preferred
solution. In a republican form of government such as our own, such questions are
settled by voting and through decisions made by those elected to run the institu-
tions of government.

Frequently, however, normative statements can be used to develop positive
hypotheses. Generally, most people do not feel strongly about the value of a capital
gains tax cut. Their support or opposition to such a change in the tax law depends
on a prescriptive belief about a valued end-state. Many politicians press to reduce
the federal tax on capital gains. They argue that a reduction in the capital gains tax
would increase incentives to invest in the economy and thus fuel economic growth.
However, computer estimates have shown that this change in the tax structure
would reduce government revenues after several years and raise the federal deficit.
Estimates also have shown that upper-income groups would receive a significantly
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larger per capita benefit than would other income groups. The result of these esti-
mates, when publicized, was an increased popular perception that the tax cut would
be “unfair.” Republicans have had difficulty in pressing the proposal for this
reason.

In the decision to study public policy, there is an implicit ethical view that peo-
ple and their welfare are important. We must try to learn about all the forces that
affect the well-being of individuals and of society in the aggregate. The desire to
improve the current system is the basis for public policy. To achieve that goal, stu-
dents of public policy must first understand how the current system works.

In democratic societies, the decisionmaking authority is characterized by vary-
ing degrees of decentralization. When decisionmaking authority is distributed
between different power centers, such as the different branches of government—
execntive, legislative, and judicial as well as local, state, or national levels and
including various interest groups and the general public—no single group’s will is
totally dominant. Policy analysts therefore study how the actors in the policy
process make decisions: how do issues get on the agenda, what goals are devel-
oped by the various groups, how are they pursued. Political elites must share
power. They often differ concerning not only which problems must be addressed,
but also how they should be addressed. The policy that results is often the result of
different powerful groups pulling in different directions. The outcome often differs
from what anyone intended. Policy analysts therefore study how individuals and
groups in the policy process interact with each other.

Policy analysts also attempt to apply rational analysis to the effort to produce
better policy decisions. Thus, through empirical and rational analysis, a body of
research findings opens up the possibility of policy analysts providing valuable
input to promote the general welfare.

Decisions and Policymaking
Public opinion polls confirm that people worry about their economic well-being
more than any other concern. People worry about educating their children and
meeting mortgage payments. They worry about the high cost of health care, the
needs of an elderly parent, the threat of unemployment. These concerns cut across
age groups. Students worry about finding a job when they graduate, paying their
rent, making insurance payments. Many people express concern for economic
problems like federal budget deficits, taxes, and inflation. Many are increasingly
aware that personal well-being is somehow related to broader social trends. This
relationship is the domain of public policy, though few really understand how the
public policy process works or how it affects them personally.

Public policy comprises political decisions for implementing programs to
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achieve societal goals. These decisions hopefully represent a consensus of values.
When analyzed, public policy comprises a plan of action or program and a state-
ment of objectives, in other words, a map and a destination. The objectives tells us
what we want to achieve with policy and who will be affected by policy. Public
policy plans or programs outline the process or the necessary steps to achieve the
policy objectives. They tell us how to do it. For example, a newly proposed public
policy for national health care would include an objective statement explaining
why a health care policy matters, along with a detailed health care program or pro-
cedure. The program might be “managed competition,” or perhaps a “Canadian
single-payer” program. Usually the program stage provides the “moment of truth”
and people are forced to face up to the values and principles they espouse.

Ultimately public policy is about people, their values and needs, their options
and choices. The basic challenge confronting public policy is the fact of scarcity.
We cannot have everything we want. Unfortunately, available resources are limit-
ed, while for practical purposes human wants are limitless. Scarcity is an ever-
present attribute of the human condition. The combination of limited resources and
unlimited wants requires that we choose among the goods and services to be pro-
duced and in what quantities. Because of scarcity, government may intervene to
ration the distribution of certain goods and services thought to be in the public
interest. Thus, because of scarcity, there is a need for governmental organizations
(such as the Departments of Education, Energy, Defense, Health and Human
Services, and Treasury) to allocate resources among competing potential users.
Conversely, if there were no scarcity, we would not have to make choices between
which goods or services to produce.

Poverty and scarcity are not synonymous. Scarcity exists because there are
insufficient resources to satisfy all human wants. If poverty were eliminated,
scarcity would remain, because even though everyone might have a minimally
acceptable standard of living, society still would not have adequate resources to
produce everything people desired.

Opportunity Costs

Public policy focuses on the choices individuals and governments make. Because
of scarcity, people and societies are forced to make choices. Whenever we make a
choice, costs are incurred. When the unlimited wants of individuals or society
press against our limited resources, some wants must go unsatisfied. To achieve
one goal, we usually have to forgo another. Policy choices determine which wants
we will satisfy and which will go unsatisfied. The most highly valued opportunity
forfeited by a choice is known as the opportunity cost. This cost equals the value
of the most desired goods or services forgone. In other words, to choose one alter-
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native means that we sacrifice the opportunity to choose a different alternative. For
example, when you decide to enroll in college rather than get a job, the opportunity
cost of college includes not only the cost of tuition and other expenses, but also the
forgone salary.

People grouped in societies face different kinds of choices. The opportunity
cost of any government program is determined by the most valuable alternative
use. One tradeoff society faces is between national defense (guns) and social goods
(butter). A fixed amount of money, say $100 billion, can be used to buy military
goods, or an equivalent amount of social goods (education or health care), but it
cannot be used to purchase both goods simultaneously. A decision to have more of
one good is also a decision to have less of other goods. Another policy tradeoff
society faces is between a cleaner environment and more income. Laws requiring
reduced pollution result in higher production costs, which simultaneously squeezes
profits, puts a downward pressure on wages, and puts an upward pressure on
prices. Laws to reduce pollution may give us a cleaner, healthier environment, but
at the cost of reducing corporate profits, and workers’ wages, while raising costs
for consumers.

The saying that there is no such thing as a free lunch indicates that, because of
scarcity, choices must be made that preclude other alternatives.# This may seem an
obvious point, but many often assume that there is a free lunch. For instance, many
people speak of “free public schools™ or the need for “free medical care” or “free
highways.” The problem is that “free” suggests no opportunities forfeited and no
sacrifice. This is not the case, however, as the resources that provide education,
health care, or highways could have been used to produce other goods.
Recognizing that we face choices with tradeoffs, as individuals and collectively in
society, does not tell us what decisions we will or should make. But it is important
to recognize the tradeoffs in our choices because we can make astute decisions
only if we clearly understand the options. The opportunity cost principle can be
illustrated. Figure 1.1 summarizes the hypothetical choices in what political econo-
mists call a production possibilities curve (PPC). This production possibilities
curve, or production possibilities frontier (PPF), provides a menu of output
choices between any two alternatives. Think of it as a curve representing tradeoffs.
It illustrates the hard choices we must make when resources are scarce, or the
opportunity costs associated with the output of any desired quantity of a good. It
also illustrates the indirect effect of factors of production, defined as land, labor,
and capital. Our ability to alter the mix of output depends on the ease with which
the factors of production can be shifted from one area to another. For example,
with the collapse of communism the government shifted some production from the
defense industry to the civilian sector.
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Figure 1.1 Production Possibilities Curve
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In Figure 1.1 the economy is at point A but conservatives want to pull it to
point B while liberals prefer point C, resulting in a political struggle. Both could
get the quantity they want through economic growth (point D). Even at point D,
both soon find that their wants are greater than the scarce resources available. And
the tug-of-war would soon begin on the new PPF. Keep in mind that points on (not
inside) the production possibilities frontier indicate efficient levels of production.
When the economy is producing at point A, for example, there is no way to pro-
duce more of one good without producing less of the other. When a policy decision
moves the production from point A to point B, for instance, society produces more
national defense but at the expense of producing less social welfare.

The economy cannot operate outside its production frontier with current
resources and technology. It is not desirable to operate inside the frontier. Note that
point E is a feasible output combination but not a desirable one. Why? Because by
moving to point B, for instance, the economy could produce as much social wel-
fare as at point E, but it could also produce considerably more national defense. Or
by moving to point C, more social welfare could be produced without sacrificing
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the production of defense. Production at point E means that the economy’s
resources are not being used efficiently.

As we move more factors of production from the production of national
defense toward social welfare, we must give up ever-increasing quantities of
defense in order to get more social welfare, and vice versa. This is so universal a
phenomenon that it is referred to as the principle of increasing costs. It states that
the opportunity costs of producing additional units of one good increase as more
resources are used to produce that good. Or, stated differently, in order to get more
of one good in a given period, the production of other goods must fall by ever-
increasing amounts.

Production potential is not fixed for all time. As more resources or better tech-
nology becomes available, production possibilities increase. As population increas-
es, the number of potential workers increases production possibilities. An improve-
ment in the quality of the labor force, such as through improved education or
investment in new plants and equipment, can also increase production possibilities.
The outward shift of the PPF is at the heart of an expanding economy. This also
means a reduction of opportunity costs and a potential increase in an overall stan-
dard of living.

The points along the production possibility curve or frontier indicate that many
bundles of goods can be produced with the same resources. Consequently, move-
ment along the PPF demonstrates that most changes in public policy are modest or
incremental shifts. Policy changes are usually, but not always, relatively small,
and are typically made with current conditions in mind. Hence the best predictor of
what the federal budget will be next year is the current budget. The decision to
change the budget is made at the margin. Essentially, decisions at the margin
mean that we focus on the effects of small changes in particular activities.
Policymakers usually consider marginal not total benefits and costs, and as a result
we are not faced with all-or-nothing choices. An important principle for anyone
studying public policy is the significance of marginal analysis. Marginal analysis
is a decisionmaking process that is concerned with the additional benefits that a
plan of action will provide and the additional costs that will be incurred. A policy
analyst would recommend that a proposed action be taken if and only if the mar-
ginal benefit of the action exceeds the marginal cost.

Studying the PPF helps us see that choosing what mix of goods and services to
produce is the essence of public policy considerations. A nation may face a guns-
versus-butter choice in a period of high threats to national security, and environ-
mental protection versus health care might come to the fore in peacetime. Shifts
outward in the PPF represent growth; however, the production possibilities curve
says nothing about the desirability of any particular combination of goods and

9
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services. To understand this, we have to know more than what choices have been
made. We must also know why and how individuals and groups make choices and
who benefits.

Social Choice

Resource scarcity sets up the conditions for social choice. It is important to empha-
size that choices are ultimately made by individuals. The press may report that *“the
Congress passed a bill” or that “a divided Supreme Court decided,” but these are
summary expressions of a group decisionmaking process. Actually a majority of
the individual members of Congress voted for a bill, or a majority of the individual
members of the Court decided a case before it. The mechanism for aggregating
individual choices to arrive at collective decisions is democratic majority rule. The
democratic process translates the private interests of individual human beings into
group decisions. Interested individuals freely express their preferences and decide,
in the aggregate, what the public policy decision will be. However, as we shall
examine later, public opinion and the voting process may provide very weak guid-
ance to political elites.

While individual choice is the basic unit of public policy analysis, there are
often situations in which we treat an organization, such as a government agency, a
lobbying group, or even a family, as a “black box”—a gadget whose output is
known even though its internal workings are not completely known. Mechanisms
such as television sets or computers are, for most, black boxes. In the public policy
realm, in some instances, we will open the black box to examine exactly how and
why certain individual and group decisions are made. It is of crucial importance
that, as students of public policy, we understand what goes on within the black box
of the “political system.” We need to know how policy is produced within the insti-
tutional processes of the political environment and how voters, interest groups, and
political parties behave.

More important, public policy originates in our understanding of the public
interest. Appealing to that public interest is difficult because it mirrors the dis-
agreement among competing concepts of social morality and justice. In many situ-
ations there may be no conflict between acting in one’s self-interest and the inter-
est of others, or the common good, simultaneously. More frequently, however, if
people act in their narrow self-interest, it becomes impossible to achieve the com-
mon good. A healthy public spirit, the social form of altruism, sometimes referred
to as “social responsibility,” is essential for a healthy democracy. A willingness to
accept the general interest as one’s own is what President John Kennedy referred to
when he said, “Ask not what your country can do for you, but what you can do for
your country.”
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Social Justice

Normative policy analysis is concerned with how the individual justifies the use of
state authority to pursue one purpose rather than another. Because self-interest
inevitably conflicts with the interest of others, it is impossible to achieve an
absolute moral consensus about appropriate government policy. A fundamental
problem is that the U.S. polity lacks a practical agreement on the meaning of jus-
tice. The result is that conflict and not consensus is at the center of modern politics
and public policy.

To illustrate the problem, consider a controversy between two individuals. One
individual, Joan, is concerned with what she believes is the arbitrary nature of the
distribution of wealth and income. She is particularly distressed over the accompa-
nying inequality of power between those with considerable wealth and those with-
out. She concludes that the poor are virtually powerless to improve their condition,
while the wealthy are able to increase their wealth and power with ease. The great
inequalities in wealth and power are considered unjust by Joan. She concludes that
government efforts to redistribute wealth in the direction of the poor through taxes
are demanded by simple justice. This help by government activity will lead to
greater individual freedom and justice. Joan therefore decides to vote for political
candidates who support such taxes and her notion of justice.

The second individual, Robert, has worked hard to achieve certain goals in
life. These include financial independence that permits him to purchase a house, to
travel, to send his children to college, and sufficient investments to permit a com-
fortable retirement. He now finds his goals jeopardized by proposals to raise taxes
to reduce the deficit and to provide housing for the indigent. He regards these poli-
cies that threaten his goals as unjust because they deprive him of his financial
resources against his will. He believes that justice demands the full entitlement of
each person to the fruits of his or her own labor, and that each individual should
have the complete rights to use and control them.

If the economy is growing rapidly enough, Joan’s projects may be implement-
ed without threatening Robert’s goals. In that case they may both vote for the same
political candidates. But if the economy is stagnant, and either Joan’s or Robert’s
policies must be sacrificed to the other, it becomes clear that each has a view of
justice that is logically incompatible with the other. In such cases each will use
their competing concepts of justice to promote incompatible social goals.

John Rawls received considerable attention for his treatise A Theory of Justice,
in which he addressed the question of what constitutes a just distribution of goods
in society.’ He held that principles of just distribution may limit legitimate acquisi-
tion. If applying principles of just distribution requires a redistributive tax or the
taking of property through eminent domain, that acceptance of the taking of prop-
erty is the price that must be paid to achieve a broader justice in the community.
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Robert Nozick argued in his book Anarchy, State, and Ulopia, in response to
Rawls, that each individual has a right in justice to the product of his or her labor
unless or until that individual chooses to give some part of it to another person (or
to a central authority for redistribution).t If the result of individual acquisition is a
gross inequality between individuals, justice requires that the disparity be accept-
ed.

The price to be paid for justice in each definition must be paid by another
group. Neither of these contending principles of justice is socially neutral.? U.S.
culture has no accepted rational criterion for deciding between rights based on law-
ful entitlement versus claims based on need. However, Rawls and Nozick both sug-
gest rational principles to appeal to the contending parties. Some, like Rawls,
define justice in relation to an equitable distribution in society. For them, justice is
based on a consideration of the present-day distribution. Justice should have priori-
ty over economic efficiency. This leads them to an appeal against absolute entitle-
ment. Others, like Nozick, argue that legal acquisition of wealth and income in the
past is alone relevant; present-day distribution is irrelevant.® They appeal against
distributive rules to a justice based on entitlement.

Neither Rawls nor Nozick refer to what is deserved based on justice. But con-
cepts of what is deserved or merited are implied. Nozick argues that individuals are
entitled in justice to their wealth and property, and not that they deserve this wealth
and property. However, groups supporting this position invariably argue that they
are entitled to what they have acquired through their efforts, or the efforts of others
who have legally passed title to them. Rawls protests on behalf of the poor that
their poverty is undeserved and therefore unwarranted. The child born to the
migrant worker is no less deserving than the child born to a family of wealth and
privilege. Rawls called this the “natural lottery.”

The debate over taxes further illustrates this difference in values between
Rawls’s distributive justice and Nozick’s entitlement theory. The modern opposi-
tion to any tax increases or government expenditure policies originates in the
strongly negative attitude toward taxation among those who must pay them. Taxes,
they argue, are paid primarily by the haves, while benefits accrue primarily to the
have-nots. Many of the more fortunate members of society oppose all taxation, but
their opposition to the redistribution of wealth through tax policy is not put so
crudely.

A concern for liberty, the requirements of justice, efficiency, or the virtues of
laissez-faire (noninterference) are the most frequently cited justifications. Indeed
it is perhaps naive to expect the privileged to respond sympathetically to policies
that transfer resources from themselves to others, particularly since there is no
community consensus on virtue. The affluent attack government as an arbitrary,
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profligate liability that is held in check only by relentless attention to its defects.
Those with the temerity to promise increased services for the needy are promptly
labeled “big spenders.” The Rawls-Nozick philosophical debate is an extension of
the economic and political rift between different groups in society. Not only is
there no value consensus in public policy, but modern political competition is a
less violent form of civil war.

Politics and Economics

How societies decide to utilize their scarce resources is determined by a variety of
factors. Along with values, they include the history, culture, socioeconomic devel-
opment, forms of government, and economic organization of those societies. The
classic definition of political science is a study of “who gets what, when, and how
in and through government.”

Consequently, politics involves the struggle over the allocation of resources
based on the values of the society. Public policy is the outcome of the struggle in
government over who gets what.! Economics has been defined as “the science of
how individuals and societies deal with the fact that wants are greater than the lim-
ited resources available to satisfy those wants.”1!

These definitions of the two disciplines of political science and economics
have a great deal in common. Both are concerned with studying human behavior in
competition for scarce resources. Public policy exists at the confluence of these
disciplines (see Chapter 2). As such, any definition of public policy will reflect
these origins. Most definitions of public policy are rather imprecise and we will
offer only a working definition. For our purposes, public policy includes actions of
government to convert competing private objectives into public commitments, and
includes decisions not to take action. Public policies are purposeful decisions made
by authoritative actors in a political system who have the formal responsibility for
making binding choices among societal goals.!2 Public policy is a form of govern-
ment control usually expressed in a law, a regulation, or an order. Since it reflects
an intent of government, it is backed by an authorized reward or incentive or a
penalty.

The assumption voiced in the Declaration of Independence that individuals
create government to secure their rights poses a paradox in contemporary U.S.
public policy. Men and women can advance their individual freedom only by
giving up the anarchistic freedom of no government. Government policy must
be coercive and constrain the individual in order to promote the general wel-
fare and secure order and predictability. People organize out of a fear of uncer-
tainty.
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Public Policy Typology
One practical means of categorizing policies is based on the method of control
used by policymakers. Control can be exerted through patronage, regulatory, and
redistributive policies.!?

Patronage policies (also known as promotional policies) include those gov-
ernment actions that provide incentives for individuals or corporations to under-
take activities they would only reluctantly undertake without the promise of a
reward. As distinct from policies that threaten punishment for noncompliance, this
kind of policy motivates people to act by using “carrots.” Not surprisingly, it is the
recipients of the rewards who often convince the government to subsidize individ-
uals or corporations to act. These promotional techniques can be classified into
three types: subsidies, contracts, and licenses.

The use of subsidies has played a central role in the history of the United
States. Alexander Hamilton wrote in his Report on Manufactures, one of the first
policy planning documents in the administration of George Washington, that subsi-
dies for U.S. business should be provided by “pecuniary bounties™ supplied by the
government. Subsidies to business quickly became commonplace in the United
States, ranging from land grants given to railroad companies, to cash subsidies for
the merchant marine fleet, for shipbuilders, and for the airline industry.

Other subsidies to businesses have included loans to specific companies like
the Chrysler Corporation or the more recent savings and loan “bailout.” Subsidies
have also been provided to individuals through such policies as land grants to
farmers in the nineteenth century, or through the current tax deductions allowed for
interest on home mortgage payments.

Subsidies are typically made possible through the largesse of the U.S. taxpay-
er. Since the cost is spread out among all the population, each person bears only a
minuscule portion of the whole cost. There is little opposition to these kinds of
subsidies, yet the threat of their removal can arouse intense reactions from their
recipients, for whom their loss could entail significant financial hardship. Because
subsidies are often attacked as “pork-barrel” programs, every effort is made to tie
such projects to some “high national purpose” (such as military defense).

Contracts are also an important means of promoting particular policies.
Contracts can be used to encourage corporations to adopt certain behaviors, such
as equal employment opportunity, which they might otherwise find burdensome.

Through licenses, governments can grant the privilege of carrying on a partic-
ular activity. Licensing allows corporations or individuals to conduct a business or
engage in a profession (e.g., a licensed pilot) that without the license is illegal.
Licensing allows the government to regulate various sectors of the population and,
indirectly, the economy.

Regulatory policies allow the government to exert control over the conduct of
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certain activities. If patronage policies involve positive motivation (the use of “car-
rots”), then regulatory policies involve negative forms of control (the use of
“sticks™). The most obvious examples of regulation techniques include civil and
criminal penalties for certain behaviors. The immediate example that comes to
mind is regulating criminal behavior. Other forms of conduct are regulated, not to
eliminate the conduct, but to deal with the negative side effects. For example, a
public utility may provide a community with the “desired good” of electricity, but
it can also seek monopoly profits. The conduct of the utility is “regulated” rather
than “policed” in a criminal sense, in that the company is given an exclusive
license to provide electrical energy to a given geographical area, but in return the
government holds the right to regulate the quality of service and the rates charged.

Other forms of regulatory policies that generate more controversy include
environmental pollution, consumer protection, or employee health and safety con-
cerns. Tax policy often may have as its primary purpose not raising revenue but
regulating a certain type of behavior by making that behavior too expensive for
most individuals or companies to engage in. By taxing a substance like gasoline,
tobacco, or alcohol, the government encourages a reduction in the consumption of
these products. Likewise, “effluent taxes™ may raise the price of goods and servic-
es that pollute, which encourages companies to reduce their pollution to reduce or
avoid the tax.!4

Some environmentalists are critical of the use of market mechanisms to control
pollution, even though they may reduce pollution efficiently. They feel that pollu-
tion is morally wrong and a stigma should be attached to the deed. If market mech-
anisms alone are used to reduce pollution, it is increasingly perceived as morally
indifferent, a good to be bought or sold in the market like any other good.
Environmental policy is thereby transformed from an expression of the current
generation’s trusteeship responsibility over the environment for future generations,
to an area where economic self-interest is the guiding standard. Regulatory deci-
sions frequently reallocate costs for those affected. Unlike promotional policies
that provide only benefits, regulatory policies are usually thought of in terms of
winners and losers. The losses they cause are as obvious as their benefits.

Redistributive policies control people by managing the economy as a whole.
The techniques of control involve fiscal (tax) and monetary (supply of money)
policies. They tend to benefit one group at the expense of other groups through the
reallocation of wealth. Changing the income tax laws from 2001 to 2003, for
example, significantly reduced the taxes of upper-income groups compared to
other income groups in society, although some of those at the very bottom were
taken off the tax roles altogether. The result was a decline in the middle class.!5
Since those who have power and wealth are usually reluctant to share those privi-
leges, redistribution policies tend to be the most contentious. Many past policies
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aimed at redistributing wealth more equitably, even when initially successful,
faced severe obstacles in their long-term viability. The most obvious examples are
those of the Great Society and War on Poverty programs of the 1960s. Programs
with widely distributed benefits, such as Social Security, have enjoyed more suc-
cess, because of the larger number of people with a stake in their continuation.

Fiscal techniques use tax rates and government spending to affect total or
aggregate demand. Each particular approach to taxing or spending can have a dif-
ferent impact on the overall economy, so political entrepreneurs often propose or
initiate policies with the goal of achieving specific impacts. For example, in the
late 1980s, President George H.W. Bush, faced with a sluggish economy in an elec-
tion year, proposed a policy of stimulating the economy by cutting taxes to
increase demand (and thereby employment). He also proposed cutting taxes on
capital gains, a policy that would have benefited primarily higher-income people,
with the claim that it would encourage real investment.!6

Monetary techniques, used by the Federal Reserve Board (the “Fed”), also try
to regulate the economy by changing the rate of growth of the money supply or
manipulating interest rates (for more on this see Chapter 6).17

Basic Economic Systems

If political science is the study of who gets what, when, and how, then public poli-
cy may begin by examining the current state of affairs of who already has what,
and how it was obtained. There are three basic types of economic organization. The
oldest form of economic organization, with only a few examples still remaining
throughout the world, is the traditional economy. Traditional economies are those
in which economic decisions are based on customs and beliefs handed down from
previous generations. In these societies the three basic questions of what, how, and
for whom to produce are answered according to how things have been done in the
past. Today, in countries like Bolivia, the peasant economy outside of a city like La
Paz is predominantly traditional.

Command economies (also known as planned economies) are characterized
by government ownership of nonhuman factors of production. Since the govern-
ment allocates most resources, it also makes most of the decisions regarding eco-
nomic activities. In socialist economies, for example, the government may own
most resources other than labor. Governments then decide what, how, and for
whom goods are to be produced. Such governments generally follow policies
resulting in wages being more evenly distributed than in capitalist economies.

Pure market economies (also known as capitalistic economies) are character-
ized by private ownership of the nonhuman factors of production. Decisionmaking
is decentralized and most economic activities take place in the private sector. In a
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market economy, what to produce is left up to entrepreneurs responding to con-
sumer demand. How to produce is determined by available technology and entre-
preneurs seeking the most efficient means of production in order to maximize their
profit. And for whom the goods are produced is determined by consumer demand,
or “dollar votes™: if you have the money you can buy it. Prices are the signals in a
market economy for what and how to produce goods.

In command economies the government determines to whom the goods will be
distributed. In theory this occurs according to “one’s needs.” In practice it has
often been charged that what is produced is distributed according to political or
party loyalty. In a market economy, on the other hand, to whom the goods are to be
distributed is again ignored by the government and public policy. The goods are
distributed to those having what can be labeled as “rationing coupons™ (dollar
bills). If you have sufficient dollar bills, you can purchase whatever you demand in
the marketplace: food, cars, health care, education, or homes. If you do not have
these rationing coupons, the system will not recognize your needs, since entrepre-
neurs respond only to those having the means to demand (i.e., those willing and
able to pay for the good in question). Thus, members of a pure market system with
no government intervention would have to be willing to watch people starve to
death in the streets, unless those starving could prevail on some private charity to
provide minimum support.

Of course, the real world is much more complex than these simple definitions
indicate; there are no examples of pure capitalism or pure command economic sys-
tems. While there are some examples that are closer to the definitions than others,
it is not possible to draw a line between pure capitalism and pure command (or
socialist) economies and place countries squarely on either side.

Mixed capitalism combines some features of both types of economic organi-
zation. It is a system in which most economic decisions are made by the private
sector, but the government also plays a substantial economic and regulatory role.

Clearly, economic systems that rely on command are significantly less effi-
cient than those that rely primarily on the market. Most noteworthy in this regard is
the former Soviet Union, which became notorious for shoddy goods, shortages and
surpluses in the market, absenteeism among the labor force, and an overall lack of
innovation in products and production techniques. Former Soviet president Mikhail
Gorbachev finally proclaimed that he supported the dismantling of the command
economy in favor of mixed capitalism. Today, most countries that undertook
planned economies have abandoned this system in favor of mixed capitalism.

While command systems are very inefficient, pure market systems do not allo-
cate resources in a way that most people are willing to tolerate. Hence mixed capi-
talism in the United States, and increasingly in the rest of the world, is the basis for
an increasing number of politico-economic organizations. John Maynard Keynes
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(see Chapter 6) was the theoretician of a partnership between government and pri-
vate enterprise. In Keynesian economics, government is responsible for initiating
policies that lead to full employment, while ownership of the means of production,
as well as profits, remain in private hands.

The perceived legitimate public policy role for government is much greater in
those countries that are emerging from command economies, or other varieties of
socialism, than in countries living under a mixed capitalism that evolved from
more libertarian origins, such as the United States. The U.S. political and economic
system begins with a bias in favor of a laissez-faire attitude, which has come to
mean a minimal role for government in private lives and distributional policies.

This is significant because, as we shall see, the existence of certain public poli-
cies that are taken for granted in many nations (such as a system of national health
care) may be challenged by many in the United States as not being the legitimate
domain of government.

Why Governments Intervene

While markets are usually the most efficient way to organize economic activity to
provide goods and services, there are some exceptions to the rule. Sometimes mar-
ket forces do not work as the theory would suggest. Policy analysts use the term
market failure to refer to those situations where the market does not allocate
resources efficiently.

The market mechanism works well as long as an exchange between a buyer
and a seller does not affect a bystander, or third party. But all too often a third party
is affected. Examples are everywhere: people who drive cars do not pay the full
cost of pollution created by their vehicles. A farmer who sprays his crop with pesti-
cides does not pay for the degradation of streams caused by the runoff. Factory
owners may not pay the full cost of smokestack emissions that destroy the ozone
layer. Such social costs are referred to as externalities, because they are borne by
individuals external to the transaction that caused them. In these cases, the govern-
ment may improve the outcome through regulation.

Markets also fail in the face of excessive power through oligopolies or monop-
oly power. In such instances the invisible hand of the market does not allocate
resources efficiently because there is little or no price competition. For example, if
everyone in a town needs water, but only one homeowner has a well with potable
water, the owner of the well has a monopoly and is not subject to competition from
any other source of drinking water. Government regulation in such cases may actu-
ally increase efficiency.

The market mechanism does not distribute income or wealth fairly. The market
system certainly does not guarantee equality. To the contrary, the market ensures
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inequality, since one source of its efficiency is to be found in the way that it dis-
tributes rewards and penalties. Many believe that the market is overly generous to
those who are successful and too ruthless in penalizing those who fail in market
competition. Thus capitalist markets provide for great opulence to exist next to
abject poverty and may reduce overall economic efficiency. The goal of many pub-
lic policies is to provide a system that is closer to our ideas of social justice than
capitalism provides (see Chapter 7).

A final area in which the market fails to perform adequately is in the provision
of what policy analysts call public goods. Consumers in the marketplace express
their collective answer to the question of whar to produce by offering to pay higher
or lower prices for certain goods, thus signaling their demand for those goods. The
market mechanism works efficiently because the benefits of consuming a specific
good or service are available only to those who purchase the product. A private
good is a good or service whose benefits are confined to a single consumer and
whose consumption excludes consumption by others. If it is shared, more for one
must mean less for another. For example, the purchase of a hamburger by one indi-
vidual effectively excludes others from consuming it. If the purchaser shares the
hamburger with someone else, the portion shared cannot be consumed by the pur-
chaser.

Certain other products in our society do not have the characteristic of private
goods because they never enter the market system, so the market does not distrib-
ute them. These public goods are indivisible and nonexclusive—that is, their con-
sumption by one individual does not interfere with their consumption by another.
The air from a pollution-free environment can be inhaled by many people simulta-
neously, unlike a hamburger, which cannot be consumed simultaneously by many
individuals. No one can be excluded from the use of a public good. You can be
denied the use of your neighbor’s swimming pool, but you cannot be denied the
protection provided by the nation’s national defense network. If the national
defense system works, it defends everyone under its umbrella whether they have
contributed to its purchase or not.

Another characteristic of public goods is that policy regarding them can be
provided only by collective decisions. The purchase of private goods depends on
an individual decision as to whether to spend one’s income on hamburgers or
swimming pools. But it is not possible for one person to decide to purchase nation-
al defense, dams, or weather services. The decision or agreement to buy a public
good, and the quantity to buy, is made collectively. There are few examples of pure
public goods, but clean air and national defense come as close to meeting the defi-
nition as any. Other examples of public goods, though they do not meet the criteria
as clearly, include police protection and education. Police protection generally pro-
vides a safer environment for everyone living in an area, even if one does not con-
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tribute to the purchase of that protection. Education is a similar good. The primary
beneficiary of an education is the person educated. However, there are secondary
benefits to society that result from a better-educated work force. Moreover, the
amount of education allotted to one person does not affect the amount left over for
others. The same could be said for highway space or the administration of justice.

The communal nature of public goods leads to a major problem in public poli-
cy known as the free rider—someone who enjoys the benefits of someone else’s
purchase of a public good while bearing none of the costs of providing it. If two
people both will benefit from national defense, good public education, or clean air,
the question arises as to who should pay for it. Each individual has an incentive to
avoid payment, hoping to take a free ride on other people’s “purchase.” As a result,
all parties will profess little interest in purchasing the good, hoping others will step
forward, demand the good, and pay for it. This is a rational response for individu-
als with limited resources. Everyone will benefit from the good by more than their
proportionate cost, but they would benefit even more if others paid the entire cost.
Thus the good will not be purchased unless the government makes the purchase
and requires everyone to pay his or her fair share through mandatory taxes.

How do we determine how many and what mix of public goods the govern-
ment should purchase? By relying on a specific means of public decisionmaking:
voting. Because voting is a very imprecise mechanism that limits us to a “yes” or a
“no” for candidates, it does not make any distinctions regarding the myriad of
issues that must be acted on collectively. Nor does it register the intensity of pref-
erences by various individuals or groups. Therefore, we sometimes find ourselves
with an oversupply and sometimes with an undersupply of public goods.

Some conservatives tend to believe that certain public goods could be treated
as private goods and brought into the market system, reducing the role of govern-
ment. For example, tolls could be charged on all roads and bridges for their main-
tenance. This would limit the building and repair of highways to the amount of
demand expressed by those paying the tolls. An admission fee to public parks
might be charged to cover the services they provide—a fee that could simultane-
ously reduce congestion while funding maintenance and even development.!8
Public libraries could charge fees for their services to provide the budgets needed
for salaries and the purchase of books and materials. Public transportation sys-
tems might charge fees necessary for them to operate profitably, or reduce their
service and provide only the amount demanded by those paying the fares.
According to conservatives, other areas of government operations could also be
reduced through privatization. For example, the operation and maintenance of
prisons could be contracted out to private companies rather than being managed
by public employees.

The privatization of public goods and services in this manner would certainly
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result in their being produced, more or less, as if they were private goods.
However, there are many difficulties associated with this approach. First, there are
the technical difficulties of making some public goods private. How do we make
national defense a private good? Also, this approach offends our sense of justice
and equity. Do we really think that national or state parks should exist to be
enjoyed only by those with sufficient income to pay for their upkeep?

Imperfect Information

The market system is built on the assumption that individuals are rational and do
not act capriciously, and that they have roughly accurate information about the
market. Without adequate, correct information, people cannot make decisions in
their rational self-interest. In fact, most people do not have adequate information to
make rational decisions. Developing or finding the information has a significant
opportunity cost associated with it. Very few people have the resources or time to
do a complete research job.

Information, then, can be considered a public good, or a good with positive
externality. Once the information is provided, it can be shared by any number of
people. Once in the public domain, it is impossible to exclude anyone from using
it.

Manufacturers of consumer products, such as cigarettes, do not have an inter-
est in advertising the health hazards associated with the use of their products. But
ignorance about those hazards can be reduced by informing consumers, through
mandatory labels on cigarette packages, that smoking is dangerous. The manufac-
turers may still advertise their cigarettes. But the mandatory labels attempt to mend
omissions in the market system by introducing information so that individuals can
make better choices.

Many people believe the government has a role in researching and disseminat-
ing various kinds of information relevant to consumer choices. For instance, the
government might investigate and publicize information about the safety of differ-
ent consumer products such as cars, drugs, food additives, microwave ovens, and
other potentially dangerous products.

There is a debate regarding how this remedy for market failure should be
applied. If one accepts the proposition that the individual is the best judge of his or
her own welfare, then one may argue that governmental actions should be limited
to the provision of information. The government, having produced the information,
should not regulate the behavior of individuals, according to this view. Once peo-
ple have been supplied with all the relevant information, they should be permitted
to make their own choices—to consume dangerous substances (e.g., to purchase
tobacco products) or to purchase potentially dangerous products. Only if the risks
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extend beyond the user—meaning that negative externalities exist involving third
parties—may there be an argument for expanding the role of government beyond
providing information. For example, those in favor of the right to a smoke-free
work environment argue that the spillover effect of inhaling secondary smoke is
hazardous to nonsmokers’ health.

This view of the informational role of government is not followed consistently
in practice. For example, the Pure Food and Drug Act prohibits the sale of certain
harmful products but does not provide the option of informing consumers of a
product’s harmful effects.

Equity and Security

Public goods, externalities, and ignorance all cause resource misallocation. They
result in the market mechanism failing to produce the optimal mix of output.
Beyond a failure of whar to produce, we may also find that for whom the output is
produced violates our sense of fairness.

These are situations, however, when markets fail to achieve the ideal economic
efficiency. In a very literal sense, in fact, markets always “fail” because economic
efficiency is a fabricated definition based on a normative model of how the world
should be. Market failure indicates that supply and demand forces have resulted in
a mix of output that is different from the one society is willing to accept. It signi-
fies that we are at a less than satisfactory point on the production possibilities
curve. Some cases of market failure are so extreme, and the potential for corrective
public policy action is sufficiently available, that most people would support some
form of governmental intervention to achieve a better output mix. Because of these
limitations, no country relies exclusively on the free market to make all of its
socioeconomic policy decisions.

Not everyone agrees that turning the decisionmaking over to the public policy
mechanism of government constitutes a good solution. Many people believe that
governmental processes to alter production choices or to redistribute goods and
services do not promote efficiency. Therefore, in their view, whatever the deficien-
cies of market mechanisms, the market is still to be preferred over government
intervention in matters of distribution.

In general, the market mechanism answers the question of for whom to pro-
duce by distributing a larger share of output to those with the most rationing
coupons (dollars). While this method is efficient, it may not accord with our view
of what is socially acceptable. Individuals who are unemployed, disabled, aged, or
very young may be unable to eamn income and need to be protected from such risks
inherent in life in a market economy. Government intervention may be sought for
income redistribution through taxes and programs like unemployment compensa-
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tion, Social Security, Medicare, and Temporary Assistance for Needy Families that
shift those risks to taxpayers as a whole.

Redistribution of income to reduce inequities also falls under the theory of
public goods because it adds to public security. Without some redistribution, we
could expect more muggings and thefts to occur as people sought to escape the
consequences of poverty. Moreover, leaving inequalities of wealth solely to market
mechanisms would produce the phenomenon of the free rider again. Some individ-
uals would no doubt contribute to charities aimed at reducing poverty, and every-
one would benefit from somewhat safer streets. But those who did not so con-
tribute would be taking a free ride on those who did.

Society is therefore forced to confront tradeoffs between the inefficiencies of
the market system and views of justice and equity. For example, policies imple-
mented in the 1960s to provide welfare benefits for unemployed women with
dependent children were criticized for breeding dependency on government “hand-
outs,” so they were changed during the Clinton administration. Bill Clinton’s wel-
fare reform increased incentives for finding gainful employment and penalized
those who failed to try. Critics of the reform claim that in solving one problem, it
created others, like the need for affordable day care and access to transportation.
Proponents of the reform argue that it reduced the incentive to save money for
retirement, which, although more risky and less predictable than a policy of “forc-
ing” people to save money for retirement, provided capital formation for greater
economic growth.

Every society has to deal with the question of what constitutes an equitable
distribution of income. It is clear that no government policy is neutral on the ques-
tion. Income distribution tends to reflect the biases of governments, ranging from
traditional laissez-faire to planned economies. The political process by which any
society governs itself must ultimately decide what constitutes an acceptable
inequality of wealth and income.

Although government can improve on market outcomes, it is by no means cer-
tain that it always will. Public policy is the result of a very imperfect political
process. Unfortunately, policies are sometimes designed as a quid pro quo for cam-
paign contributions. At other times they merely reward society’s elites or otherwise
politically powerful individuals. Frequently they are made by well-intentioned
political leaders forced into so many compromises that the resulting policy bears
little resemblance to the original proposal.

A major goal of the study of public policy is to help you judge when govern-
ment action is justifiable to promote specific ends such as efficiency or equity, and
which policies can reasonably be expected to achieve those goals and which ones
cannot.
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Conclusion

The crux of all our public policy problems is to be found in the hard reality of lim-
ited (scarce) resources. The free market has proven a superb device for efficiently
producing goods and services, based on individual rational self-interest. Problems
of scarcity, which are universal, require intervention. This suggests that solutions,
whether left to market forces or government intervention, reflect values. There are
a variety of possible solutions reflecting the biases and choices of the individuals
proposing them.

People face tradeoffs when they make choices. The cost of any action, whether
individual or collective, is measured in terms of what must be given up. People as
well as societies tend to make decisions by comparing their marginal costs against
their marginal benefits. People and societies will adjust their behavior whenever
incentives change.

It is important to keep in mind that although markets are a good way to
organize many of society’s activities, there are several areas where markets fail
or produce outcomes unacceptable to society’s collective values. In those cases,
government can improve on market outcomes. Government efforts to relieve
market imperfections (failures) by public policy may also be flawed, however.
The question is whether government, which was created to “promote the general
welfare,” will provide solutions that will be less imperfect than market mecha-
nisms.

Government may be the only actor that can improve market efficiency or alter
economic and social costs, risks, and income distribution in a positive way. Some
argue that these problems can be solved, but that most solutions mean someone
must accept significant economic losses. No one willingly accepts a loss. So peo-
ple struggle to veto any solution that would impact negatively on them, or at mini-
mum have the cost transferred to someone else or another group. The effect is to
produce “veto groups” waiting to aggressively fight any proposed public policy
that would result in a loss to their position. Often, the political struggle that results
causes a larger cost than gain for those attempting to effect the change. The result
is often political and economic paralysis.

However, not all public policy solutions must be zero-sum solutions, where
one group’s net gains must be offset by another group’s losses. There are non-zero-
sum solutions, which usually involve increasing economic growth so there is more
for everyone. But even this solution requires the intervention of government in the
form of industrial policies, and many people see this as just another effort to have
government provide a remedy no more promising than any the market itself can
provide. The major economic competitors of the United States, including both
Japan and Germany, have incorporated industrial policy as a key component of
their public policies, but it is a controversial issue in the United States.
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Questions for Discussion

1. If society desires health care and a clean environment for everyone, why

does the free market not provide it?

2. Explain how scarcity, choice, and opportunity cost are related and make

public policy inevitable.

3. Give several examples of significant tradeoffs that you face in your life.

What are the major consicerations in your decisionmaking?

4. Should you consciously think about your values and goals when analyzing

important tradeoffs and choices that you face? Why?

5. Explain the difference between self-interest and selfishness. How is it pos-
sible for some self-interested behavior to be selfish while other self-inter-
ested behavior may be altruistic?

. Explain why policymakers should consider the importance of incentives.

7. Is reliance on the marketi to resolve policy issues inherently conservative, or

is it inherently progressive?

8. Explain the different types of economic organization and how they answer

the questions of what, how, and for whom to produce.
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CHAPTER 2

Methods and Models
for Policy Analysis

Although public policy has been recognized as a subfield of political science for
only a few decades, the study of ways to “promote the general welfare” goes back
centuries. Policy is made in the present, based on the past, with the purpose of
improving the well-being of society’s future. It utilizes both normative and scien-
tific methodologies to achieve this. Public policy is action-oriented. The purpose of
studying public problems is to provide insight into a range of policy options in
order to take some control over the future.

Policy Analysis as a Subfield of Political Science

Every academic discipline has its own language and its own specialized way of
thinking based on its specific subject matter and goals. Physicists analyze matter
and energy and their interactions. Economists talk about inflation, unemployment,
comparative advantage, and income distribution. Chemists examine the composi-
tion and chemical properties and processes of substances. Psychologists talk about
personality development, cognitive dissonance, and perception. Sociologists focus
on the collective behavior and interaction of organized groups of human beings in
social institutions and social relationships.

Political science is no different. Political scientists focus on people with con-
flicting interests competing for governmental power. As noted in Chapter 1, politi-
cal science is about who gets, what, when, and how. In other words, it focuses on
what decisions are made by those in authority and why those decisions were
made. Political scientists are concerned with the exercise of political power.
Many observers of humankind’s condition see human nature as one-dimensional.
Aristotle put forward a biological explanation for political power when he said:
“It is evident that the state is a creation of nature, and that man is by nature a
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./ political animal.”! To Aristotelian thinkers, the state and political power are as
natural and innate as the instinctual behaviors among herd animals. Still, refusal
to accept prevailing authority, or even any governmental authority, has always
been prevalent.

A number of political scientists have developed sociological explanations for
the transmission of cultural values that hold a political society together, through
child rearing, religious education, and socioeconomic class. These scholars see

.~ people in plastic terms. People are pliable and are molded by their social environ-
ment. Political power and even legitimacy are threatened when those in authority
lose touch with the cultural values the masses have been taught to accept.
Politicians frequently calculate strategies where one group competes for power by
claiming that its political opponents could destroy the cultural values on which
society is built. For example, former president Bill Clinton maintains that
Republicans had been working to embed negative stereotypes of Democrats in the
nation’s consciousness since the administration of Richard Nixon in 1968. In the
1994 elections, House Speaker Newt Gingrich tried to confirm the negative stereo-
types of Democrats. Clinton wrote in his autobiography: “The core of his
[Gingrich’s] argument was not just that his ideas were better than ours; he said that
his values were better than ours, because Democrats were weak on family, work,
welfare, crime, and defense, and because being crippled by the self-indulgent six-
ties, we couldn’t draw distinctions between right and wrong."?

Karl Marx and other political economists argued that economic foundations of
society determine the culture and what the law recognizes as legitimate. Some
countries with very similar cultures have developed very different political sys-
tems, undermining the Marxist claims about cultural development. Subsequently,
Sigmund Freud suggested that culture is transmitted by the interactions between
parents and children. B. F. Skinner held that through “operant conditioning”—pro-
viding positive rewards for individuals engaging in behavior deemed “good,” and
negative rewards for behavior deemed undesirable—we could improve society.
Finally, some Darwinian biologists see all human behavior as being driven by
genes.

Political philosophers such as John Locke have argued that human beings are
rational. Individuals use their mental faculties to try to rise above mere conditioned
behaviors or emotional attachment to past practices. Locke certainly agreed that
the human mind is shaped as an individual grows and matures. Experiences devel-
op the human capacity for reasoning. Ideas stem from experiences, which act on
our senses. Subsequent behavior flows from the rational ideas thus developed.
Locke was aware that most rulers, if not checked, would favor their own selfish
interests over those needed to promote the general welfare. Since everyone is equal
and self-interested, and most are rational, a social contract may be agreed on to
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limit power and ensure the general welfare. A government is formed to protect
individuals and their property. Power resides with the citizenry, who can dissolve
the contract if the government abuses its authority.

It was only a small step from the political theory of the rational human being
acting to promote the general welfare, to the theory of the modern economic
human being, who, while still rational, acts to promote his or her self-interest. This
economic theory is now frequently applied to political, sociological, and psycho-
logical models of human nature as well.

Policy analysts recognize the complexity of human nature and avoid any
attempt to analyze it using just one or two of these theories. For example, to reduce
human beings, as some economists do, to actors who pursue material self-interest,
or as some sociologists might, to actors completely defined by culture, is a mis-
take. A single theory of the individual, whether based in biology, sociology, eco-
nomics, or psychology, results in a misleading oversimplification of human nature,
although each theory may have an element of truth.

The purpose of this book is to introduce you to the political scientist’s way of
thinking. In particular, this book is about the political scientist as a policy analyst,
someone who describes investigations that produce accurate and useful informa-
tion for decisionmakers. Learning to approach political problems as an analyst is a
developmental process and does not occur quickly. This book will provide a com-
bination of social science theory, case studies, and examples of notable public poli-
cy issues to help you to develop these skills. To begin, it is important to understand
why the field of public policy is interdisciplinary, and why policy analysts must be
eclectic in their methodology.

In the Middle Ages all study was under the rubric of philosophy, which
means “to seek wisdom.” As shown in Figure 2.1, philosophy was divided into
two parts: moral and natural. Moral philosophy focused on human existence and
has evolved into the field that we today call the humanities. The subject matter
of the humanities is our social world, or in other words, the human condition and
human values. Because the social world is a projection of human nature, individ-
uals can no more completely understand or control it than they can completely
understand and control themselves. Indeed, it is the very intimacy of human
involvement with the social world that inhibits both comprehension of and
authority over it.?

Natura! philosophy has evolved into the field that we today call the natural
sciences. Since it is focused on aspects of the outside world that can be observed,
weighed, and measured, it is viewed as being value-free. It is a paradox that the
natural world, which humans did not create, is much more susceptible to human
understanding than is the social world, which is created by humans themselves.
Through the discovery of the laws by which the universe is ordered, people can
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Figure 2.1 Schematic of Relationship of Disciplines
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look back into the past and project into the future. Through this understanding,
they can control and even harness the forces of nature as they wish.

More recently, a new set of disciplines existing between the humanities and the
natural sciences, the social sciences, have matured and made significant contribu-
tions to our understanding of society through the systematic study of various
aspects of the human condition. The social sciences have a split personality. They
not only exist between the humanities and the natural sciences, but also borrow
freely from both. The social sciences developed from the historical cultural values
and conditions of the social community, while at the same time adopting the meth-
ods of the natural sciences. Many believe that political science, of which the study
of public policy is a subfield, exists at the confluence of the social sciences. It is
not an independent discipline within the social sciences. In this view, a political
scientist focuses on the political ramifications of the other social sciences.

As a consequence, political scientists use methods of investigation that span
the range of intellectual and scientific disciplines. The criterion for using a particu-
lar method is whether the tools of inquiry from the other disciplines match the par-
ticular problems the political scientist is addressing. Political science is not the
only social science that uses a borrowed toolbox, and this practice of utilizing a
toolbox of methodologies borrowed primarily from the physical sciences has
caused considerable concern.# Since the social sciences, especially political sci-
ence, economics, sociology, and to a lesser extent psychology, are generally mov-
ing toward greater involvement in policymaking, it may be appropriate to think of
them more generally as “policy sciences.” This is most frequently said about eco-
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nomics. In the view of policymakers, John Maynard Keynes’s theories in the 1930s
moved economics well ahead of the other social sciences as a source of relevant
ideas for public policy.

Statistical inference is widely used in public policy, as is historical inquiry.
Likewise, the use of historical investigation is somewhat different when undertak-
en by those interested in public policy than when carried out by historians.
Students of public policy must study the present with an understanding of the past,
for the purpose of guiding the future. In this regard, no part of humanity or civi-
lization is beyond their concern.

Policy analysis owes its birth to the development of the social sciences, but the
physical sciences are an increasingly important part of the policy agenda. There are
increasing concerns in all levels of government for science policy. Issues regarding
such questions as the environment, including the ozone layer, pollution, global
warming, nuclear energy, and population issues, to name just a few, require the
policy analyst to not only be cognizant of, but also take part in, scientific studies.
Policy analysts today must have more than an appreciation of prevailing interpreta-
tions of scientific theory relevant to policy issues. This means that a political scien-
tist in the role of policy analyst must be increasingly prepared to work with spe-
cialists in the natural as well as the social sciences.

The political scientist’s perspective, scholarly interests, and manner of thought
are heavily influenced by the society of which he or she is a member. Every society
has biases that encourage an acceptance of and conformity to its political culture.
However, the political scientist’s obligation to seek the truth about the world of
politics will necessarily result in he or she being the messenger of things that soci-
ety will not want to hear.

A civilization’s prevailing socioeconomic culture and the political institutions
that grow out of that culture contain an elaborate articulation of the culture’s
ideals, which are pursued through the political system. An existing political system
is usually defended with the concession that it has problems, but that these prob-
lems can best be dealt with in terms of the existing system. Consequently, a society
that styles itself as Marxist, like the People’s Republic of China, cannot allow an
investigation into the assumptions on which communist theory is based.
Conversely, societies whose economies are basically capitalist in nature are biased
against inquiries regarding the goal of equal distribution of property. A society
based on a caste system, or some other type of ethnic or racial discrimination, can-
not accept such issues as proper subjects for scientific inquiry. Likewise, in repub-
lican forms of government, it is taken for granted that the voting mechanism of the
nation reflects fairly the “will of the people.”

Since every society fosters support for the premises on which the community
is based, a commitment to truth in studying a society leads to questions and contro-
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versy regarding the values and institutions of that society. Thus the influence of
political scientists and economists on policymakers goes beyond their role as poli-
cy analysts. As John Maynard Keynes wrote:

The ideas of economists and political philosophers, both when they are right and
when they are wrong, are more powerful than is commonly understood. Indeed the
world is ruled by little else. Practical men, who believe themselves to be quite
exempt from intellectual influences, are usually slaves of some defunct economist.
Madmen in authority who hear voices in the air, are distilling their frenzy from
some academic scribbler of a few years back.5

The Political Scientist as Scientist

The scientific method was developed in the natural sciences as a way to help
understand phenomena by developing theories or models to explain and predict
them. The same is true in the social sciences, of which political science and policy
studies are a part. To those outside the social sciences it may seem unnatural and
even a bit pretentious to claim that political science is a science. After all, political
scientists do not utilize the equipment and other trappings of science. The essential
element of science, however, is found in the method of investigation. It requires
the impartial construction and testing of hypotheses regarding the social world.
The method of developing theories and testing them with regard to the effect of
gravity on embryo development is just as applicable to studying the impact of a
proposed tax subsidy to create additional housing.

Why Theory Development Requires Simplification
While policy scientists use theories and observation like natural scientists do, they
face a complication that makes their effort especially difficult: experiments are
sometimes impossible in the policy sciences. Biochemists testing a theory about
the effect of pollutants on fish embryos can obtain many fish eggs to generate the
data they need. In contrast to natural scientists, policy analysts usually do not have
the luxury of being able to freely conduct experiments. At best, many social sci-
ence experiments are difficult to carry out. People do not willingly let themselves
become the laboratory subjects for someone else’s experiment. For example, if pol-
icy scientists wanted to study the relation of imports to total employment, they
would not be allowed to control imports to generate data. The risks and cost to
society would be deemed too great. In this sense, policy scientists are not unlike
astronomess in that although the latter can observe distant galaxies to generate data
for analysis, their ability to conduct controlled experiments is very limited.

The difficulty in conducting controlled experiments in political science and
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public policy means that these social scientists will pay very close attention to the
events of history as a type of informal, spontaneous experiment. For example, tur-
bulence in several Asian economies once vaunted as models of economic develop-
ment to be emulated, causes concern in financial markets throughout the world. In
affected Asian countries it depresses living standards. For policy analysts it poses
difficult problems of how to respond to contain the problem and reverse the eco-
nomic decline. But it also provides policy scientists with an opportunity to study
the relationships between banking, barriers and subsidies to international trade,
currency speculation, and domestic savings and consumption. The lessons learned
from such as episode continued long after the particular crisis has passed. Such
events provide important case studies because they improve our theoretical under-
standing of these critical variables and suggest ways to monitor and evaluate cur-
rent economic policies.

Public Policy and Theory

The first step in the scientific method is to recognize, or identify, the problem to be
addressed. Isaac Newton, a seventeenth-century mathematician, observed an apple
fall from a tree. Newton’s thinking over the problem of explaining “why” the apple
fell led him to develop a theory of gravity that applies not only to apples but also to
other objects in the universe. Policy analysts must likewise identify the problem to
be addressed, such as how to improve the labor skills of the average worker.

Scientists must make assumptions to cut away any unnecessary detail.
Assumptions are made to help us get to the heart of the problem by reducing its
complexity. Assumptions help make a problem easier to understand. In Chapter 1,
for example, we looked at a production possibilities frontier that assumed there
were only two types of goods in an economy when in fact there might be dozens or
even thousands. By assuming that there are only two types of goods, military and
social, for example, we can concentrate on the relationship between them. Once the
relationship is understood, we are in a better position to understand the greater
complexity of a world with other goods.

A critical skill for anyone engaged in scientific inquiry is the ability to decide
which assumptions to make. For example, suppose that we want to study what hap-
pens to the quality of health care provided to the indigent if Medicaid funding were
increased. A key factor in the analysis would be how pricés respond to increased
funding. Since many Medicaid fee schedules are set by the government, we might
assume that prices would not change in the short run. But in the longer run, we
would expect physicians and other health care providers to demand higher prices
or payments for their services covered under Medicaid. Thus in the longer run we
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would have to assume price increases. A physicist may assume away the effect of
friction when dropping a feather and a baseball in a vacuum, but different assump-
tions would be necessary in calculating the effect of friction in the atmosphere
when dropping a feather and a baseball over the side of a building; so too policy
scientists must modify their assumptions when conditions change. Models and the-
ories are similar to assumptions in that they also simplify reality by omitting many
details, so that by refining our concentration we can better understand reality.

If we wished to provide policymakers with a complete description of “income
distribution,” we could go out and collect all the data we could find, present it to
decisionmakers, and “let the facts speak for themselves.” But a complete descrip-
tion, gathering data from millions of households, thousands of separate federal,
state, and local governments, and thousands of firms, is unworkable and would be
ineffective as a guide to public policy.

Theories help make sense of the millions of facts. Theories help explain how
the political and economic aspects of society work by identifying how basic under-
lying causal relationships fit together. A theory in a scientific sense is a set of logi-
cally related, empirically testable hypotheses. Theories are a deliberate simplifica-
tion of related generalizations used to describe and explain how certain facts are
related. Their usefulness derives from this ability to simplify otherwise complex
phenomena. Thus a theory is not a mirror image of reality.® A theory will usually
contain at least one hypothesis about how a specific set of facts is related. The the-
ory should explain the phenomena in an abstract manner. The inclination to
abstract from nonessential details of the world around us is necessary because of
the awesome complexity of reality. Abstraction is the process of disregarding
needless details in order to focus on a limited number of factors to explain a phe-
nomenon. As an abstraction, a theory is useful not because it is true or false, but
because it helps analysts understand the interactions between variables and predict
how change in one or more variables will affect other dependent variables.

Theories attempt to do the same thing—bring order and meaning to data that
without the theory would remain unrelated and unintelligible. For example, a poli-
cy analyst might wish to explain why some people have very high incomes while
others barely survive economically. To do so, the analyst must try to separate or
abstract the meaningful data from the insignificant data. Thus, variables such as
gender, age, education, and occupation may be considered meaningful. Other vari-
ables, such as educational level or parents’ income, may be considered interesting
but less significant. Still others, such as eye color, height, or weight, may be con-
sidered unimportant and not be included among the explanatory variables. The the-
ory developed by the analyst is built on all these assumptions and makes up a sim-
plified, logical account of income inequality and its causes.
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A theory must be consistent with the facts that it draws together. And the facts,
in turn, must lend themselves to the interpretation that the theory puts upon them.
Finally, the conclusions derived from the theory must flow logically from the theo-
ry’s premises or assumptions.

The policy analyst, therefore, must determine which variables to include
and which to ignore when conducting social analysis. Although events and
forces in a socioeconomic setting reflect all the intrinsic ambiguity of human
nature in motion, policy analysts assume that, under comparable circum-
stances, events and forces will appear in a similar manner. As Michel de
Montaigne said:

As no event and no shape is entirely like another, so also is there none entirely dif-
ferent from another. . . . If there were no similarity in our faces, we could not dis-
tinguish man from beast; if there were no dissimilarity, we could not distinguish
one man from another. All things hold together by some similarity; every example
is halting, and the comparison that is derived from experience is always defective
and imperfect.”

From theories—interpretations of variables—we are able to formulate
hypotheses: tentative assumptions or generalizations that have not yet been tested.
Because hypotheses, like theories, are abstractions, it is necessary to test them. The
hypothesis must be stated as an affirmative proposition (i.e., not as a question) that
is capable of being tested against empirical evidence. Accordingly, a hypothesis is
most useful when it relates two or more variables in terms of a comparison. For
example, we might develop a hypothesis such as: “Cost-control incentives in
health care proposed by the private sector are more effective than those imposed by
government agencies.” The analyst will include only those variables in the hypoth-
esis that are critical in explaining the particular event.

Hypotheses contain variables that can take on different values. A value is a
measurable characteristic of a variable (such as “strong,” “neutral,” or “weak”).
We might hypothesize: “Strong (value) support for a president will vary positively
with low (value) inflation and low (value) unemployment.” In this hypothesis,
“support for a president” is the dependent variable. “Inflation” and “unemploy-
ment” are independent variables. The variables or values selected depend on the
questions being asked or the problems to be resolved. Variables are the most basic
elements in theories. A variable is a term in a hypothesis that can assume different
values. In the hypothesis above we could have substituted the variables “support
for a member of the Senate™ or “support for a member of Congress” for “support
for a president.” All this is part of the scientific method as applied to the social sci-
ences, as shown in Figure 2.2.
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Figure 2.2 Deductive Theory and Measurement: Thinking Scientifically

Theory

Replicate Test
New data/new assumptions
Reject or accept null hypothesis
Test

State Hypothesis
Identify independent variables
Establish theoretical assumptions
Define and operationalize variables

The Scientific Method in the Social Sciences

The scientific method as applied to the social sciences progresses along the pathway
of theory and observation suggested in Figure 2.2. The variables are defined,
assumptions noted, and hypotheses framed. Various implications and predictions are
deduced and stated from the hypotheses. These three steps make up the building of
a theory. In the fourth step, the theory is tested. The data either fail to reject the the-
ory or do reject it. If the data fail to reject the theory, this still does not prove it true.
It merely fails to disprove it. This can increase one’s confidence in the theory, but a
theory must continue to be evaluated by seeking additional tests. If, on the other
hand, the evidence rejects the theory, there are two possibilities. Either the theory
can be amended based on the evidence obtained from the test, or it can be aban-
doned altogether, in which case those who formulated the theory must return to the
first step and start developing a new one. Usually political scientists prefer simple
theories to complicated ones. The preference for the simplest of competing theories
over more complicated theories when both are consistent with the data is known as
Ockham’s razor, named after fourteenth-century philosopher William of Ockham,
who urged its use to “shave away” superfluous theoretical complexities.
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When a theory cannot better predict the consequences of the actions than can
alternative explanations, it must be modified or replaced. The scientific method
requires setting up a theory to explain some phenomenon and then ascertaining if
that theory can be disproven by evidence. The danger in this approach is that the
world is so complicated that some confirming evidence can be found for almost any
theory—which is why conspiracy theories abound in U.S. politics.

The Role of Theory in Policy Science

One of the most humbling aspects of the study of public policy is how complex it
actually is. Dividing the policymaking process into stages of agenda setting, selec-
tion of an alternative, adoption, implementation, and evaluation simplifies it into
workable segments for inquiry. Most researchers feel forced to concentrate their
efforts on just one stage of the process, to reduce their studies to manageable size.
In the past two decades, process studies have contributed to understanding what
goes on in policymaking, but by themselves do not show the causal relationships
between the policymaking stages. There has been a considerable effort by those in
the rational public choice school to develop a theory of policymaking within that
tradition.?

It is important to bear in mind that theories are abstractions, based on assump-
tions. This means the resulting predictions are theorefical predictions, and will
hold true only as long as the basic assumptions of the theory are valid.
Policymakers are not so much interested in theoretical predictions as they are in
broader factual forecasts. That is, they are more likely to be interested in cosmo-
politan views rather than narrower political or economic theories in a given situa-
tion. For example, a theory can correctly claim that a competitive labor market
erodes wage discrimination based on gender. But this is clearly not an accurate
description of events in markets where gender discrimination is institutionalized,
making it difficult for the erosion of wage discrimination predicted by competitive
labor theory to make itself felt. Policy research shows that gender discrimination
acts as an intervening variable. For the maker of public policy, then, economic
forces that are offset by social forces are only of theoretical and not of actual value
in making predictions.® The policymaker must understand social reality as well as
economic theory to develop appropriate policy. In the case of wage discrimination
based on gender, the policymaker must have a broad knowledge of the institutional
arrangements and cultural aspects involved in order to find a viable solution.

Policy theory has developed a disreputable public image—partly because of its
inability to predict future outcomes with the same precision as do the natural sci-
ences, partly because of some theorizing that is irrelevant or trivial, and partly
because many politicians have found it expedient to ridicule theory in policy analy-
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sis. We must distinguish between policy theory and actual public policy. Policy
theory can develop rules and principles of policy that can serve as a guide for
action in a given set of circumstances. Public policy refers to the actual action
taken. In an ideal world, public policy would always be consistent with the policy
theory put forward. Policy problems and issues, by definition, have political rami-
fications. The result is that policy theory is modified by political realities. For
instance, theory might indicate that we should raise taxes to reduce inflation, but
during an election year the theory may yield to political realities resulting in
reduced taxes to win votes.

But it is exactly the importance of public policy that makes policy theory so
critical. If there were no possibility of changing the general social welfare through
public policy, political science and economics might both be disciplines asking
merely historical questions such as, “How did the U.S. government react to the
stagnant economy during the Great Depression of the 1930s?” or “How have health
or education policies changed since the mid-1970s?”

Human Behavior and Predictability

The policy sciences deal with the behavior of people, which is not so neatly cate-
gorized as other phenomena. How does one find order given so many variables that
cannot be isolated? A variation of this view holds that human beings are the least-
controllable or least-predictable of subjects for scientific inquiry.!? However, even
if one accepts the argument of the great complexity of the social sciences, one can-
not conclude that the discovery of relationships is impossible, only that there are
more variables, making it more difficult to discover the critical ones.

Another argument runs that, while the natural sciences deal with inanimate
matter subject to natural laws, the social sciences focus on humans with free will
and passions not subject to such laws. Consequently, generalizations formulated in
the social sciences lack predictive power. It is true that free will and passions like
love, hate, pride, envy, ambition, and altruism are more unpredictable in their
effects on human behavior than natural causes are on the behavior of atoms. All of
these influences, which are extremely difficult to understand, interact within indi-
vidual humans and affect their behavior. Nevertheless, having free will and pas-
sions does not mean that individuals do not act rationally on the basis of their val-
ues, disposition, character, and external restraints, and that these actions cannot be
understood. !!

For the natural sciences, if hydrogen and oxygen are mixed under specific con-
ditions, then water will always result. However, for the social sciences, if the gov-
ernment decides for budgetary reasons to reduce welfare payments (and incidental-
ly support the self-help work ethic), then some individuals will adopt the desired
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behavior pattern but others will not. Some people, faced with reduced benefits, will
work very hard to find a job and become self-sufficient. Others, seeing few
options, may adopt a life of crime as their avenue of escape. And the same individ-
uals may react differently at different points in time.

The social sciences have developed ways to predict group behavior even
though they cannot predict individual behavior. For example, social scientists can-
not predict which particular individuals will be killed by handguns or automobile
accidents on a given weekend, but they can predict with surprising accuracy the
total number who will be killed. Pollsters are likewise able, through sampling tech-
niques, to learn the major concerns of voters. Political candidates can use this
knowledge to place themselves in a favorable position to gain the support of poten-
tial voters. This predictive ability is of course crucial for policymakers who wish to
know how people will react to a change in, for example, the capital gains tax.
One’s reaction to a capital gains tax cut will depend on several factors, such as
income level, expectations regarding how one’s own position will be helped or hurt
by the proposed tax change, and awareness of the law and its effect. Some individ-
uals will react in surprising ways, but the overall response will be predictable with-
in a small margin of error.

Public policy analysis bases its predictive efforts on the assumption that indi-
viduals act so consistently in their rational self-interest that they can be said to
obey “laws” of behavior. Several such generalizations provide a logical matrix for
understanding human behavior similar to the laws used to account for events in the
material world. But social scientific generalizations have their limitations. Human
beings bent on maximizing their self-interest may behave in a number of different
ways, depending on their understanding of their situation.

Nevertheless, the unpredicted or random movements—the errors—of individu-
als tend to offset each other. Knowledge of this fact makes possible the statistical
law of large numbers, which states that the average error (irregularity) of all indi-
viduals combined will approach zero. Since the irregularities of individual behav-
ior will tend to cancel each other out, the regularities will tend to show up in repli-
cated observations.

The Policy Analyst as Policymaker

Policy experts are often asked to explain the causes of certain events. Why, for
example, has violent crime declined in almost every U.S. city in the past few
years? At other times, policy analysts are asked to recommend policies to reduce
crime. When social scientists are explaining why violent crime has declined, they
are acting in their role as scientists. When they are proposing policies to reduce
criminal activity, they are acting in their role as policymakers.
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As noted in Chapter 1, it is important to understand the difference between
positive and normative analysis. Positive analysis tries to explain the world as it
exists. While policymakers may value scientific analysis, they have an additional
goal. Someone involved in normative analysis is trying to bring about a different
and presumably better end-state. For example, two individuals might be involved
in a discussion of drug usage in the United States. The following exchange might
be heard:

Jim: Current drug laws contribute to urban decay.
Colleen: Most drug laws should be rescinded.

The important distinction between the two statements is that the first is descriptive
of a social condition, at least as perceived by Jim. The second is prescriptive in that
it describes the legal order as it should be, that is, the law ought to be changed. We
can gather evidence to support or counter Jim’s positive statement. Colleen’s nor-
mative statement about what the policy ought to be cannot be confirmed or refuted
by merely gathering evidence. Deciding on the appropriate policy will involve our
philosophical views and personal values. This is not to deny that our evaluation of
the evidence about drug laws and urban decay will influence our value judgments
about what the policy ought to be. Specialists in public policy spend a great deal of
time trying to determine what the critical relationships are and exactly how society
works. But the whole purpose of government, and public policy, is to improve
society by promoting the general welfare.

Why Policy Analysts Disagree

The fact that policy is dependent on values results in the community of policy
scholars being no more unified in outlook than is the political community. Policy
scholars generally agree on various analytical aspects of policy, yet they hold dif-
ferent views about what is best for society. Since public policy analysts come from
across the political spectrum, they hold different opinions about the “best” or
“right” solution to problems.

For example, in the mid-1990s, some policymakers were determined to
reduce the federal deficit. Some analysts disagreed about the accuracy of the dif-
ferent theories regarding the impact of the deficit and the importance of balanc-
ing the budget. Analysts also disagreed on what the policy goals should be. Some
believed that a full employment deficit would help create jobs, which they
thought ought to be a major goal of public policy. Other analysts believed that
the deficit would result in rising inflation, which they thought ought to be avoid-
ed as the primary responsibility of government. Some policymakers in Congress
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and in the executive branch found political advantage on either side of the ques-
tion and staked out their position largely along the lines of appealing to their tra-
ditional constituents. As the deficit fell faster than most had anticipated, the dis-
agreement shifted to the issue of whether there should be a tax cut and a further
reduction in the role of government, or a reduction in the national debt. Once
again many analysts honestly disagreed on which policy should be adopted based
on the theories and data available. Their disagreements were undoubtedly influ-
enced by their individual values and which theories they believed would best
address the problem.

Another perennial issue is tax policy. Are Americans taxed too much? In the
long run, would individual saving and spending be a better stimulus for the econo-
my than government spending? Public policy analysts are no better at answering
this question than are physicians in determining whether the right to abortion is
justifiable. Such judgments in the United States are determined by the people
through the democratic process of voting into office those with specific policy
goals.

Increasingly there are cases in which policy experts agree, but the role of spe-
cial interest groups obscures the consensus. For example, even though independent
scholars were unanimous in their findings about the health risks of smoking, for
years the tobacco companies funded research that downplayed their significance.
Similarly studies were funded as the result of the Civil Rights Act of 1964 to assess
the extent to which individuals were being denied educational opportunities
because of race or other attributes. The research was not politically neutral. It was
limited to questions that provided information helpful to one side of the issue.
Studies are vulnerable to manipulation by the choice of alternatives considered, or
the interpretation of the findings.

The result is that policy analysis research is often used in the U.S. political
process to advocate opposition. Political entrepreneurs and special interest groups
examine the research not for overall utility in improving policy so much as for
selective findings that may undercut an adversary’s position or strengthen one’s
own. Politicians and lobbyists often look for support for preformed political and
ideological positions rather than information to help shape and guide policy.
Administrations are distressed to find that the results of analyses hinder the pursuit
of policies on which they have already embarked. The more ideologically motivat-
ed the administration or bureaucracy, the more policy is made on the basis of ideo-
logical inputs rather than analysis. In recent years, for example, conservatives have
backed and buttressed their aims by funding policy analysis groups such as the
Heritage Foundation or the American Enterprise Institute as an alternative to insti-
tutes perceived as having a more liberal orientation.!2
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The Policymaking Process

Public policy did not appear as a subfield of political science until the mid-1960s.
The effort to provide an abstract framework for the entire policy process was pre-
sented by David Easton.!? Since that time, effort has concentrated on the analysis
of specific substantive areas of public policy. Research has focused on topics such
as health care, education, the environment, welfare, and national security. Much of
this research has provided very detailed historical case studies of the development
and evolution of policy. More recently, there have been greater efforts to apply the-
oretical models to these case studies, focusing on the factors that affect policy for-
mulation and implementation. This evaluation research judges the formulation of
the policy proposal, the process of policy adoption, and the operation of the policy
program.

Public policy analysis has not progressed in developing scientifically lawlike
propositions. Similarly, the current understanding of the policy process is really a
heuristic model, not a theory that allows explanation and prediction. This model
separates the policymaking process into five stages: problem identification, poli-

v cy formulation, adoption, program operations, and evaluation. The model con-
tains no clear and consistent postulates about what drives the process from one
stage to the next. Its primary value has been that it divides the policymaking
process into manageable units of analysis. Thus the model has resulted in
research projects that focus almost exclusively on a single stage without tying
results into other projects. Little theoretical coherence exists from one stage to
the next.'*

Problem Identification

The first stage, shown in Figure 2.3, simply indicates that public policy begins
when a problem is perceived and gets on the policy agenda. There are many prob-
lems in society that are not part of the policy agenda because they have not come
to the attention of the authoritative actors in the government and therefore do not
cause any policy response.!s The desire for policies to provide for individual needs
is insatiable, while room on the agenda is scarce. This raises the question as to why
some issues get on the agenda while others do not. The dynamics of a changing
political environment, new political players, policy entrepreneurs, and new win-
dows of opportunity are major elements in new issues gaining a place on the agen-
da. For instance, the Great Depression provided the opportunity for legislation that
ushered in various policies such as Social Security and minimum-wage laws. The
conservative reaction that swept Ronald Reagan to the presidency provided a win-
dow of opportunity for the reduction of social welfare legislation and the introduc-
tion of supply-side economics on the policy agenda.!®
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Figure 2.3 The Elements of Policy Analysis:
A Cloud of Criteria, Objectives, and Consequences
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But in truth, success in getting on the policy agenda does not ensure that an
issue will receive a policy response. Some issues manage to get on the agenda yet
drift along for years without getting beyond the first stage. For example, health
care reform has been accepted as a policy item because of the strength of voter atti-
tudes on the issue. However, both political parties are in disarray as to how to pro-
ceed in implementing any reforms. The two major alternatives proposed are a uni-
versal plan administered by the government, and a plan that would require
coverage but use existing structures of private insurance. Neither political party
has coalesced around any firm proposals. Intense lobbying by special interest
groups, ideological biases, and questions regarding costs have made it difficult to
get beyond the initial agreement that something should be done. The lack of con-
sensus on how to proceed has resulted mostly in considerable debate and posturing
by political entrepreneurs (see Chapter 10).
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Other items may get on the policy agenda only to disappear into a black hole
by the crush of other issues, then resurface later in slightly modified forms. Thus
the question as to whether the United States should develop an industrial policy to
promote a resurgence of U.S. business growth was placed on the agenda in the
early 1980s. The idea was brushed aside by the Reagan White House, which
viewed industrial policy as inappropriate interference with an unfettered free mar-
ket, one of the goals of that administration. More recently, the administration of
Bill Clinton quietly instituted an industrial policy designed to strengthen business
and U.S. exports as part of his overall economic program. -

The first step in the policymaking process is a prerequisite for all the steps that
follow. So even though getting on the policy agenda provides no assurance that an
issue will go any further, failure to get on the agenda guarantees it will not go any-
where at all. For that reason, getting on the policy agenda is the most critical step,
and also the most nebulous and amorphous, in the entire process.

Some researchers suggest that the policy agenda should be thought of as con-
sisting of a systemic agenda and an institutional agenda. The systemic agenda is
made up of those issues perceived by the political community as meriting public
attention and resolution.!” However, the systemic agendas of national and state
governments are largely symbolic in nature. The issues they contain are often con-
troversial, and some items may be on one systemic agenda but not another. For
example, some believe that the “right to bear arms” is guaranteed by the
Constitution, and that it should be beyond the authority of Congress or the states to
regulate in any way. Therefore, the issue of gun control has until very recently
remained on the systemic agendas of the federal government and most state gov-
ernments, with many gun control opponents urging its removal altogether. Another
subset of items on the systemic agenda are those subject to nothing more than dis-
cussion; these are termed “pseudo-agenda items.”

The institutional agenda consists of those items that receive the powerful and
earnest attention of decisionmakers, though they are not always easily identified or
agreed upon. They include those issues that are actively pursued through the vari-
ous institutions of government.

Items may shift from the systemic to the institutional agenda as a result of a
variety of events. For example, Congress may prefer to keep an item such as an
abortion bill on the systemic agenda because it may be perceived as a no-win situ-
ation for members to take a stand on by voting. However, a decision by the
Supreme Court, such as Roe v. Wade, may force the issue back to the national leg-
islature and require some action. Policy issues typically move from private deci-
sionmaking to the public agenda when they progress from the systemic to the
institutional agenda.
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Scope of the conflict. If policy is not made through public decisions by the gov-
ernment, it will be made through private decisions, primarily by businesses or
financial elites. Traditionally, the principle of laissez-faire meant that government
should not interfere with business. As a practical matter, it meant that government
supported business decisionmaking through legislation and court decisions that
legitimized and reinforced corporate interests. Thus corporations made policy that
provided pervasive control over the lives of individuals unhindered by government
interference. Businesses were given a free hand to set the terms of employment,
wages, hours, and working conditions for employees, and those terms were sup-
ported by government stipulations regarding the rights to private property and free-
dom of contract.

Under laissez-faire doctrine, business provided for individual economic needs
through free enterprise, and was loosely supervised by lower levels of government.
But with the rise of giant corporations in the late nineteenth century, the power of
business organizations over the lives of individuals grew correspondingly. The
result was an overwhelming popular demand for government action to correct the
perceived abuses of power by corporate interests.

This demand for reform expanded the scope of the conflict from the private
arena of management versus labor to the public arena of government versus busi-
ness. For example, the national government took the lead in legislating worker
compensation and child labor laws. With the Great Depression came even more
pressure for the government to take an active role in managing the economy and
business.

Despite this expansion of governmental regulation, businesses still have a priv-
ileged position in U.S. politics even today. They can often make major decisions
with only a minimum of government control. In arguing for corporate autonomy
from government regulation, executives point out that business must submit first of
all to the discipline of the marketplace if it is to be successful. When an issue
affecting business does get on the public policy agenda, business organizations are
well represented in the public and governmental debates. Corporate leaders are
effective proponents for their companies and for the interests of capitalism in gen-
eral. They also provide many people for government positions, which encourages a
probusiness bias in government policymaking.

As long as decisions are made in the private sector, they are outside the realm
of politics, even though those decisions may affect many people and the allocation
of vast resources. Indeed, private conflicts are taken into the public arena precisely
because someone or some group wants to make certain that the power ratio among
the private interests shall not prevail in the final decisionmaking (see Chapter 4).1%
In fact, politics may be defined as the socialization of conflict:
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The political process is a sequence: conflicts are initiated by highly motivated,
high-tension groups so directly and immediately involved that it is difficult for
them to see the justice of competing claims. As long as the conflicts remain pri-
vate . . . no political process is initiated. Conflicts become political only when an
attempt is made to involve the wider public. Pressure politics might be described
as a stage in the socialization of conflict.!?

Enlarging the scope. As noted earlier, democracies provide the political means
for private controversies to spill over into the public arena. An issue or condition
must attract sufficient attention and interest to expand the scope of the conflict into
the public arena if there is to be any hope of changing its current disposition or sta-
tus.

Some of those involved in the issue will prefer the status quo, and attempt to
limit the scope of the conflict to keep the issue off the public policy agenda. And
those with interests already on the public policy agenda will not welcome new
items that threaten to displace their own. Since only a finite number of items can
be considered at any given time, there is always tension when new issues erupt into
public consciousness. Those items already on the agenda have a public legitimacy
by virtue of having been accepted onto it. New items have not yet established their
public legitimacy. For all of these reasons, the political system has a bias in favor
of the status quo and will resist the addition of new issues to the policy agenda.

Who sets the public policy agenda? Determining which issues move from the
systemic to the institutional agenda is an extremely important part of the entire pol-
icymaking process. The policy agenda is overburdened with a wide assortment of
foreign policy issues, national security affairs, economic questions, and domestic
concerns. For a problem to become a salient agenda item, it is important that it
have an influential advocate, especially the president. Another route for an issue to
move onto the institutional agenda is for it to be regarded as a crisis. The percep-
tion of a problem as being serious may even be more important than its actual seri-
ousness. A triggering event, for example, the single act of a terrorist, may focus
attention on an issue.

Increasingly, policy agendas are determined, by tightly knit groups that domi-
nate policymaking in particular subject areas. Iron triangles are the reciprocal
bonds that evolve between congressional committees and their staffs, special inter-
est groups, and bureaucratic agencies in the executive branch.20 Members of
Congress have incentives to serve on committees that deal with special interest
constituencies from their districts. Senators and representatives will bargain for
such appointments. And over time, committees in Congress tend to be dominated
by members who are highly motivated to provide generous support for the agen-
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cies they oversee. These congressional committees make up one side of an iron tri-
angle; they tend to be insulated from many party pressures and develop committee-
member alliances that cross party lines.

The special interest groups form a second side of the triangle. These lobbyists
and political action committees provide experts in the special interest area. They
provide committees with resources for public relations and media coverage, and
supply campaign financing to committee members. Finally, the bureaucracies of
federal agencies in the executive branch are the third side of the triangle, with their
own entrenched interests in particular issues or programs. Congressional hearings
provide excellent opportunities for government representatives and lobbyists to
build imposing cases for their positions.2! Iron triangles exemplify disturbing prob-
lems in public policy. Policy alternatives that challenge the established interests of
the triangle may never receive serious attention.

Responses to the situation created by iron triangles have been based mainly on
two different approaches to understanding the nature and functioning of govern-
ment: elite theory and pluralism or group theory. Those who espouse elite theory
are critical of iron triangles, pointing to their power as proof of the victory of
greedy special interest groups over the general welfare. Those who espouse plural-
ism, on the other hand, are more likely to conclude that such triangles simply
reflect strategies developed to promote policies in a diverse nation whose sub-
groups have different interests.

Getting from the systemic to the institutional agenda. According to elite
theory, elites who are powerful in their own right have relatively little trouble get-
ting their issues before the public. Those who own the media can publish stories or
air television shows.22 A member of Congress or the president, together with their
respective bureaucracies, can propose a policy. Special interest groups also fre-
quently approach the government with their perceptions of problems and proposed
solutions.

Ordinarily an individual must enlarge the scope of the conflict by mobilizing
public opinion. This might be done by enlisting the aid of experts who are knowl-
edgeable about the issue and how to publicize it. Frequently, the simplest solution
is to seek out an interest group that already deals with a related topic. For example,
if one is concerned that local public school students appear to be falling below
national standards in testing, one might approach the local parent teacher associa-
tion regarding remedial steps that might be taken. Getting the local newspaper to
write an article might elicit support for new school policies designed to improve
the quality of education in the local schools.

The number of people affected by an issue, the intensity of the effect an issue
has on the community, and the degree to which everyone’s self-interest can be
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Case Study: The Issue-Attention Cycle

Anthony Downs contends that many issues
appear on the policy agenda in a standardized
process that comprises an issue-attention
cycle. In his view, key domestic problems
leap into prominence and remain the center of
public attention for a short time, then fade
from concern even though they remain large-
ly unresolved. It is in part the length that pub-
lic attention stays focused on any given issue
that derermines whether enough political
pressure will be brought to bear to effect a
change. This cycle is rooted in the nature of
many domestic problems and the way the
communications media interact with the pub-
lic. The eycle has five stages, each of variable
duration, which usually occur in the follow-
ing sequence:

1. The preproblem stage. Some major
problem arises, and although policy experts
and special interest groups may be alarmed
by the situation, the general public is general-
ly not aware of the problem or its magnitude.
The general press has given it prominent cov-
erage. It is not unusual for some problems,
such as racism or malnutrition, to be worse
during the preproblem stage than they are by
the time the public's interest is aroused.

2. Alarmed discovery and euphoric
enthusiasm. Often as a result of some dramat-
ic event (like a riot or demonstration), the
public becomes aware of the problem.
Authoritative decisionmakers then make
speeches, which are enthusiastically received
by the public, regarding the politicians’ deter-
mination to resolve the problem. This opti-
mism is embedded in U.S. culture, which
tends to view any problem as outside the
structure of society, and naively believes that
every problem can be resolved without any
basic reordering of society itself. U.S. opti-

¥

mism in the past has clung to the view that
we as a nation could accomplish anything.
Since the late 1960s a more realistic aware-
ness that some problems may be beyond a
complete “solution” has begun to develop.

3. Realization of the cost of significant
progress. A realization that the cost of solving
the problem is extremely high sets in. The
solution would not only take a great deal of
money, but also require that some groups give
up some economic security (through taxes or
some other redistribution of resources in
favor of others). The public begins to realize
the structural nature of the problem, and a
human inconsistency regarding public policy
makes itself felt: we favor collective coercion
to raise our personal standard of living, and
oppose it when it is used to limit our own
actions and raise someone else’s income.

Many social problems involve the
exploitation, whether deliberately or uncon-
sciously, of one group by another, or people
being prevented from benefiting from some-
thing that others want to keep for themselves.
For example, most upper-middle-income peo-
ple (usually white) have a high regard for
geographic separation from poor people (fre-
quently nonwhite). Consequently, equality of
access to the advantages of suburban living
for the poor cannot be achieved without some
sacrifice by the upper-middle class of the
“benefits” of that separation. The recognition
of the relationship between the problem and
its “solution” is a key part of the third stage.

4. Gradual decline of intense public
interest. As more people realize how difficult
and costly to themselves a solution would be,
their enthusiasm for finding a “solution™
diminishes rapidly. Some come to feel that
solving the problem threatens them; others
merely get bored or discouraged with the per-

continues
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Case Study continued

ceived futility of grappling with the issue.
Also by this time, another issue has usually
been discovered by the media and is entering
the second stage, and it claims the public's
attention.

5. The postproblem stage. Having been
replaced by successive issues at the center of
public interest, the issue moves into a stage of
reduced attention, although there may be a
recurrence of interest from time to time. This
stage differs from the preproblem stage in
that some programs and policies have been

ment bureaucracy may have been given the
task of administering a program and monitor-
ing the situation. Special interest groups may
have developed a symbiotic relationship with
the bureaucracy and have had a successful
impact even though the “action™ has shifted
to other issues.

Source: Anthony Downs, “The ‘Issue-Attention
Cycle,’” Public Interest, no. 28 (1972): 38-50;
Anthony Downs, “Up and Down with Ecology:
The Issue-Attention Cycle,” Public Interest, no. 32

put in place to deal with the issue. A govern- M s

aroused to confront the problem are all factors to be considered when trying to get
an issue on the institutional agenda. An analysis of what will happen if nothing is
done about a problem, in terms of who will be affected and in what ways, can be a
powerful inducement to action.

Using symbols to get an issue on the agenda. Ultimately the need to attract
broad support to get an issue on the political agenda, and to try to move it to the
institutional agenda, encourages the use of symbols. A symbol legitimizes issues
and attracts support for the proposed policy goals. Symbols help people to order
and interpret their reality, and even create the reality to which they give their atten-
tion. A major attribute of successful symbols is ambiguity. A symbol may be a slo-
gan, an event, a person, or anything to which people attach meaning or value.
Symbols can mean different things to different people. They permit the translation
of private and personal intentions into wider collective goals by appealing to peo-
ple with diverse motivations and values.?® Ambiguity permits maneuvering room to
reduce opposition to a policy. For instance, in the 1980s, “welfare” came under
increasing attack in a period of tight budgets and declining support for egalitarian
policies. Calling the programs “workfare” rather than “welfare™ reduced some of
the opposition to them, since the new term implied welfare recipients would not be
getting a free ride.

Civil rights efforts in the 1960s were initially known primarily for their use of
slogans and symbolic marches rather than for any solid achievements. When
marchers appealing to “equal rights,” the “Constitution,” and “justice and equality”
were shown on television being attacked by police using dogs and fire hoses, the
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news reports had a powerful impact on the nation. After a relatively brief period,
several effective pieces of legislation passed Congress. It is doubtful that the legis-
lation could have passed without the powerful symbols that preceded it.

Policy Formulation

Success in getting a problem accepted onto the policy agenda may depend in part
on the ability to convince others that it is amenable to some governmental solution.
Once the problem is on the agenda, however, specific plans for attacking it must be
addressed. The problem has been clearly identified, and the need to do something
about it accepted; policy formulation is then concerned with the “what™ questions
associated with generating alternatives. What is the plan for dealing with the prob-
lem? What are the goals and priorities? What options are available to achieve those
goals? What are the costs and benefits of each of the options? What externalities,
positive or negative, are associated with each alternative?

The first option after looking at the proposed solutions may well be to do noth-
ing. Most, but not all. public policy proposals cost money. Currently there are
severe economic constraints on new policy initiatives at the state level and particu-
larly at the national level. The economic costs of new programs at the national
level have made it extremely difficult to add any new programs.

The result of huge federal deficits during the mid-1980s, budgetary problems
dwarfed all other issues as the president and Congress wrestled with the gap
between revenues and demand. The result was that few new policies were added to
the public agenda, and old programs were reauthorized at the same or reduced
spending levels.

Increasingly, programs are expected to be financed by their recipients. For
example, the Medicare Catastrophic Coverage Act, which was passed with biparti-
san support prior to the 1988 election, provided insurance against catastrophic ill-
nesses for those on Medicare by imposing a ceiling on medical bills and paying
100 percent of the costs through Medicare. The goal was to relieve worry among
the elderly that they would be impoverished by the high costs of medical care,
especially hospitalization. This insurance was to be paid through a surtax on the
income taxes of the elderly. The wealthiest elderly would pay the most, the poorest
the least. The theory was that the elderly, as the program’s beneficiaries, should
bear the cost.24

Another major concern for entrepreneurs are the political costs associated with
taking action. Since many policies will alter the distribution of income, it can be
expected that those whose incomes will be adversely affected will generally oppose
them, while those who will be helped will generally favor them. Political entrepre-
neurs sometimes find themselves caught between doing what they think is right and
choosing the alternative that is the least costly from a political perspective.
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Case Study: The Dilemma of Tax Cuts, Deficits, and Social Welfare

The huge budget deficits that started in the
1980s were a continuous problem for policy-
makers. When President Ronald Reagan took
office in 1981 he was committed to a reduc-
tion in tax rates, especially for the affluent.
He found reducing government expenditures
more difficult politically than cutting taxes.
The result was a period of massive budget
deficits that continued through his and
George H. W. Bush’s administrations and
well into Bill Clinton’s.

The government ran budget deficits
through most of the years from the 1950s
through the 1970s. The deficits were modest,
however, and the overall economy grew
faster than the deficits, The fact that the
national debt was actually declining when
measured against gross domestic product
(GDP) during this period translated into no
cause for alarm, as the government was living
within its means. When the Reagan tax cuts
were not accompanied by cuts in government
spending, the growth in government debt rel-
ative to GDP began rising. The government
had to finance the growing deficit by borrow-
ing the money (selling bonds). This had the
effect of pulling money away from invest-
ment in new capital equipment, which slowed
economic growth and depressed the living
standards of Americans. Policymakers of
whatever political persuasion accepted this
basic theory and saw persistent deficits grow-
ing relative to GDP as a significant policy
problem. They disagreed on the question of
how to reduce the deficit.

There are three ways to reduce a deficit:
raise taxes, cut spending, or promote a more
rapid growth in GDP than in government
spending. When Bill Clinton took office in
1993, deficit reduction was his major goal. In
fact, Clinton later boasted that the deficit had
declined in each year he was in office. His

first action was to raise taxes among upper-
income groups while reducing the rate of
growth of the budget. When the Republicans
took control of Congress in 1995, they
opposed any further tax increases, and
pressed for more tax cuts (o encourage pri-
vate sector savings (which might be translat-
ed into capital investment). The result was a
reduction in spending for many welfare pro-
grams as Clinton proposed to “end welfare as
we know it.” Modest cuts in military spend-
ing and a long, steady growth in the economy
reduced the size of the deficit, and the debt
relative to GDP.

Clinton later proposed using the surge in
tax receipts, taken in as the deficit gap
decreased, for a modest tax cut and an
increase in spending for education and other
social welfare programs. Republicans in
Congress proposed greater tax cuts and were
committed to a smaller government. The
budget issue continues to test policymakers’
metal. After President George W. Bush was
elected, he acted quickly to provide “tax
relief” particularly to those at the higher end
of the income bracket. Those supporting the
tax breaks could not have anticipated the
extraordinary costs of the terrorist strikes and
subsequent invasion of Iraq. The unfortunate
consequence is a renewal of the deficit that
policymakers had worked to reduce.

Like many policy issues, the debate over
budget deficits has several facets. Policy-
makers agree on the general theory, but dis-
agree on the best solution. The outcome is
incremental changes at the margins resulting
from compromise. It should also be noted that
it took several years before the issue got on
the agenda for serious debate and action.
Budgets and economic policy will be dis-
cussed more fully in later chapters.
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Selecting alternatives. The formulation of a policy proposal ordinarily includes
not only a statement of the goals of the policy, but various alternatives (or pro-
grams) for achieving the goals. How the problem is formulated will often suggest
how the alternatives are proposed.

Some policy theorists promote rational analysis as a plan for achieving gov-
ernment efficiency through a comprehensive review of all the policy options and
an examination of their consequences. Rational analysis selects the option that
maximizes utility.

Much of the animosity surrounding the budgetary process is claimed to result
from its lack of rationality. Everyone from the person-in-the-street, to bureaucrats,
to special interest groups, to Congress, to the president believes that he or she can
produce a better, more rational budget. However, rational analysis of the budgetary
process implies that each option be considered, and no analyst can do this nor can
any analysis of the budget be completely comprehensive.?> Some things are
inevitably left out of every analysis. There is not even a basis for constructing a
satisfactory list of criteria to determine which goals or alternatives are the most
reasonable and which could be left out.

A model of all social problems that included their ranking by importance
would be very expensive and difficult to keep up-to-date. People’s and society’s
concerns change constantly. For instance, until about 1980, most Americans out-
side the medical profession were unaware of Alzheimer’s disease. It is now gener-
ally known to be a relatively common form of dementia that afflicts a significant
percentage of the elderly population. It causes memory loss, personality disorders,
and a decrease in other mental capabilities. After research helped to define
Alzheimer’s as a particular pathology, an organization was formed by people who
had family members diagnosed with the disease. The Alzheimer’s Association has
since opened an office in Washington, D.C., to lobby Congress to double the
amount of federal funds currently dedicated to Alzheimer’s research. However, a
complete analysis of the appropriate amount of federal money to spend for
Alzheimer’s research would have to include an analysis of all other possible ways
to spend the money. That is, every other item in the budget, such as aid to educa-
tion, the space program, cancer research, environmental protection, even deficit
reduction and lowering taxes, would have to be considered.2¢

Only the political process can do this. Budgetary decisionmaking is a political
process regarding choices about values. The suggestion that this process could be
replaced with an apolitical rationality is disingenuous. Several presidents have
argued in favor of Congress giving the executive the power of a line-item veto, as
though this would take politics out of the process. But nothing can take politics out
of the budgetary process.2” In 1996 Congress handed the president additional
power to cut the budget by providing a limited line-item veto. The first time it was
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used, by President Clinton in the fall of 1997, court challenges were instituted
arguing that this was an unconstitutional delegation of power to the executive.

Other policy theorists therefore contend that an incremental approach is actual-
ly much more rational. Incrementalism is an approach to decisionmaking in which
policymakers change policy at the margins. That is, they begin with the current set
of circumstances and consider changing things in only a small way. Particularly in
budgeting, this is the typical approach. Just note that the best predictor of what
next year's federal budget allocations will be is this year’s allocations.
Incrementalism assumes that public policy decisions will usually involve only
modest changes to the status quo and not require a thorough inspection of all the
available options.

Incrementalism assumes the rational self-interest approach of individuals and
groups. Since individual and group interests usually conflict, compromise will be
required in which everyone will have to settle for less than they hoped for. This
results in relatively small changes in existing policy. The budgetary process is thus
simplified into a task that assumes each existing program will continue to be fund-
ed at its existing level because this level is perceived as fair. If the budget is grow-
ing, each program gets approximately the same percentage increase, with those
programs having unusually strong support getting a slightly larger increase and
those whose support or visibility are waning receiving slightly less. These new
funding levels become the bases for the next year’s budget.

The late Aaron Wildavsky maintained that incrementalism is the best tech-
nique for reaching budgetary decisions, because it reduces the decisionmaking
process to manageable size. It focuses only on the changes to existing programs
rather than requiring a complete justification of the entire program annually. The
result is also an allocation of money according to each program’s political strength.
Since the selection of programs is a normative decision, according to Wildavsky, it
is about as good a measure as we have regarding which programs are most deserv-
ing.28

The result of incrementalism is satisficing, or adopting a policy acceptable
from all viewpoints rather than seeking the best solution possible. The “best” solu-
tion might prove unacceptable to so many decisionmakers that it would be voted
down if proposed. For example, many public policy experts recommended a signif-
icant tax increase on gasoline at the pump as the “best” way to reduce gas con-
sumption and U.S. reliance on imported oil. Fear of consumer reaction and
Republican opposition forced President Clinton to reduce a proposed gasoline tax
increase from 20¢ to 5¢ a gallon. When the tax kicked in during the fall of 1993,
few even noticed. In the fall of 1994, after inflation, gasoline prices were actually
lower than before the tax increase. Since politics is the art of the possible, a negoti-
ated compromise that wins some, if not all, support is preferred to defeat.
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Incrementalism works, then, because it is in some ways the most rational
approach to policymaking. Time and resources are too limited to permit an exami-
nation of all the alternatives. There is a legitimacy in previous policies and pro-
grams, while the feasibility of new ones is less predictable. Incrementalism also
permits quicker political settlements, particularly when disputes are at the margins
regarding the modification of programs.

Adoption

Getting a proposed policy from the institutional agenda through the adoption
process is crucial to effecting a change. In the late 1960s many public policy schol-
ars focused on the question of how a bill becomes a law and the many veto points
in the process. The process of proposing a bill and getting it passed is very straight-
forward in that it must follow a standardized procedure. However, the pitfalls that
can befall a bill in the process are well known.

The definition of an issue and its impact on different portions of the population
usually change in the debate during the policy process. Political entrepreneurs try
to redraw the dimensions of the dispute so they can reconfigure political coalitions
and gain a winning edge. Party leaders and senior members of the congressional
committee considering the issue often bide their time, waiting for other members
of the committee or of Congress to become familiar with the issue. They generally
then move when they sense the time is ripe for action, based on their experience in
dealing with such matters.

The separation of powers in government allows each branch to judge the legiti-
macy, and if necessary to take action to check the moves, of the other branches.
The actors involved here are clearly political elites and must be persuaded not of
the wisdom of the proposed policy, but of its chances of success politically. For
this reason the major concern at this point is whether the proposed policy is politi-
cally viable. The broadest support for the policy must be in evidence here to con-
vince political entreprencurs that it is in their own interests to promote it through
their votes.

Program Operations

In the policy process, once a problem has been identified, alternatives have been
examined, and a solution has been selected and legitimized through the adoption of
legislation, one part of the policymaking process has been completed. But this is
also the beginning of another part of the process—implementing the policy.
Implementation means carrying out the policy or program operations. Or as
Robert Lineberry asserts, implementation is “a continuation of policy making by
other means.”? Implementation has attracted a significant amount of research,



METHODS AND MODELS FOR POLICY ANALYSIS

because policies often do not accomplish what they were designed to achieve.30
There are a series of decisions and actions that are necessary to put a policy into
effect, and as in chess, miscalculation in the original design strategy or in imple-
mentation may bring the entire effort to naught.

Policy advocates have come to realize that the time to plan for the implementa-
tion phase is during the formulation and policy selection stage. All the earlier phas-
es, if done well, will reach this state where the proposal is to be translated into
action. Several factors in the design phase will facilitate the implementation stage.
Perhaps most critical is the question of policy design. That is, has the problem
been accurately defined? Only if the problem is accurately understood do the
causal relationships become evident and allow the analyst to correctly perceive the
connections between a particular policy’s operation and its intent. For example, the
Americans with Disabilities Act of 1990 prohibited discrimination against people
with disabilities. The Equal Employment Opportunity Commission and other fed-
eral agencies held lengthy hearings to create the regulations spelling out the stan-
dards of compliance.?!

Congress can reduce the discretion of administrators by providing very
detailed legislation. For example, Social Security legislation provides very precise
terms for eligibility and levels of benefits and formulas for additional earnings.
Even so, eligibility for benefits under Social Security Disability Insurance (SSDI)
cannot be set forth with such precision. The general definition of disability states
that an individual is unable to engage in significant gainful employment by reason
of a medically diagnosable mental or physical impairment expected to last at least
twelve months or result in death. This definition of necessity leaves much room for
subjective judgments and interpretation.’? Implementation of SSDI benefits has
resulted in significant controversy and thousands of cases of litigation.

It is usually much easier to implement a policy if it is clearly stated and consis-
tent with other policy objectives. Vague and ambiguous language will be received
by the state officials handling the implementation quite differently than will crisp,
lucid legislation. Vaguely worded laws may be subject to varying interpretations by
bureaucrats or state officials tasked with implementing a program. Vagueness may
even permit opponents to effectively sabotage the policy. On the other hand, there
are times when vagueness may be preferred to clarity, if the alternative would be
no program at all. An excellent example of this is the Constitution, which as the
basic framework of the U.S. government is also a policy statement. When the
Founding Fathers were unable to agree on clear statements on several issues, they
compromised on vague, broad statements and agreed to let later practice determine
the outcome. The “necessary and proper” clause is an obvious instance.

Another factor that facilitates the implementation of a policy is its perceived
legitimacy. For instance, a program that passes both houses of Congress with large
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majorities or a decision by the Supreme Court that is unanimous or nearly so will
generally also have the support of those tasked with its implementation. Even those
who have misgivings will be more inclined to go along with the perceived man-
date.

Implementation is the most important part of the policymaking process for stu-
dents of public administration. Much of the important work of implementing poli-
cy is done by the “street-level” bureaucrats, including judges, public health work-
ers, school teachers, social workers, and other federal, state, and local government
employees.

Evaluation

The last stage of the policymaking process is evaluation. Every stage involves a
purposeful effort to bring about some change in the political environment. But in
particular the process of formulating a proposal and choosing among alternatives
to achieve the policy’s objectives suggests the need for some criteria or standard to
determine if the implemented policy has achieved it objectives.

Evaluation is the assessment of how a program achieves its intended goals. All
the earlier stages of the policy process look toward a future goal to be achieved;
evaluation looks backward. It is a tool whose primary purpose is to appraise the
operation of a program and provide feedback to those involved in the earlier
stages. This feedback permits modifications in the policy to improve its efficiency
and effectiveness. Evaluation also pinpoints unintended effects of a policy and
allows adjustment in the implementation process to avoid those that are undesir-
able. In addition, it can be used to monitor the expenditure of funds to see that they
were spent according to the terms of the law or grant. Thus, such assessments focus
on the implementation of a program and how it has met the goals and objectives
spelled out in the selection and adoption phases of the policy process.

Evaluation of public policy programs came into its own during the 1960s.
Under Great Society legislation, there was a surge in government programs to deal
with a variety of social ills. At the same time, critics charged that these programs
resulted in many government failures, and at a significant cost to taxpayers. The
media reported cases of waste and inefficiency, as well as programs that were not
achieving their intended goals. Congress began requiring more vigorous evalua-
tions of programs by agencies like the General Accounting Office.

It is useful to make a distinction between policymaking and policy analysis.
This book is primarily concerned with the policymaking process. Policy analysts,
however, emphasize the evaluation process and use a variety of different methods
to assess policy, including laboratory studies, simulations, case studies, sample sur-
veys, and cost-benefit analyses, to name just a few. The process often also involves
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the use of analytical techniques, such as applied statistical analysis, to measure
program effectiveness in meeting goals.

Conclusion

Public policy has developed as a subfield within the discipline of political science
since the mid-1960s. As a social science, it draws on the humanities, and history in
particular, for its data. It also utilizes the scientific method in an effort to explain
and predict underlying causal relationships in policymaking and uses empirical
methodology to test the validity of causal relationships. Existing at the confluence
of the social sciences, public policy draws on theoretical developments in the vari-
ous social sciences.

Policy analysts utilize the scientific method in order to understand the social
world in which they work. Like other scientists, they must make assumptions and
construct models to simplify a very complex world to provide greater understand-
ing. Policy analysts study all the issues that are of interest to policymakers, which
is to say that policy analysis is wide ranging and interdisciplinary.

When policy analysts are engaged in positive analysis, they are concerned with
understanding the world as it is. When policy analysts are concerned with norma-
tive issues (how the world ought to be), they are acting more in the role of policy-
maker. An objective understanding of how the world is will influence one’s values.

Specialists in public policy issues may not always agree, because they have
different scientific judgments regarding theories developed from studies. They also
disagree because they have different value systems about what ought to be to
improve society. Sometimes there may be wide agreement among policy scientists
but a public perception of a lack of consensus, because special interest groups
often provide studies and spokespersons claiming expertise to support almost any
position imaginable.

The complexity of the problems in policy analysis has made the development
of public policy theory difficult. Predictions that may be valid solely in terms of
the underlying assumptions of a discipline such as economics or political science
are often not based on data broad enough in scope to ensure their accuracy in the
larger policy scheme. Such predictions fail to take into account all the significant
phenomena that influence the politico-economic variables related to a problem.
This means that any effective theory development must begin at the micro level
and take into account individual rational actors and their decisionmaking prefer-
ences, then move toward the macro level and take into account aspects of institu-
tional constraints and the societal effects of policy.

Scholarship over the past two decades has resulted in a significant accumula-
tion of knowledge regarding the policymaking process. Dividing the process into
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stages—agetting an issue on the public agenda, formulating the policy proposal,
achieving its adoption. implementing the policy as a program, and evaluating the
program'’s effectiveness in achieving the original policy goals—has been the stan-
dard analytical approach. This has resulted in uncovering phenomena, such as
“critical actors,” that were previously overlooked.

The political system transfers private disagreements into public disagreements.
Getting an issue on the public policy agenda is a critical procedural process. Elites
in the society have far more influence than the average citizen.

Questions for Discussion

1. Discuss the role of theory in understanding phenomena from the natural sci-
ences. Does it differ from the role of theory in the social sciences? Why?

2. Why is the development of theory in the social sciences more difficult than

in the natural sciences?

What are the special problems in developing theory in the policy sciences?

Should theories and models be a completely accurate reflection of reality?

Why are the contributions of policy analysts often not held in high regard

by policymakers?

What if anything can be done to strengthen the role of policy analysts?

7. Why is it so difficult to get a proposed policy adopted and implemented?
How would you suggest streamlining the process?
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CHAPTER 3

Rational Public Choice

This chapter is concerned with the theory of rational choice, which was originally
developed by economists but was quickly adapted to other policy science disci-
plines. Indeed, there is nothing especially economic about rational behavior. There
are several differences between the economic marketplace and political markets. In
most economic markets, firms compete to sell products to the consumer, who
makes the final choice. Theoretically at least, the consumer is sovereign.
Production matches itself to the demand of consumers based on their willingness
and ability to pay. Political markets are typically decided by a one-time choice at
the ballot box in which a majority wins. Interested parties may continue to pressure
an elected official for the duration of the term of office following the election, but
all consumers get the same political goods whether it is health care, public schools,
or national defense.

This chapter is concerned with how individuals and elected policymakers
make decisions. Can we develop a set of assumptions regarding individual prefer-
ences, and from these derive principles of political behavior for individuals as well
as those seeking election? Do elected officials’ decisions reflect the will of the vot-
ers? Is the competition in the political marketplace as responsive to consumers’
wishes as it is in the economic marketplace?

Rational Choice

Rational choice theory, sometimes called public choice, is the study of the collec-
tive decisions made by groups of individuals through the political process to maxi-
mize their own self-interest. Public choice assumes that individuals are just as
rational and self-interested in the political sector as they are in the economic mar-
ketplace.! According to public choice theory, when people behave differently in the
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political sector than in the marketplace, it is because the institutional arrangements
are different and not because of a lack of self-interest.

Many political scientists defend public choice as being wholly value-free and
scientific.2 Rational public choice attempts to provide an analysis and an explana-
tion of the society as it is and not necessarily as it should be. That is, it explains
actual social behavior. It explains why individuals with high incomes are more
likely to vote than those with low incomes, and why they are more likely to be
active members of special interest groups. The theory also suggests why there are
built-in social and political supports for the status quo, because despite the claim of
many of its practitioners that the theory is value-free, positive science, the conclu-
sions of public choice have a definite modern-day conservative cast.

Personal Decisionmaking

In Chapter 2 we pointed out that human beings are multifaceted creatures. Human
nature is too complex to be explained in one or two dimensions. But we do assume
that people are motivated to engage in goal-directed actions to satisfy their needs.
Each individual has a unique set of needs that are influenced by his or her own his-
tory, including gender, age, ethnic background, intellectual abilities, family situa-
tion, and financial status, to name just a few. Motivation theories tell us that we all
are motivated to fulfill a variety of needs. Abraham Maslow proposed that there is
a hierarchy of needs that is common to mentally healthy adults. Any of the five
needs are capable of motivating behavior (see Figure 3.1).3 He believed that these
needs arranged themselves in a distinct order. According to his theory, as long as a
lower-level need is unsatisfied, an individual will be highly motivated to choose
actions calculated to satisfy that need.

According to this theory, once lower needs, like the physiological needs, are
satisfied, a person will direct their attention toward satisfying their safety needs
and so on. Research on Maslow’s model has resulted in several criticisms, although
none of the criticisms have been fatal. First, a person’s needs may change over
time. The needs of a young adult embarking on a new career and starting a family
will differ from those of a veteran employee preparing for retirement. And changes
in society may result in changes in the significance of different needs. For exam-
ple, an economy falling into recession with rising unemployment may cause one to
shift his or her attention from esteem needs to safety and physiological needs. A
second criticism suggested by research is that people often work to satisfy several
needs at the same time. For example, a person’s employment may satisfy the physi-
ological need to acquire money to provide for the survival needs, while simultane-
ously providing for safety needs through insurance and pension programs. One’s
peers at work may also satisfy esteem and self-actualization needs through friend-
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Figure 3.1 Maslow’s Need Hierarchy
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(friendship, love)
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(security needs)

Physiological
(survival—food, shelter)

ship and the mutual participation in creative work endeavors. Despite these criti-
cisms, Maslow’s theory retains a certain popularity because of its intuitive appeal
and because understanding how individual needs appear is critical in understanding
what motivates individual behavior.

The conventional view of policymaking in the United States is that people act
on the basis of self-interest in public and private affairs. The “public interest” may
be understood as the entirety of these individual preferences expressed as choices.
Society is improved when some people’s preferences can be satisfied without mak-
ing other people worse off. Usually we assume the economic market will serve best
to improve society. Public policies are needed when a policy makes improvements
more efficiently than does the market.# This is not a statement of how public poli-
cies are actually made, but how they are justified.’

Public policy is interested in purposeful rational choice. In this sense, rational
behavior simply means making choices the consumer believes will maximize per-
sonal satisfaction or utility. Adam Smith described this as “the desire of bettering
our condition,” which begins at birth and never ends until we go to our graves.

Since the concept of rational self-interest is often a source of misunderstand-
ing, it is important to clarify its meaning.6 Rational self-interest means that individ-
uals have preferences. People intend to act in such a way to achieve those prefer-
ences when the expected benefits exceed the costs of available choices. Since
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people try to make decisions by comparing costs and benefits, their behavior may
change if the costs or benefits they face change. Rational choice follows the basic
rule of logic that holds that behavior is rational as long as its marginal benefit is
equal to its marginal cost. A rational actor is expected to choose the action that will
maximize expected benefits. This simple rule of logic is central to rational choice
thinking. The marginal benefit from taking certain action is the increase in total
benefit from doing it once more, while the marginal cost is the increase in total
costs from doing it once more. Behavior is maximized by making decisions until
the net benefit equals the net cost.

Some rational choices may seem irrational. For example, a rational choice
made by an individual with limited information may not appear rational to some-
one with more information. A consumer may pay a high price for a product when
the identical item may be for sale at a much lower price at another store nearby.
But the consumer may not be aware that the other store carries the product, let
alone at a lower price. Decisions are often made with less than perfect information.
Information has a cost in time, and sometimes in money.

Rational self-interest does not mean that people make the best decisions.
Mistakes will still be made. Decisions are usually made under conditions of limited
information. The costs associated with acquiring all the relevant information may
be too high, or the information required for utility-maximizing behavior may not
be available. For example, the government spends close to $30 billion a year to
acquire the best information available regarding other countries’ capabilities and
intentions. Much of the information is gathered despite the attempts of other coun-
tries to maintain their secrecy. The government may formulate foreign policy based
on the best available intelligence findings. Failures of foreign policy occur when
there is an incorrect assessment of the intelligence information, or an inability to
uncover all critical information.

Even if the full range of information needed to make a truly rational, self-inter-
ested choice is unavailable or too great for a person to adequately assimilate, the
process of choice rather than the outcome of the process can still be considered
rational. Behavior may be procedurally rational when it is the outcome of appropri-
ate consideration based on incomplete information. Rational behavior does not
mean that individuals never make a bad decision. Still, only a self-destructive indi-
vidual will knowingly choose an inferior alternative to a more preferred one.

People may make irrational decisions, for example, by ignoring opportunity
costs. An individual who squanders his money gambling and is then unable to pay
his rent or mortgage has acted irresponsibly, and to a public choice theorist, irra-
tionally. There is evidence that people learn from their experience and, when faced
with a repeated situation, learn to consider opportunity costs. The concept of
rational self-interest only holds that an individual would never knowingly choose a
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higher-cost means of achieving a given end when a lower-cost alternative is avail-
able. The notion that people will respond to incentives in predictable ways is cen-
tral to rational choice and to public policy. If the cost of health care rises in real
terms (adjusted for changes in inflation), less will be demanded. Drivers will buck-
le their seat belts if the perceived benefit (reduced risk of injury) outweighs the
cost (the time spent buckling and the discomfort of the restraint). But if the cost of
their use is viewed as exceeding the benefit, seat belts will remain unbuckled.
People will try to reduce costs and increase benefits to themselves.

Rational self-interest arouses ambivalence in many people. It evokes images of
reason and informed decisionmaking on the one hand, but on the other hand sug-
gests a sophisticated self-centered behavior. Rational self-interest is not the same
as selfishness or greed. An individual who is injured in an accident and seeks med-
ical attention is acting in his or her self-interest, but we would not accuse the indi-
vidual of being selfish because of that action. By the same token, obeying the law
may be in one’s self-interest, but it is not selfish conduct. Selfish conduct is behav-
ior that disregards the interest of others in situations in which their interests should
not be ignored. For example, to take an ample supply of food and water on a camp-
ing trip is not selfish, but to refuse to share some of one’s excess food to a hiker
who has been lost and without food would be.

Rational self-interest does not deny altruism. Individuals may act out of altru-
ism in working in soup kitchens or in homeless shelters. However, rational self-
interest does suggest that the altruistic behavior of individuals will be affected by
changing perceptions of costs and benefits. For example, if tax deductions for char-
itable contributions are reduced or eliminated, such contributions will decline.
Conversely, increasing the tax benefit for charitable contributions will result in an
increase in such constributions.” The corollary to the point that rational self-inter-
est does not coincide with selfishness is the observation that rational self-interest
does not mean individuals are motivated solely by the pursuit of material goods.
Individuals may be motivated by love, justice, power, and other abstract influ-
ences. It is still true, however, that economic welfare may often be the basis for
achieving even many nonmaterial goals.

None of the foregoing is meant to suggest that individuals consciously calcu-
late benefits and costs before selecting an alternative. Rational self-interest
describes behavior, not thought processes.® A physicist would describe the forces
involved in achieving balance in riding a bicycle quite differently than the average
adolescent riding one. However, the child riding a bike will act as if he or she has a
physicist’s understanding when, in fact, he or she does not.

Rational self-interest is an assumption about the way people do behave, and is
not a judgment about how they should behave. The term rational does not indicate
approval or disapproval of the goal itself.
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The Tragedy of the Commons

Any discussion of rational self-interested behavior should point out that individual
rationality and group rationality are not identical and may even be opposed. To
understand this dilemma, we consider a metaphorical story written by biologist
Garrett Hardin. Hardin asks us to assume that several farmers use a common pas-
ture to graze their sheep. As the common meadow is owned by everyone, it is the
responsibility of no one. The total number of sheep grazing this pasture is at the
maximum sustainable amount of grass the pasture can yield to maintain the sheep.
It is in the farmers’ collective interest not to allow any additional sheep to graze in
this pasture and to try to secure an agreement among themselves to that effect.

But since the sheep are the sole means of livelihood for each farmer, the num-
ber of sheep each farmer has directly relates to the income his family has. For each
farmer, therefore, the rational strategy is to sneak additional sheep into his flock to
graze in the common meadow. The point is that it is always in the individual’s self-
interest to exploit the commons to the maximum (whether it is public grazing land,
the environment, or fisheries), because the individual will receive all the benefits
of his action, while the cost will be shared by all members of the community. The
triumph of rational egoism through market capitalism has the effect of aggravating
the tragedy of the commons. It may also serve to reduce trust and the feeling of
community between the members of society.

Each farmer has an incentive to act according to a short time horizon to
improve his personal well-being. But at some point in the future this behavior,
though individually rational, will result in the disintegration of the entire commons
from overgrazing. The individual farmer is seeking immediate large gains over
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what appear to be smaller losses in the remote future. The tragedy of the commons
is found in the conflict between individual interests and the well-being of the col-
lective. If the meadow were privately owned, the farmer with title to the property
would have an incentive not to overgraze his meadow. The moral of the metaphor
is that individual rational self-interested behavior to maximize private gain may be
suboptimal in the long run.

The story concerns what policy analysts call “the public interest” and what
economists call “collective goods.” The ideas revealed in the tragedy of the com-
mons undermine Adam Smith’s laissez-faire assumption that self-interested behav-
ior will maximize social benefit. Many of those who identified themselves as liber-
tarian in the 1990s were drawn from conservative circles and the “New Left” of the
1960s and 1970s, both of which applied the same laissez-faire logic to politics that
others applied to economics.

From Individual to Group Choice

We have looked at the behavior of individuals when they act to maximize their util-
ity. Now we turn our attention to consider how the model might be applied to
explain or predict the behavior of government. Rational choice theory when
applied to government or public policy decisionmaking is often referred to as pub-
lic choice theory. For our purposes, we can use “rational choice” and “public
choice” interchangeably.

A basic premise of rational public choice is that “political man/woman” (politi-
cal entrepreneurs, voters, and members of special interest groups) and “economic
man/woman” (producers and consumers) are one and the same person. The person
who votes or runs for political office is also the consumer of economic goods and
concerned with opportunity costs. In both roles people decide on their preferences
based on their rational self-interest, and act purposefully to bring about outcomes
that are desirable to them. Again this is not to deny that people may also have
social consciences or value altruism. But it suggests why it may be difficult to
develop a broad commitment in society to transfer benefits from contributors to
noncontributors—that is, from the privileged to the poor. It also suggests why the
haves acquire more power with which to further their self-interest than do the
have-nots.

It is based on the premise that competition takes place in the political arena.
Although the coercive power of government is imposing, it is still limited by sever-
al factors. It is constrained, first, by the resources that it can command. The gov-
ernment relies on its taxing and spending powers in many instances to conduct
public policy. The function of taxes is to transfer control over capital from the pri-
vate sector to the public sector. By using this purchasing power to buy goods and

71



72  Pusuc Pouicy

Case Study: The Tragedy of the Commons and Common Resources

As the tragedy of the commons illustrates,
when people own resources in common, they
have little incentive to use them efficiently.
Private decisionmakers have an incentive to
overuse the common resource. Government's
policy response is to impose a cost for the use
of the resource to reduce its overuse.

Fisheries are the classic example of over-
use of a common resource. Fish and whales
have commercial value, which every fisher
has an economic incentive to exploit. But no
one has an economic incentive 1o manage or
protect these fisheries. Fish and mammals in
the ocean are often considered a common
resource. Cod, tuna, mackerel, and many
other species are being seriously depleted by
overfishing. The natural tendency is for every
fishing vessel to take as many fish as possible
from the oceans.

The United Nations has found it
extremely difficult to develop a global system
to manage the common fishery and repropa-
gate depleted species. The difficulty in reach-
ing an agreement on how a treaty regulating
fishing rights would be policed and enforced,
especially among newly independent states
that are very sensitive to issues of national
sovereignty, makes it difficult to reach a

negotiated settlement. Within a country’s
internal waters, governments may pass laws
with relative ease, placing limits on the size
or total catch of fish, charging a fee for a
license to catch fish, and limiting fishing sea-
sons. Some entrepreneurs have tried to con-
trol their exclusive access to privatized stocks
by developing “fish farms.”

Note that many animals with commercial
value have been threatened with extinction
when viewed as a common resource (buffalo
and elephants, for example). Many other ani-
mals with commercial value (cattie, chickens,
and cows) are not threatened with extinction.
In fact, their commercial value provides a
sufficient incentive for private ownership.
And it provides the owners with an incentive
to conserve these resources for future genera-
tions.

Pollution of the environment is another
example of market failure in dealing with a
common resource. An environment with
clean water and clean air is a common
resource for all to enjoy. Excessive pollution
that degrades the environment beyond its
ability to naturally replenish itself demon-
strates the tendency to overuse a common
resource to the detriment of all.

services for the public, the government is altering the mix of goods and services
that would be demanded if everything were left to the private sector. This
inevitably means a move to a different point on the production possibilities curve
(see Chapter 1).

The government is also constrained by the political landscape. For example,
there are only two major political parties in the United States, which constrains the
selection of alternatives by the voters. In the private sector, if there were only two
firms producing a good, we would define the market as a shared monopoly with no
competition to give consumers a choice.

The public choice theory of government stresses that government actions result
from the effort of politicians and government workers attempting to maximize their



RaTionAL PusLic CHoICE

own interests rather than the public interest. To understand how and why the gov-
ernment operates as it does, it is necessary to understand the complex network of
individuals each attempting to maximize their own objectives.

We often think of government officials as motivated by the desire to follow
policies that promote the general welfare. The government is made up of a collec-
tion of individuals, most of whom are sincerely dedicated to promoting the per-
ceived general welfare. They may have different views about what constitutes the
general welfare, and their views on the subject may change. Dedicated officials
may have conflicting goals. For example, an elected official’s views may clash
with the majority that elected him or her, which may create a dilemma around the
desire to be reelected. Similar conflicts may arise when a candidate for office has
an opportunity to receive a campaign contribution from an organization that favors
certain policies different from his or her own. The problem is made more difficult
if a much needed contribution will go to an opponent if the candidate will not sup-
port the contributing organization’s policies. The final decision will be based on
cost and benefit calculations.

Since every elected official will be subjected to his or her own conflicting
pressures, it is not accurate to think of the government as a single entity having a
well-defined set of objectives. The U.S. government acts through a distinctive
assortment of institutional arrangements to develop public policy. Our representa-
tive democracy is based on majority voting, frequently focused through special
interest groups, and its policies and programs are implemented by a government
bureaucracy. Rational public choice theory makes it clear that government policy-
making, like market allocation, may not result in the best attainable outcome. A
society may be faced with the dilemma of choosing between a market solution that
is imperfect and a government policy that is also not perfect. Simplistic notions
demanding that we should return to basics and “let the market do it” or that we
should abandon the market and “let government do it” must themselves be aban-
doned. Instead, the costs and benefits of market solutions to social problems, gov-
ernment solutions, or a combination of the two must be examined in order to select
policies that will be the most effective in meeting society’s needs.

Whenever market performance is judged to be defective, we speak of market
failure. Market failure does not mean that nothing good has happened, but only
that the best attainable outcome has not been produced. There are two senses of
“the best attainable outcome has not been produced.” One relates to the inability of
the market to achieve efficiency in the distribution of the community’s resources.
The other sense concerns the failure of the market to further social goals, such as
achieving the desired distribution of income or providing adequate health care for
everyone. Consequently, a private market that functions without government inter-
vention may lead to consequences a society is unwilling to accept.
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Cost-Benefit Analysis

Public policy is the political decision by a state to take action. The increasing use
of cost-benefit analysis to gauge the appropriateness of a policy decision typifies
the application of market-based criteria to gauge the appropriateness of state
action. Cost-benefit analysis is one of the most widely used tools of policy ana-
lysts. Cost-benefit analysis finds and compares the total costs and benefits to socie-
ty of providing a public good. When several options are being considered for adop-
tion, the one with the greatest benefit after considering the costs should be
selected.

The need for public goods compels government intervention to provide a vari-
ety of goods and services that the market will not produce on its own in an optimal
quantity for the society. The government must then decide not only what kinds of
goods to provide but also what quantity to provide. However, the government can-
not easily obtain the required information to decide which public goods to provide
or the correct quantities. Since consumers of public goods or services have incen-
tives not to disclose their true preferences and to downplay their willingness to pay
in the hopes that others will be taxed, how is the government to decide how much
to provide? Moreover, when government moves to use resources to alter the mix of
goods and services produced, there will inevitably be conflicting goals and con-
stituencies between which political choices must be made. Government finds itself
in the middle of the adversarial relationship between those private sector forces
that stand to lose as a result of government action and those that stand to gain.

In theory, determining the optimal mix of output is uncomplicated. More gov-
ernment sector endeavors are advisable only if the gains from those activities
exceed their opportunity costs. So cost-benefit analysis as applied to government
activities is used to calculate and compare the difference between the costs and the
benefits of a program or project. Basically, the benefits of a proposed public proj-
ect are compared to the value of the private goods given up (through taxes) to pro-
duce it. But while the notion that the benefits or utility of a project should exceed
its costs is uncomplicated enough in principle, determining this ratio in practice is
exceedingly complex.

In theory, all the costs and benefits of a program should be identified and con-
verted into monetary units covering the life of the proposed project. Ideally, an
attempt is made to consider the negative externalities resulting from the program,
such as the roadside businesses that will be lost due to the construction of a new
limited-access highway. In theory also, with benefits and costs measured in the
same units, the benefits and costs of alternative policies can be determined not just
within a policy sector, but also across diverse sectors. For example, cost-benefit
analysis could be used to determine policy alternatives in health care such as
whether funds would be more efficiently spent on prenatal care for pregnant
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women who are indigent, on AIDS research, or on a screening and preventive med-
icine program to reduce mortality from cardiovascular disease. Such analysis then
could also be used to determine if the funds to be allocated to the health care pro-
gram with the highest benefit-to-cost ratio would be more efficiently spent if allo-
cated to the construction of a dam.

Political Entrepreneurs

Politicians play a role similar to business entrepreneurs when they seek votes for
political office and when they make collective political decisions. In markets, con-
sumers register their opinions about the value of a product by the simple decision
of whether to buy it or not. Consumers register their votes with dollar bills. In
political markets, politicians demand votes supplied by citizens. Technically, votes
cannot be bought and sold in electoral markets. Instead, politicians must accumu-
late or purchase (bribe?) votes by carefully positioning themselves on a variety of
policy issues in order to appeal to more voters than can opposing candidates. All
politicians appeal to voters with an argument that suggests a bribe: “You should
vote for me because I will do more for your welfare than will my opponent.”

Positioning includes conveying impressions of greater talent, higher moral
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Case Study: The Difficulty in Applying Cost-Benefit Analysis

The most efficient use of public resources
would be to rank proposed programs from
highest to lowest in terms of their benefit-
cost ratios, and proceed to implement those
programs in priority order, beginning with
those having the highest ratios. This would
meet one goal of cost-benefit analysis: deter-
mining the most efficient way of using public
funds. But cost-benefit analysis has a second
goal: determining the merit of specific gov-
ernment policies, such as discouraging the
use of disposable containers, encouraging
higher average mile-per-gallon standards for
use of gasoline by automobiles, promoting
transportation safety, and establishing hon-

esty in product labeling. “Merit” is different
from “efficiency,” but it also has economic
consequences.

In dealing with private market goods, the
demand for a particular good determines the
benefits of its production. But in regard to
some public goods, the benefits generated by
their “output™ are less clear. For example,
government control over air quality usually
involves political tradeoffs between a healthy
and aesthetic environment and the loss of
production of other economic goods.
Reducing air pollution from automobiles
increases the price of cars, which results in
the decreased production of automobiles and

continues
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Case Study continued

therefore fewer jobs. In this case, the losers
from this government policy are those whose
jobs are lost or who cannot afford to buy a
higher-priced car. The winners are those who
advocate environmental protection, and those
who will suffer fewer illnesses (or perhaps
will not die) because of a cleaner atmosphere.
The objective of public policy is to promote
the welfare of society. The welfare of society
must depend on the welfare of individuals. It
is people that count.

Cost-benefit analysis emphasizes meas-
urement and tangible factors. Its insistence
on quantifying measures almost invariably
stresses costs over benefits. The main reason
for this is that in areas such as education,
environment, and health, policies produce
benefits that cannot be quantified, while the
costs are much more easily calculated. How
does one put a value on human life, for
example? To the individual or a spouse or
one's child, human life is priceless in that no
amount of money would be accepted for
those lives. However, lives are not priceless
or we would provide everyone with unlimit-
ed health care, require cars to be much safer,
and require much lower speed limits. Some
courts have determined the value of a life by
estimating what the individual might have
earned if they had had a normal life
expectancy. But this leads to the absurd con-
clusion that a disabled or retired person’s life
has no value. Another method is to examine
the risks people voluntarily take in their jobs
and how much they must be paid to agree to
take them. Or how does one put a value of
the survival of the spotted owl, which has lit-
tle or no economic value, against the value of
harvesting the trees in the state of
Washington, the value of which can be easily
assessed?

Citizens may be aware of the costs of
programs in terms of their taxes paid, but
may not be aware of noticeable benefits for a
recession or flood averted, or a healthier
environment. In some cases then, leaders
may be punished for their planning and judg-
ment.

Another defect of cost-benefit analysis is
that it does not consider the distributional
question of who should pay the cost and who
should receive the benefits. It may be that a
new highway will displace residents in a low-
income housing project, while it will benefit
affluent business investors who own commer-
cially zoned land along the proposed highway
route. -

The most serious defect of cost-benefit
analysis, however, is that it seeks to maxi-
mize only the value of efficiency when
other values such as equity, justice, or even
the environment might deserve inclusion in
the consideration of public policy decisions.
Since it is not possible to reduce moral or
ethical concerns to the requirements of cost-
benefit analysis, this means the analysts
who use this approach must go beyond it in
making their policy recommendations; not
to do so will have the effect of positively
excluding normative concerns. In a period
of tight federal budgets, government offi-
cials often defend their reliance on cost-
benefit analysis by claiming that they
should not be involved in controversial
“ideological™ debates, but rather only with
the most efficient policy. They may even
assert a moral obligation to apply cost-bene-
fit analysis in order to save taxpayers
money. Such analysis is useful for clarifying
approaches to problems, but it is not with-
out methodological difficulties and it is cer-
tainly not “value-free.”




RaTioNAL PusLic CHOICE

character, and a preferred vision of the nation’s future. Politicians with strong poli-
cy views on some issues may try to put them in a new context and suggest new
arguments that voters may find appealing. Persuasion may be more successful with
new issues about which many voters have not formed strong opinions.

An elected official also is expected to reflect the views of his or her con-
stituents, not merely his or her own personal views. But unlike business, wherein
consumers clearly “vote™ on products by buying or not buying them, in politics the
voting mechanism is not well suited to determining how constituents want to be
represented on any given issue. Take education as an example. In theory, one votes
for more education by electing the candidate committed to initiating new educa-
tional programs or putting more resources into the sector. Nonetheless, in practice
it is much more complicated than this, since every candidate campaigns on a whole
series of issues, of which education is only one, and the winning candidate may
have been elected on the basis of issues other than his or her position on education
or even despite it. This makes constituent views on any issue difficult to discern,
nor is there any reliable way to assign weights to the different views of voters.

Furthermore, fewer than half of those eligible to vote usually participate in any
given election. Presidential elections draw the highest voter turnout, while for off-
year congressional and state elections the turnout rarely exceeds 40 percent of
those registered to vote.? Presidential voter turnout peaked at 63 percent of persons
over twenty-one years of age in 1960, but has declined since. In 1992, voting
turnout increased to 55 percent due in part to the high level of interest sparked by a
strong third-party candidate, but declined in 1996 to 49 percent of eligible voters.
In 1996, Bill Clinton was elected with 49.2 percent of the votes cast for president.
Of 196.5 million eligible voters, 151.7 million (about 77 percent) were actually
registered to vote. Of those registered, 95.8 million actually turned out on election
day to cast their ballots. The participation rate was just 63 percent of registered
voters and less than half (48.8 percent) of eligible voters. Thus Clinton was elected
by about 23 percent of eligible voters. The 2004 election witnessed another high
tide of voter turnout, with 61 percent of eligible voters casting a ballot. President
George W. Bush won 50.8 percent of the 122 million votes cast, compared to
Senator John Kerry's 48.3 percent. Without question, the 2004 election turnout was
affected by the extraordinary battle for the White House in 2000. The prolonged
contest that resulted in a victory for Bush in 2000 was beset with voting irregulari-
ties throughout the country, though mainly in the state of Florida. Ultimately, Bush
defeated opponent Al Gore by just 537 votes, according to the University of
Chicago’s National Opinion Research Center. This confused chapter in U.S. voting
history saw many people going to the polls planning to vote for one candidate and
realizing that they had cast an invalid ballot. Such anomalies cast such a shadow
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on the Bush White House that voting turnout in the 2004 election grew significant-
ly as considerable numbers of otherwise disinterested Americans acted on their
civic duty and voted. Therefore, since the first task of political entrepreneurs is to
get elected and the second is to get reelected,!? and since they are expected to
reflect the views of their constituents, this means they are likely to reflect the
views of constituents who actually vote or who make their views known to their
political representatives in other ways (writing letters, lobbying, etc.).

The voting records of congressional representatives, senators, and even presidents
reflect a heightened awareness of constituent interests as elections draw nearer.
Conversely, their voting records show more independence immediately after they are
safely in office. Senators show the most independence after an election, since they are
safely in office for six years. Members of the House of Representatives, who run for
reelection every two years, are the most closely attuned to the views of the con-
stituents who voted for them. Their high return rate to Congress may reflect this to
some extent. Presidents also respond to the political market pressures exerted by the
not-so-invisible hands of voters at the ballot box. The late H. R. Haldeman, Richard
Nixon'’s chief of staff, noted how political self-interest dominated that administration’s
policymaking when he wrote the following in his diary on December 15, 1970:

K [Henry Kissinger] came in and the discussion covered some of the general
thinking about Vietnam and the P’s [President Nixon's] big peace plan for next
year, which K later told me he does not favor. He thinks that any pullout next year
would be a serious mistake because the adverse reaction to it could set in well
before the "72 elections. He favors, instead, a continued winding down and then a
pullout right at the fall of *72 so that if any bad results follow they will be too late
to affect the election.!!

President Nixon understood that the United Staies could not “win” in Vietnam and
that after a U.S. pullout, the South Vietnamese army would disintegrate. In the end,
he agreed with Kissinger and delayed that outcome for political reasons. After the
election in 1972, an agreement was signed in January 1973 on terms that quickly
led to the inevitable North Vietnamese victory. In the private marketplace, commu-
nications between consumers and producers are much more direct and time-
sensitive.

Ballots and Decisionmaking

Political discussions often make references to the “will of the people.” But ascer-
taining what that will is, when people make conflicting demands, is not an easy
task. Different voting rules have been suggested, including unanimity voting, sim-
ple majority voting, and two-thirds majority voting.
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Case Study: Voting and Choice

Do people vote based on rational choice?
There are three major factors, which often
overlap, that go into the voting choice. Party
identification is the sense of an affiliation

with a perspective on politics and an evalua- |

tion of policy issues. Party identification is
often acquired during childhood from the fam-
ily. It is reinforced or subverted by the social-
ization process in college and subsequently
within one’s career and peer groups.
Candidate appeal has grown in importance
“alongside the growth of media coverage and
the ability to package and market a candidate.
The ability to focus on a candidate’s strengths
(or an opponent’s weakness) through the press
is extraordinary. Television sound-bites can be
used to emphasize the positive elements of
one candidate’s character and the negative ele-
ments in an opponent’s background. Personal
qualities may be more easily assessed than the
candidates’ positions on complicated issues.
This is especially so since candidates fre-
quently and deliberately obscure their posi-
tions on issues so they cannot be easily
attacked. The impact of issues as assessed by
voters is also significant. Voters typically do
not vote based on one specific policy issue
such as national health care or education.
During the Cold War, Republicans were able
to capitalize on such issues as foreign policy
and fear of the Soviet Union. By 1992, with
the collapse of the Soviet Union, George H.
W. Bush was vulnerable for his handling of
the economy, which most described in nega-
tive terms. Bill Clinton emphasized the state
of the economy and the deficit in his cam-
paign. To maintain the campaign’s focus, a
sign at Clinton’s campaign headquarters
reminded the staff that, “It’s the economy, stu-
pid!” Many voters cast retrospective votes—
that is, judging the incumbent on how he has
performed—rather than voting prospectively
on what he promises to do if elected.

As Table 3.1 suggests, the higher a per-
son’s socioeconomic status as measured by
income, education, employment, and other
demographic characteristics, the more likely
the person will be to register and vote. These
same characteristics also influence how they
vote. Age is a significant factor affecting
voter turnout. Older voters may be more set-
tled in their lives and have experienced vot-
ing as an expected activity, and so are more
likely to vote than the young. Ethnic back-
ground is also important in determining the
level of voter turnout. Whites are most likely
to vote, followed by blacks and then
Hispanics. Women have recently been more
likely to vote than men. Generally speaking,
the more education one has the more likely
one is to vote. Differences in income levels
also lead to differences in voter turnout.
Wealthier voters are overrepresented among
those who actually vote. Low-income and
less-educated people are less likely to vote.
Of course, these demographic characteristics
may reinforce each other. White voters are
more likely to have a higher income and
(closely related) more education. The issues
that bound the 2004 election differed from
those in previous years. While the 2000 elec-
tion was fractured by voting anomalies, the
2004 election swung on issues of terrorism
and moral values.

Nonvoting is also a choice. The most
frequently cited reasons for nonvoting are
that people think their vote does not count,
and that they do not know enough about the
candidates or the issues. About a fourth of
nonvoters indicate that they are disgusted
with the government or the choice of candi-
dates. Can the decision not to vote be a result
of cost-benefit calculations? Can a decision to
remain ignorant of the candidates and the
issues really be considered rational igno-
rance?




Table 3.1 A Demographic Portrait of Voters, 2004

All
Characteristic Voters (%) Bush (%) Kerry (%) Nader (%)
Gender 51 48 1
Men 46 55 44 0
Women e 54 48 51 0
Race
White 77 58 41 0
Black 11 11 88 0
Hispanic 8 4 53 2
Age
18-29 years old 17 45 54 0
30-44 years old 29 53 46 !
45-59 years old 30 51 48 0
60 and older 24 54 46 0
Education
No high school diploma 4 49 50 0
High school graduate 22 52 47 0
Some college 32 54 46 0
College graduate 26 52 46 1
Postgraduate education 16 4 55 1
Religion
White Protestant 54 59 40 0
Catholic 27 52 47 0
Jewish 3 25 74 <l
Party
Republican 37 93 6 0
Independent 26 48 49 1
Demaocrat 37 11 89 0
Family income
Under $15,000 8 36 63 0
$15,000-329,999 15 42 57 0
$30,000-549,999 22 49 50 0
$50,000-$74,999 23 56 43 0
$75,000-399,999 14 55 45 0
Over $100,000 18 60 38 1
Other issues
Bom again® 78 21 <1
Gay, lesbian, bisexual 23 i <1
Economy, jobs 18 80 <1
Terrorism 86 14 <1
Moral values 80 18 <1

Source: hitp://www.cnn.com/Election/2004.
Note: a. Fundamentalist Christians who claim to have been born again in religious truth.
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Unanimity

In an ideal world, there would be no conflict. Public choice would result from the
unanimity of views from the population. The great advantage of the unanimity
rule ensures that no one is misused, since every voter must approve each proposi-
tion. The difficulty with a unanimity rule is that each voter has a veto power.
Anyone likely to be made worse off by the proposal would veto it. Thus a govern-
ment’s public policies would have to meet the condition of a Pareto
improvement, which occurs when a reallocation of resources causes at least one
person to be better off without making anyone else worse off.!2 Unanimity is at the
base of any policy agreement between two individuals in that, when two people
agree on a policy, they do so because it makes both of them better off. That is, they
are unanimous in agreeing to the exchange or they would not have agreed on it.
But in the world of public policy matters, unanimity is not likely to lead to useful
outcomes.

Suppose, for example, that a remote community is considering the construction
of a satellite dish to receive otherwise inaccessible television programming.
Suppose also that the dish is to be financed by dividing the cost equally among the
members of the community. Sensing how much the project means to everyone else,
one villager who greatly desires access to satellite television may nevertheless pro-
fess a preference for keeping the intrusions of the outside world out of the commu-
nity's peaceful valley. He or she may then demand a large bribe not to veto the
project. A unanimity rule is an invitation to bribery because it offers individuals an
incentive to hide their true preferences regarding public goods in order to reduce
personal costs or to gain something at the expense of others. The costs of reaching
a decision under such conditions are prohibitive, and government paralysis results,
with no practical decisions able to be made. Therefore it is necessary to accept
some principle for public decisionmaking short of unanimity.

Majority Voting
The excessively high cost of decisionmaking associated with unanimity voting
leads to a search for lower-cost alternatives. The majority voting rule provides
that in the choice between alternatives, an action or decision is approved if it
receives a majority of the votes. Majority rule is a basic principle of decisionmak-
ing in democratic societies.

Unfortunately, majority rule also has serious problems. For example, under it,
a bare majority may get some benefit no matter how slight, while a ponderous sac-
rifice is exacted from the minority. Thus majority rule may result in a situation in
which a society is worse off in that the benefit to the majority may fall far short of
the total costs imposed on the minority.

For example, suppose there are 100 villagers in the aforementioned remote
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community considering the investment in the satellite dish. Each would require a
line from the dish to their cottage to receive the benefit of the cost to the communi-
ty. Suppose under majority rule that 51 villagers vote to invest in the satellite dish
and connect their cottages by cable to it, and also to assess every villager an equal
amount to pay for the dish and the hookups. The minority 49 villagers who voted
against the measure must pay the tax but will get no benefit and thus will suffer
significantly, while the majority 51 villagers may well receive a benefit that barely
exceeds their assessment. Consequently, there is an overall loss to this community
because of majority rule.

Majority rule can be inefficient also because a policy that may benefit a minor-
ity a great deal may be defeated if it makes the majority slightly worse off. For
instance, most people will not contract AIDS. But for the minority who do, the cost
of treatment is extremely high. The majority may resist paying a relatively small
tax to cover the cost of health care for those so afflicted, however.

This example depicts the major weakness of majority rule, and one long recog-
nized: it places minority rights at risk. Thus, most democratic forms of government
that employ majority rule try to protect the rights of minorities against “overbear-
ing” majorities by constitutional means.!?

The Voting Paradox

Majority rule does not generate such manifestly unfair results if voters act rational-
ly in their decisions. But for rational behavior to occur, transitivity is necessary.!4
However, majority rule may not necessarily generate a transitive group decision,
even though each individual chooses rationally.

Table 3.2 shows an example of what happens when transitivity is violated. In
this example, the situation is perfectly symmetrical in that all three voters rank
their preferences for three different issues. Every policy is one person’s first
choice, another person’s second choice, and yet another’s third choice. But if two
policy issues are voted on at a time, it will result in an intransitive ranking. Each
person presumably ranks the issues in order of importance to themselves.

As shown in Tables 3.2 and 3.3, if education is paired against health care, edu-
cation wins, as it is Colleen’s first choice and Cassie prefers it to health care. If
health care is opposed to housing, health care wins, as it is Mike’s first choice and
Colleen’s second choice. If housing is paired against education, housing wins, as
Mike prefers it to education and joins Cassie in a winning coalition. Here majority
rule has resulted in incompatible results. It is this inconsistency that is the voting
paradox: majority rule can produce inconsistent social choices even if all voters
make consistent choices. If the second and third choices of one of the voters were
reversed in Table 3.2, the paradox would disappear. Nonetheless, majority rule may
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Table 3.2 The Voting Paradox

Program Colleen Mike Cassie

Education Ist choice 3rd choice 2nd choice
Health care 2nd choice 1st choice 3rd choice
Housing 3rd choice 2nd choice 1st choice

result in no clear winner. When majority rule does not result in transitive prefer-
ences, any policy choice is somewhat arbitrary. The final choice will be determined
by the political process. Table 3.3 illustrates the outcome based on the pairings of
the voters.

The majority party in the legislature usually can determine the agenda and the
order of voting, and thereby control the outcome. Regardless of the option select-
ed, a political entrepreneur can argue that he or she followed the popular mandate.
This inconsistency leads to incongruous policies in which, for example, the gov-
ernment provides agricultural subsidies that raise the prices of food items and then
provides food stamps to assist poor people in purchasing the higher-priced food-
stuffs.

In the example shown in Tables 3.2 and 3.3, if limited funds mean only one or
two programs can be funded, which program is funded will depend entirely on the
arbitrary order in which they are taken up. The result highlights the importance of
how the voting agenda is set.!5 The outcome of voting between several alternatives
will often depend on the order in which the choices are considered.

Table 3.3 Opposing Choices and Outcomes

Opposing Choices Outcome
Education versus health care Education
Health care versus housing Health care

Housing versus education Housing
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Logrolling: Rolling Along or Getting Rolled

Majority voting rules allow voters to vote either “yes” or “no” on an issue. The
vote disregards the intensity of the views held by the voters. The votes of those
who are fervently in support of a bill count the same as the votes of those only
mildly in favor. And while ordinary voters seldom trade their votes, it is not unusu-
al for legislators to trade votes. This form of vote trading is often used to organize
compromises that include several policy issues in one informal understanding.
Logrolling is vote trading by representatives who care more intensely about one
issue, with representatives who care more intensely about another issue. Legislator
A may agree to vote for a bill that Legislator B feels strongly about in return for
B’s promise to vote for a bill that is very important to A. This logrolling provides a
way for a minority group on one issue to win the vote and become a majority in
return for changing a vote on another issue that the minority finds less important.

With single issues, the intensity of preference in voting is not important.
However, in the political process, the issues being considered are always multiple,
and each involves varying degrees of support by minorities. Some people are very
concerned about some issues, while other people are indifferent regarding those
particular policies. By trading votes, representatives can register just how strongly
they feel about various issues. Suppose Katherine and Chip tend to be slightly neg-
atively inclined toward more defense spending (see Table 3.4). Christy, however,
strongly feels the need for more defense spending. In a system that permits
logrolling, Christy may be able to convince Katherine to vote for more defense
spending if Christy promises to vote for a health care bill sponsored by Katherine.

Logrolling can increase or decrease government program efficiency depending
on the circumstances. But the practice has its defenders. They contend that
logrolling can potentially lead to public policies of benefit to society that otherwise
would not be produced. Such vote trading also has the advantage of revealing the
intensity of preferences. And finally, compromises, such as those implicit in
logrolling, are necessary for a democratic system to function.

Table 3.4 illustrates the advantages of logrolling. If both policies—health care
and defense—were put to a simple majority vote, both would lose. But passing
them is a Pareto improvement in that everyone is better off relative to not passing
them. In this case, logrolling can overcome the problem of an “oppressive majori-
ty.”

Logrolling can just as easily lead to negative outcomes for society. Table 3.5
illustrates the same programs as those shown in Table 3.4. However, Chip opposes
both more intensely. The sum of the preferences indicates that Chip’s intense oppo-
sition will count for more than the combined support by Christy and Katherine.
Thus logrolling among the three will hurt the chances of both programs being
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Table 3.4 Logrolling—Positive Outcome

Net Benefit to
Christy Katherine Chip Society’s Welfare
Health care +20 -5 -3 +12
Defense =5 +20 -3 +12

Note: Logrolling can produce an efficient outcome when the benefits (+) exceed the costs (-) to each individ-
ual or society. Each project would lose with simple majority voting. Yet with logrolling. each project can pass,
improving the general welfare.

passed. If neither program passes, there will be a net loss to society’s welfare, even
if Christy and Katherine logroll as before because the net benefit to them individu-
ally is greater.

Tying two bills together can be very convenient for legislators, who can then
claim they do not support policies opposed by their constituents even though they
voted for them. They defend themselves by arguing that they did not want the
health care bill, for example, but had to vote for it to get the defense bill they and
their constituents did want.

In general, logrolling has a negative reputation. Called “pork-barrel” legisla-
tion, it may lead to policies that are not only inefficient, but also opposed by the
majority of voters. For example, the United States maintains many military bases
that do not contribute significantly to national security. Unneeded military bases

Table 3.5 Logrolling—Inefficient Result

Net Loss to
Christy Katherine Chip Society’s Welfare
Health care +20 -5 -17 =2
Defense -5 +20 -17 -2

Note: If the costs (-) exceed the benefits (+), logrolling can lead 1o an inefficient outcome.
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are notoriously difficult to close down, however, because congressional representa-
tives in effect become lobbyists for special interest legislation to keep the bases in
their districts open. Many military bases continue to exist because votes are traded
to keep them in congressional districts to maintain certain levels of economic
activity and numbers of jobs in those districts. On the other hand, the Pentagon has
lobbied occasionally for the closing of bases so that the savings could be used for
higher military salaries and more weapons systems.!® It is apparent, then, that
logrolling may lead to an improvement in the results of simple majority voting, but
it may as frequently lead to inefficient outcomes.

The Median Voter: In the Eye of the Storm

We have noted that political entrepreneurs have a particular incentive to be respon-
sive to voters rather than to nonvoters. One way to accomplish this is by identify-
ing and paying attention to the median voter. The median voter is the voter whose
preferences lie in the middle of an issue, with half the voters preferring more and
half preferring less. The theory predicts that under majority rule the median voter
will determine the decision.!”

To illustrate the principle of the median voter, suppose that five people must
vole on a tax increase to provide more police protection for their community, as
shown in Table 3.6. Since each voter’s preference has a single peak, the closer
another voter’s position is to one’s own, the more the second voter prefers it.
Christy does not perceive a need to increase expenditures for police protection at
all and would prefer no tax increase for that purpose. A movement from zero
expenditures to $25.00 would be approved by Collie, Cassie, Chip, and Jim, how-
ever. And an increase to $75.00 would be approved by Cassie, Chip, and Jim. A
movement to $125.00 would be thwarted by a coalition consisting of Christy,
Collie, and Cassie. A preference for either extreme will be outvoted by four votes,
and a preference for the second or fourth position will be blocked by three votes.
But a majority will vote for an assessment of $75.00, which is the median voter’s
preference. Notice that the median voter in this example does not prefer the aver-
age amount of the proposed expenditures, but is merely the voter in the middle.

Since each voter will vote for the candidate who is closest to his or her own
position, the candidate who is closest to the median position will win the election.
This is not lost on candidates for public office. Politicians need to get elected, so
they are inclined to take positions that will increase their vote. If both political par-
ties want to maximize their vote, they will try to take positions close to the median
voter. The theory of the median voter also helps to explain why many voters feel
that elections do not provide them with a real choice: both political parties try to
capture the middle to avoid defeat.
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Table 3.6 The Median Voter

Most-Preferred Annual Tax
Voter Increase for Added Police ($)
Christy 0.00
Collie 25.00
Cassie ; 75.00
Chip 125.00
Jim 300.00

To illustrate this theory, the threat of H. Ross Perot in the 1992 presidential
election encouraged George H.W. Bush to move from the centrist position. To
strengthen his support on the right, he stressed opposition to abortion and gay
rights, and support for “traditional family” values. This permitted Bill Clinton to
grab the strategic center, which is often difficult for a challenger to do. When Perot
dropped out of the race, it became impossible for Bush to regain the center by
credibly portraying Clinton as being out of the mainstream.

Median positions maximize the vote-getting potential. The disruptive potential
of major third-party candidates to challenge the centrist political party’s control of
government provides the major parties with an incentive to make it difficult for
third parties to get on the ballot, either by erecting election-rule barriers or by
incorporating variations of the third parties’ positions into a more moderate setting.

Now consider a situation in which there are just two candidates a Republican
and a Democrat. The Republican is concerned with keeping taxes low and wants to
increase per capita expenditures by $25.00 a year. The Democrat wants to increase
per capita spending by $125.00 per year. With an eye on public opinion polls and
sensing the potential to gain the necessary majority, the Democrat proposes a
$120.00 per capita increase. The Republican, not to be outdone, proposes a $35.00
increase. In short, both candidates will try to move toward the middle in order to
attract the median voter. In truth, they will try to move to the center sooner rather
than later to preempt their opponents from seizing the middle ground. Figure 3.3
(p. 90) illustrates how candidates move toward the middle as campaigns progress
toward election day.

What does the model of the median voter predict? There are several conclu-
sions that follow:
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Case sludy- A Single-Peaked Ideological Spectrum

Let us assume that political competition
mobilizes public opinion along a political
spectrum from the far left to the far right, as
shown in Figure 3.2. In a normal distribution

of ns, there is a split down the middle,
at M, indicating those at the “middle of the

road.” The voter at M is the median voter.
Eachcuﬂldmwilltrytoge!toﬂlemiddleof
the spectrum to increase his or her chances of
winning. If either party’s candidate moves
away from the median and adopts an extreme
such as the liberal (L) position, that office
seeker will get less than half the vote. As vot-
ers will vote for political candidates closest to
their own positions, less than half the voters
will be closer to a candidate positioned at L
than to & candidate positioned at M. If one
candtdmm at L and one is at M, the candi-

date at L will receive all votes to the left of L,

while the candidate at M will receive all votes
to the right of the median and the larger per-
centage of the votes under the curve between
M and L. Clearly, each candidate will move
toward the center.

If a third candidate enters the race, the
possibilities change dnmatlcally If the new
candidate adopts a position just to the right of
M and the other candidates are at M, he or she
will get all the votes to the right of M and
defeat the two centrist candidates. However,
the entry of the third candidate will probably
encourage the more liberal of the two centrist
candidates to move toward L. The candidate
still at M will be boxed in with a small por-
tion of the vote between L and C. That candi-
date then has an incentive to move just out-
side the L-C portion, thereby trapping one of
the other candidates. In a three-party contest
in which all three start at the center, there will
be an incentive for one to move away. There
are limits, however. As long as the voter dis-
tribution is single-peaked, with its center at
M, an office seeker can increase his or her
portion of the vote by moving toward M. And
with three candidates, at L, M, and C, addi-
tional political contestants can increase their
votes by shifting toward the center.

1. Public choices selected may not reflect individual desires. The system will
result in many frustrated voters who feel that their views are not being considered.
Many, perhaps the entire minority, will not have their views accepted.

The principle of the median voter will permit, and perhaps even require, that
the views of those on the extreme left or right be neglected at least to the extent
that no political entreprensurs can overtly court those views beyond listening sym-
pathetically and pointing out that they themselves are closer to those on the far
right (or left) than are their opponents, who are “dangerously out of touch”—that
is, at the other end of the spectrum.

Since the median voter determines the outcome, the intensity of the views of
the other voters is irrelevant. Only the intensity of the median voter’s view is sig-
nificant. Thus the most dissatisfied voters will likely be those on the far right or
left. This is in distinct contrast to the market in private goods, where demand
counted in terms of “dollar votes” clearly records the intensity of preferences.



RaTioNAL PusLic CHoice 89

Figure 3.2 Single-Peaked Ideological Spectrum
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2. Candidates will try to seize the middle ground first, and claim to be moder-
ate, while labeling their opponents as “out of the mainstream” on the right or left.
In their effort to command the vital middle, candidates will portray themselves as
moderates. Some conservative Republicans, believing the spectrum had shifted in
1996, boldly proclaimed themselves in favor of a “conservative agenda.” This sent
the wrong message to many voters who identified as being more moderate. A seiz-
ing of the middle also offers an explanation as to why the nonincumbent party is
often put in the position of running a “me-too” campaign: “We can do the same job
as the incumbents, only better.”

This is not to suggest that all candidates are actually alike. Candidates, as
political activists, usually do have political philosophies and positions that can be
labeled as more or less conservative, or more or less liberal. But as political entre-
preneurs, they are forced to mask them during campaigns to seize the middle. Once
elected, they may try to support their philosophical inclinations so long as they can
still position themselves to maintain their majority support in the next election.

President Clinton's extraordinarily high favorable rating after six years in
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Figure 3.3 Political Entrepreneurs Move Toward the Middle

(a) Campaign begins (b) Election day

Number of volters

office was attributed to his having taken control of the political center by, among
other policies, reforming federal welfare programs (made easier by a booming
economy), supporting the death penalty, and providing additional funds for police
protection. While many liberals in the Democratic Party felt he had betrayed basic
party commitments going back to the New Deal, they had no alternative.
Republicans felt many of their issues had been taken away from them, but could
not criticize him too harshly without sounding “too far right.”

3. Candidates will constantly monitor public opinion through polling. They
will make slight modifications in the direction of their opponents’ positions on
those issues for which the opposing candidates are preferred in the polls. When
polls tell a candidate that they would lose the race if the election were held today,
they cannot afford to do nothing. They must change their position to attract more
voters. In order to successfully sell themselves in the political market, political
enirepreneurs try to make position adjustments as subtly as possible to avoid the
charge of “political opportunism.” Political opponents are always quick to seize on
shifts of position to question the integrity of each other. That is, they question
whether those they are running against are just “waffling” or, in a more sinister
fashion, not being honest regarding their actual positions. Position adjustments
also tend to blur the distinction between candidates, which presumably no one
wants,

The positions of parties will not be identical. In part this is because political
entrepreneurs are not able to identify the median positions perfectly, since public
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opinion, and the median voter, are moving targets. Also, since there are many non-
voters, candidates may stake out positions that they believe will appeal to the
median of the population that is expected to vote. In some instances, a candidate
may stake out a position to appeal to the median of a group that includes a set of
nonvoters precisely because he or she hopes to increase voter turnout by appealing
to that group.

4. Political candidates will prefer to speak in general rather than specific
rerms. Voters (and candidates for public office) are inclined to agree on the ends
much more than on the means to achieve those ends, or in some cases the feasibili-
ty of reaching the ends. For instance, voters across the political spectrum agree that
an expanding economy is preferable to a contracting economy. They agree that low
unemployment rates are preferable to high unemployment rates. There is also a
consensus that lower taxes are preferable to higher taxes, and that a good educa-
tional system is preferable to a bad educational system. However, there are great
differences between how those we might label “conservative™ and those we might
label “liberal” think these goals might be accomplished. Conservatives tend to pre-
fer pursuing them through less governmental intervention and private means, while
liberals are more likely to perceive a positive role for government in seeking what
they perceive as public goods. Candidates will therefore be more likely to talk
about the ends, on which there is more of a consensus, than the means, on which
there is wide disagreement.

Voting and the Political Marketplace
If politicians are the entrepreneurs of the political marketplace, voters are the con-
sumers, looking out for their best interests by voting for the candidates promising
them the most benefits. As noted above, many people who are eligible to vote do
not. The key question is: What motivates a person to vote? There is a cost to vot-
ing, and the probability of a single voter determining the outcome of an election is
extremely small. Therefore, the marginal costs of learning about the issues and the
candidates’ positions, registering to vote, and going to the polls may exceed the
marginal benefit of voting. If, however, the candidates have staked out contrasting
positions on certain issues and there are indications the election will be close, the
marginal benefit of voting increases and voter turnout also rises.!® In essence, it
appears that individuals do make a cost-benefit analysis of their interests in resolv-
ing to vote. And in addition to the benefits hoped for from a candidate’s promises,
voters also receive the psychological “benefit” of knowing they have performed
their civic duty.

A concern in the formation of public policy is whether people make informed
choices when they vote. We can expect voters to gather information about candi-
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dates that will influence their decisions about whom to vote for as long as the bene-
fits of gathering additional information exceed the costs. Often, though, voters
decide that it is not cost-effective to gather information. Anthony Downs labels the
shortage of information gathered on the part of the public that does vote “rational
ignorance,” which is the decision not to actively seek additional information
because people find the marginal cost of its acquisition exceeds the marginal bene-
fit of possessing it. This feeling of excessive marginal cost, in turn, can arise
because information gathering is more complicated for public choices than for pri-
vate choices. There are several reasons for this.

In the political market, voters must evaluate and select a package deal. This is
unlike the commercial marketplace, where in buying apples or shirts you can
decide to buy one item more or one item less; that is, you can engage in making
decisions at the margin. When you place an additional item in your shopping bas-
ket, you register a clear plebiscite for its production. However, when you vote in a
political election your vote is registered not for a single item supported by the
political entrepreneur, but for the entire package of issues the candidate or party
supports. Like many voters, you may vote for a candidate because of his or her
support for a particular issue that is of intense interest to you, such as defense
spending. You are likely to find several other items in the candidate’s bundle that
you really do not want.

Voting occurs infrequently and irregularly, in contrast to buying in the com-
mercial marketplace, where consumer choices are registered frequently and repeti-
tively. In the commercial market, consumers communicate very effectively when
they cast millions of votes every day to producers by deciding to buy or not to buy
the products offered. But the electorate does not have the opportunity, or perhaps
the inclination, to vote frequently enough to send a clear signal to political entre-
preneurs regarding its political desires. Voters typically get to vote for candidates
only every two, four, or six years. This makes it difficult to find candidates who
will support public wants reliably for their entire term and over the range of issues
that often emerge after the election. It is impossible to know in advance whether a
candidate will support a particular position on issues that were not foreseen at the
time of the election. It is also impossible to know the final shape of future bills to
be voted on by representatives.

This means political entrepreneurs are relatively free of control by the elec-
torate. The main control voters have is in elections in which an incumbent is run-
ning for reelection, where they can retrospectively sanction or reject the candi-
date’s record in the voting booth. Voters can use indicators that provide clues about
how someone might vote on unanticipated issues, such as claims by a candidate
that he or she is “conservative” or “moderate” or “Republican.” But picking some-
one based on a label is a very inexact system.
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The infrequency of elections also requires that many different choices be made
at the same time. The many candidates and the many different issues at the local,
state, and national levels inevitably lead to great complexity for voters trying to
make informed choices.

There is also little incentive for voters to be informed. The political realities
noted above make it difficult for the best-intentioned voter to evaluate candidates and
issues with confidence. The cost of acquiring useful information is very high. For
example, suppose the government suggests it is necessary both to spend billions of
dollars on a savings and loan bailout to protect confidence in the U.S. banking sys-
tem, and to provide aid to a foreign government to provide assistance for a presi-
dent’s continued leadership there, and that those expenditures will require a cutback
in unemployment compensation for U.S. workers laid off from their jobs. How can
the average voter obtain information to make a rational choice in such a situation?

Some voters will decide to remain rationally uninformed because they decide
that the costs exceed the benefits of being fully informed on these issues. Others
may choose to become free riders, not only by refusing to gather any information
but also by not even voting. If the choices of those who vote are beneficial to the
nonvoters, the nonvoting free riders will benefit without incurring any costs. More
likely, the political entrepreneurs will soon discover who the nonvoters are and
ignore those items in the package that would most benefit them.

Many voters reduce the cost of gathering information for themselves by rely-
ing on the “brand names” in the political marketplace: Republican and Democrat.
Brand names are at least as important in the political market as in private markets.
They provide information regarding general public philosophies. The packaging of
a candidate as well as factors like incumbency also provide brand-name informa-
tion regarding quality. An incumbent has a track record that can be evaluated and
has a brand-name identification usually not found among challengers. Voters tend
to support incumbent reelection bids just as consumers tend to develop brand-name
loyalty to products they buy in stores.

In conclusion, there are important differences between the political and the pri-
vate marketplaces. Communicating demands in the political marketplace through
the process of infrequent voting is more problematic than communicating them on
a daily basis through the process of buying and selling. In this area the political
marketplace is less efficient than the private marketplace, due in part to the way the
political marketplace is designed.

Since any one person’s vote is unlikely to affect the outcome of an election,
there is less of an incentive for the average person to stay informed than if his or
her vote would likely affect the outcome. This increases the power of special inter-
est groups, because unorganized voters have more diffuse interests and are less
likely to become informed.
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Interest Groups: Added Muscle in the Policy Market

An interest group is a collection of individuals with intensely held preferences
who attempt to influence government policies to benefit its own members. Because
their interests are strongly affected by public policies in a particular area, their
members keep themselves well informed regarding legislation in that area. This
contrasts with the general voter, who is often uninformed on many issues because
the cost of acquiring information is deemed too high relative to its benefit. And if a
proposed policy will confer benefits on one group while imposing costs on another,
both affected groups will probably organize, one to support and the other to oppose
the policy. For example, teachers will be well informed about tax laws and pro-
grams that support public education or hurt it. Members of the teaching profession
usually know much more about the laws affecting education than does the general
public, so as individuals they make informed voting decisions and through teacher
organizations they lobby for or against specific laws.

The existence and importance of special interest groups lie in the principle of
rational ignorance. Individuals, and members of groups, are more likely to have
incentives to seek information concerning candidates’ stands on issues that affect
them personally. They are more likely to try to influence other people to adopt their
positions, to take an active part in campaigning for candidates supporting their
interests, and to vote. Political entrepreneurs seeking election thus try to court spe-
cial interest groups at the expense of the general welfare. And thus special interest
groups are likely to have significant effects on policy decisions in areas where they
think they have the most to gain or lose by the outcomes.

The high costs of running modern campaigns, necessitated by television adver-
tising and so forth, makes political candidates more eager for offers of campaign
contributions from special interest groups. The more the general public is unin-
formed, the more likely cost to a politician for supporting special interest group
policies, related to the benefit of the campaign contribution, diminishes.

There are limits on the influence of special interests, though. Politicians seek-
ing election or reelection typically take money from interest groups in return for
supporting positions favorable to those groups. Although they need contributions
to mount successful campaigns, they may be wary of accepting money from groups
whose positions may be unacceptable to unorganized voters. Interest groups
themselves are aware that it may be best not to press legislators in causes to which
the unorganized voters are hostile. Thus legislators often vote as the unorganized,
but interested, voters want, and congressional decisionmaking often takes into
account the wishes of voters who are not members of interest groups. This can
even diminish the possible number of special interest groups, since by not antago-
nizing unorganized voters it encourages them to remain unorganized.!?
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Special interest groups propose and support legislation they perceive as impor-
tant to their interests; in general, voters who are not members of such groups are
not likely to oppose such legislation or to lobby politicians against it if they do not
think it will affect them adversely or at all. As an example, assume that a state pro-
poses to reduce the budget for its state-supported university system because of a
shortfall of tax receipts. The state may propose a reduction in the faculty and staff,
to be accompanied by an increase in tuition for the students. Since the faculty,
staff, and students will bear the brunt of this decision, they may form an interest
group to propose an increase in taxes within the state to be used not just to avoid
layoffs, but also to maintain low tuition and even increase faculty and staff
salaries. In other words, this interest group is petitioning the state to raise the
wealth of its members at the expense of general taxpayers. They are demanders of
a transfer of wealth from the state.

The suppliers of this wealth transfer are the taxpayers, who probably will not
find it worthwhile to organize to oppose having their wealth taken away by the
state university system. General taxpayers probably will be less well informed
about this legislation than members of the special interest group. But even if they
are well informed, they will have to calculate the costs and benefits of opposing
the legislation. Say that if the tax increase passed, the average taxpayer would have
to pay out approximately $2. But he or she might have to spend $10 to defeat the
proposal. Thus, even those knowing of the legislation and aware that its passage
would cost them money would probably conclude it was not worth the cost of
opposing it.

The role of special interest groups in the making of public policy cannot be
overemphasized. In a large and complex economy such as that of the United States,
a high number of interest groups is to be expected. Many of the interest groups
overlap. There are, for example, woman’s rights groups, minority rights groups,
religious groups, physician groups, lawyer groups, farmer groups, and so forth.
And special interest groups are responsible for much of the misallocation of public
resources. However, legislation drafted for the benefit of special interest groups is
not necessarily bad. Much of it may even benefit the general public. In the example
above, education is a public good and the citizens of the state may be well served
by having a good state university system for the general population. The point to
be stressed is that the costs and benefits of being informed on certain issues and the
marginal costs and marginal benefits for lobbying for or against those issues are
different for members of a special interest group than they are for the general pub-
lic. It is this difference in the allocation of the costs and benefits of being informed
and taking an active political stance that usually influences the type of legislation
proposed and implemented.

.
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James Madison denounced interest groups (“factions,” he called them) as
being the cause of instability, injustice, and confusion in democratic politics. He
defined factions as “‘a number of citizens . . . who are united and actuated by some
common impulse of passion, or of interest, adverse to the rights of other citizens,
or to the permanent and aggregate interests of the community.”?0 Since that time,
every interest group has claimed to represent the national interest rather than a
parochial interest. And each group has looked suspiciously at every other interest
group as aggregations of conniving, self-seeking individuals.

Mancur Olson accepts the Madisonian standard model of human nature, which
says that individuals know their self-interests and act rationally to further them.2!
He concludes that collective goals are seldom rationally pursued. If, as noted
above, broadly dispersed interests find it difficult to organize for political action,
then in all likelihood small, narrow interest groups will engineer a redistribution of
benefits toward themselves and away from the dispersed interests. However, since
individuals discover the benefits of group organization for themselves, a stable
society gradually accumulates an increasing number of special interest groups.
Each will have a disproportionate political influence on the areas of its needs. The
implications for society are ominous, in that special interest groups redistribute
national wealth to themselves, which reduces society’s overall efficiency. In other
words, special interest groups seek to preserve their benefits at the cost of general
economic stagnation.??

For example, neither Herbert Hoover nor George H.W. Bush wanted a depressed
economy, but there were many in their constituencies who were financially secure
and not threatened with unemployment. Many in this more affluent element pre-
ferred those conditions to taxing and spending policies to reduce unemployment and
stimulate economic activity, which they feared might reduce their status.

The Bureaucratization of the Polity

The legislative branch of government passes laws and approves specific levels of
public policy spending. The actual implementation of the laws and the actual dis-
tribution of funds are delegated to various agencies and bureaus of the executive
branch. Bureaucrats, like politicians and the average voter, have a variety of inter-
ests.

In reality, bureaucrats are often attacked for being unresponsive to the public
they serve. Still other critics complain that politicians make their bureaucracies too
responsive to special interest groups instead of allowing them to impartially
administer the programs for which they were created.

Bureaucrats are the unelected U.S. government officials tasked with carrying
out the program approved by Congress and the president. Many laws are passed
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that are more symbolic than substantive insofar as they indicate the “intent” to
ensure automotive safety, guarantee safe working conditions, or protect the envi-
ronment, for example, without specifying exactly how to accomplish these goals.
Bureaucrats must use their administrative authority to give meaning to vague plati-
tudinous legislation and determine how the law will actually be applied.

Those working in bureaus tend to be supportive of the legislature’s goals. They
also prefer a growing budget, which usually correlates with opportunities for pro-
motion and higher salaries for themselves. In public bureaucracies there are no
incentives to minimize budgets. Instead, bureaucrats try to maximize the sizes of
their agencies through high salaries and the perquisites of office, power, and
patronage. Within these organizations, in fact, a person’s prestige and authority are
measured by the number of personnel under his or her authority. (Even if bureau-
crats did operate very efficiently, the general voter would be unaware of this due to
the principle of rational ignorance.) Therefore, bureaucrats compete with other
bureaucrats for a larger share of the available funds. Bureaus typically do not end
each fiscal year with budget surpluses, but rather spend all their revenues before
the end for fear of appearing not to need as much money in the future. Bureaucrats
try to increase the size of their agency by influencing politicians who provide their
budget. This leads them to typically exaggerate their claim of a mismatch between
their responsibilities and their limited resources.

They may indeed be providing efficient services to the special interest groups
that were responsible for the legislation creating the bureaus, and they may even be
serving the public that is their clientele efficiently. But they must also answer to
the legislature that funds and oversees them. It should be noted that in doing this,
bureaucracies have significant information advantages over the typical legislator,
who must be concerned with literally hundreds of different programs. And bureau-
cracies themselves provide the information the legislators need to oversee the
bureaus.

Those who criticize bureaucracies for being less efficient than private firms
miss a fundamental point of the purpose of a bureaucracy. Typically its existence is
the result of some market failure—a situation in which market competition could
not resolve some issue or issues. Consequently, it cannot be measured by normal
market criteria. Many government bureaucracies provide services for which there
is no competition. For example, there is only one place to get a driver’s license or a
zoning permit.

Public bureaucracies associated with high national purposes of the state, such
as the military, the Central Intelligence Agency, or the Federal Bureau of
Investigation, are generally held in high regard as patriotic public servants.
Ironically, the members of the largest governmental bureaucracy, the military, often
do not even consider themselves bureaucrats. Bureaucracies associated with
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domestic regulatory or redistributional programs that adversely affect the more
privileged members of society are generally condemned as being wasteful and
inefficient, while the individual bureaucrats tasked with enforcing those policies
are usually held in contempt as incompetent bumblers.

A Critique of Rational Choice

Rational choice theory began as an explanation of how a rationally self-interested
person behaves in the marketplace. To the extent that individuals choose what they
most prefer among potential choices in the market, they are engaging in rational
behavior. It claims a scientific objectivity in alleging that it is descriptive of how
people actually behave in markets without making any value judgment about that
behavior. As a model of decisionmaking, the logic of rational choice has wide-
spread application throughout the social sciences and has found increasing applica-
bility in the policy sciences. Its strength is to be found in its illustration of how to
make efficient choices and in the model’s ability to explain individual as well as
group behavior. Rational egoism, as a general rule, may be perfectly acceptable in
the market. There is no reason for the individual contemplating a choice between
purchases to be committed to any particular political philosophy. Democratic
forms of government require that rational man/woman be concerned not just with
his or her own personal well-being, but to concern him- or herself with the general
welfare of the community of citizens. The invasion of narrowly self-interested eco-
nomic rationality into the political thought and behavior of individuals overwhelms
and ravages democratic politics.

Universal rational egoism assumes that individuals will act just as rationally,
and just as self-interestedly, in political arenas as in economic markets. In econom-
ic thinking there is a strong bias in favor of free markets, with a great concern that
any government intervention will reduce efficiency. This same bias against govern-
ment is evident in the thought of many policy scientists who have adopted rational
choice thinking. Supporters of the rational choice model claim the analysis
describes government and political behaviors as they are, free from any wishful
notions about how they should be.?3 Nevertheless, the conclusions of public choice
have a clear bias in favor of free market principles and limited government. Critics
point out that rational choice disregards the role that culture plays in modifying
and restricting decisionmaking. Rationality can mean different things in different
cultures.24

Social choice theory shows that if individuals actually behave the way the the-
ory describes, all collective voting mechanisms are subject to manipulation in
which the popular will may be thwarted. In other words, whoever controls the vot-
ing order can determine the results. Even bureaucracy is interpreted as being
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rationally concerned primarily with increasing its budget and power. The conclu-
sion is that most government agencies are not in the public interest. The obvious
implication for anyone suspicious of government is that all bureaucratic organiza-
tions and budgets are too large, so budgets may be cut without fear that the affected
agencies cannot still carry out their responsibilities. The main problem for “respon-
sible” government, then, is little more than to rein in out-of-control agencies.

The average citizen has a modest interest in policy issues, but the costs are too
high relative to the benefits for him or her to become well versed on either the spe-
cific issues or the policy positions of elected officials. Politicians have a positive
incentive not to inform the voters on specific policy proposals, but only to speak in
general of the goals of “peace and prosperity.” Rather than speaking to the public
about policy issues, they can be expected to espouse ethical principles and humbly
acknowledge their own moral rectitude while castigating that of their opponent.
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Citizens are usually rationally ignorant and not well positioned to monitor public
policies in a manner assumed by democratic theory. Political elites formulate poli-
cies in a way that maximizes their benefits in the theory.

In the rational choice model, which is descriptive of what is, without passing
judgment, politics is little more than a game in which all participants seek to maxi-
mize their benefits while treating the cost as a negative externality to be transferred
to the commons (all taxpayers). The world of politics as viewed through the lens of
rational choice is almost unrecognizable to the student of liberal democratic
thought. There is no doubt that the economic calculus of public choice (rational
egoism) explains one facet of the human psyche. This explanation has grown, and
is accepted, to the point that it threatens to crowd out other approaches.

Rational choice theory has a difficult time explaining altruistic behavior. Why
do individuals who perceive no benefit to themselves for helping others neverthe-
less do so? Rational choice theory would not predict that individuals would engage
in “good Samaritan behavior.” Nor do rational choice theorists have an easy expla-
nation for collective action for the general welfare. For example, even though the
cost of collecting information and going to the polls to vote outweighs the likeli-
hood that the vote will have any influence on the outcome of the election, millions
of people do go to the polls.

Finally, many cognitive psychologists argue that individuals usually do not
have complete information and therefore cannot ascertain the “best” choice from a
rational perspective. As a result, individuals are more likely to seek a minimum
level of satisfaction (rather than the maximum) from their decisions. This is
referred to as “satisficing.”

On the positive side. a contribution of the theory has been to suggest to policy-
makers one avenue to develop public policies. We agree that a competitive market
can allocate resources efficiently and without any guidance from government. At
the same time, we recognize that the market has several weaknesses. The market is
unable by itself to cope with business cycles and unemployment, income inequali-
ty, or the consequences of a concentration of market power and money. A market
does not protect the commons. The market is incapable of providing public goods.
Many of society’s most urgent public policy issues—urban decay, pollution, the
social unrest that is attributable to poverty—are to some degree the result of some
market shortcoming.

Many market imperfections can be treated by policies that make use of the
market’s mechanisms. Policymakers increasingly attempt to take the incentives of
the free market into account when designing public policy. Privatizing government
operations is one such effort to use the profit motive to increase efficiency.
Deregulation of some industries, such as airline and trucking, is an example. The
effort to use market mechanisms to control pollution is another example. As noted



RaTionaL PusLic CHOICE

carlier, many critics of this approach feel that to permit businesses to pay a fee to
pollute removes the moral stigma from the act. The right to pollute is reduced to
any other market good that can be bought or sold. In the case of the tragedy of the
commons, each individual acts rationally in their self-interest, with the result being
collective irrationality. The basic consequence of public choice is that of “rational
man, irrational society."2

Adam Smith, writing in an earlier age, thought of economics as a part of moral
philosophy. It never occurred to him that economics might be thought of as value-
free (see Chapter 5). On the contrary, his theory was based on the desire to improve
the situation of the masses. As he wrote in Wealth of Nations: *Consumption is the
sole end and purpose of all production; and the interest of the producer ought to be
attended to, only so far as it may be necessary for promoting that of the
consumer.”26

Robert Heilbroner has pointed out that economists today claim to engage in
value-free scientific thinking because the prestige associated with pursuing a sci-
ence resembles the grandeur of religious pursuits in an earlier age. He holds that all
“economic analysis is shot through with ideological considerations whose function
is to mask the fullest possible grasp of some of the properties of a capitalist social
order.”?7 The social sciences cannot achieve the rigor (or objectivity) of the natural
sciences as long as the worth of the individual is valued. Normative values regard-
ing the worth of life, health, and human dignity permeate public issues. In fact, as
members of a social order, it is impossible for us to describe this order without
using the feelings of attachment and identification that make us a part of the fabric
of society. A nonideological being could not exist as a sentient member of society.

This is as it should be, especially in public policy, since its purpose is to pro-
mote the general weltare. The next two chapters explore the relationship between
the individual and society.

Conclusion

Markets fail to produce ideal outcomes in the best-attainable allocation of goods
and services. Democratic governments are asked to intervene to correct the defi-
ciencies of market outcomes, but must do so through the institutions of representa-
tive democracy, with voting procedures, political entrepreneurs, and interest
groups serving as intermediaries.

The process is one in which individuals in politics act, as people are assumed
to do in the marketplace, on the basis of their preferences based on their views of
their rational self-interest. Rational public choice theory offers an explanation
regarding how individuals act in the political marketplace. It should be seen as a
view about how the system actually works and not how the system should work.
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In some ways the government is even less efficient than the private market-
place. This is particularly true in limiting voters to infrequent elections and in
requiring the political “package deals” achieved through logrolling.

The principle of the median voter results in the “middle ground” of the elec-
torate being critical in any election. Since both candidates in a two-way race must
compete for the median voter’s position and portray their opponent as being an
extremist and “out of touch with the mainstream,” campaigns usually fail to pro-
duce any bold initiatives for change. Rather they eschew substance in favor of
efforts by candidates to tar their opponents with negative symbols.

The voting paradox also allows political entrepreneurs to take almost any posi-
tion on an issue and claim that this was supported by a majority. Consequently,
whoever controls the voting agenda on several related items will have a powerful
influence on the voting outcome.

Special interest groups are organized voters who see their self-interest bound
up with a specific issue, are informed about it, and are therefore inclined to vote
based on that issue. The general population of potential voters, following the prin-
ciple of rational ignorance, is likely to be uninformed about and indifferent to most
political issues. Special interest groups, then, have a political influence out of pro-
portion to their numbers, although politicians are reluctant to antagonize the gener-
al voting population needlessly because they too have the potential to mobilize and
retaliate through their own interest groups.

The accumulation over time of legislation for the benefit of special interest
groups redirects public resources toward those groups at the expense of the unor-
ganized and less-likely-to-vote general public, particularly the poor. This may
result in further movements away from the ideal of government correction for mar-
ket failures.

Rational choice thinking is a valuable tool for policy scientists. An overempha-
sis on the model can legitimize an approach to public policy that treats all issues
and positions as of equal value. In such a scenario the role of policy scientists is
reduced to tabulating wins and losses for different groups.

Questions for Discussion

1. What is public choice theory? How does it help in analyzing public behav-
ior and policy?

2. How can democratic voting behavior lead to undemocratic results? How
can this be squared with the idea of justice? Is there a solution to this prob-
lem?
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3. Why do political candidates move to the center in a single-peaked two-
party system? Why are parties more likely to have more fixed ideological
points in multiparty systems?

4. Why do candidates prefer to campaign on general terms rather than specific
issues? Conversely, why do candidates reduce an opponent’s general stands
into specific positions?

5. What is the idea of rational ignorance? How can this be squared with the
democratic ideal of an informed citizenry?

6. The democratic ideal also contains the concept of each citizen having an
equal voice in government. How then can special interest legislation be jus-
tified?

7. Are there ways to make government bureaucracies more concerned about
the efficiency of their programs?

8. Why must policymakers be concerned with the use of common resources?
How can policymakers best regulate the usage?
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power, not as an end in itself, but as the means for implementing their visions of good pub-
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CHAPTER 4

Ideologies and Institutional
Constraints: Public Policy
in the United States

Public policy in the United States must be considered in context of the peculiarities
of its political institutions and its culture. If politics is the art of the possible, it is
also a truism that the problems that get on the agenda and the viable policy options
will be determined by the culture and institutions of the society. The framers of the
Constitution fragmented power rather than concentrating it. The system of checks
and balances, separation of powers, and federalism was the result of choice and the
political realities of the time. By providing for a limited government and guaran-
teeing certain individual liberties, the framers also provided a channel through
which public opinion may constrain policy.

National crises, such as the Civil War, the Great Depression, and World War II,
have changed the parameters of the struggle over policy. More recently, opinion
has been divided over whether the system created in 1787 can still provide for
effective government in the twenty-first century. Many critics of the system pro-
pose schemes to streamline institutions and encourage a concentration of power.
Others praise the work of the framers and the virtues of inefficient government as
extolled by James Madison in The Federalist no. 10. This chapter examines the
origins of this debate and how the conservative bias among the delegates to the
Constitutional Convention was reflected in the Constitution; the role of federalism
and its impact on policymaking; and U.S. political culture and public philosophy
and its impact on public policy formulation. Finally, it looks at how public philoso-
phy is related to political attitudes and peculiarly “American” values.

Ideology and Public Policy
An ideology refers to a structure of interrelated values, ideas, and beliefs about the
nature of people and society. It includes a set of ideas about the best way to live
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and about the most appropriate institutional arrangements for society. As such, it
invariably includes a belief that society can be improved. Ideclogies include an
image of the good society and the means for achieving it. Therefore, supporters of
an ideology believe that if their plan is followed and the appropriate policies are
adopted, the society will be improved. Ideologies thus provide a perceptual lens
through which to view politics by helping to organize thoughts and evaluate poli-
cies, programs, political parties, and politicians. Ideologies are a device to simplify
the complexities of political reality and therefore are never completely accurate or
inaccurate descriptions of political reality.

The term ideology was first used during the French Revolution to describe a
view of how society should be organized that was separate from religious views
that were becoming increasingly controversial. Today, the term often is used to
refer to the outlook of individuals with rigidly held beliefs. In fact, the mainstream
of U.S. politics has never been rigidly ideological; only the far right and far left are
concerned with a correct set of values and behaviors for their members. Those pas-
sionately committed to an ideology are not likely to make good policy scientists, as
they often cannot dispassionately examine a problem without confusing it with
their ideological goals. Ideologues find it difficult to compromise, because an ide-
ology carries with it a commitment to try to change the society in the direction of
their ideology. Policymaking becomes more difficult when issues are cast in ideo-
logical terms, because the policy problem becomes transformed into a “conserva-
tive” or “liberal” principle that cannot be compromised.

In the United States. more people have consistently identified themselves as
conservative rather than liberal over the past twenty years.! People in the United
States often describe themselves as liberal or conservative even while they prefer
to think of themselves as pragmatic, political moderates who decide issues on their
merits rather than through any ideological set of values or beliefs. Many people
who call themselves liberal or conservative only accept a certain part of that ideol-
ogy. Many Americans who accept the conservative view that the role of govern-
ment in the economy should be reduced, want greater government involvement in
the regulation of social issues, such as gays in the military. Conversely, others who
view themselves as accepting a liberal position of more government intervention in
the economy, feel the government should have a smaller role in the area of person-
al morality. Many who are conservative on social issues may be liberal on econom-
ic issues and vice versa. This is not necessarily logically inconsistent. It suggests
that political ideology in the United States is rather fluid. It also suggests that an
ideology is somewhat malleable to the political environment in which it exists.

A liberal or conservative orientation does not determine political postures for
most people, but it is a useful means for self-identification and articulation of poli-
cy positions. The more informed people are, the more likely they are to have policy
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positions consistent with their ideological orientation. Since the 1980 presidential
election, the Republican Party has strengthened its identification with a conserva-
tive ideology. Ideological awareness has grown in the United States in recent presi-
dential elections, with a stronger association between ideological self-identifica-
tion and voting patterns.

Most Americans, in fact, do not organize their thoughts systematically or con-
sistently. For example, a voter may want tax cuts but would like the government to
increase funding for Medicare. Many Americans view their position on one issue,
such as tax cuts, in isolation from their view on another issue, such as their desire
for more defense spending. Some attentive voters have difficulty finding candi-
dates who reflect their view on a wide variety of issues, because the government is
involved in an ever-wider variety of public policies.

Political entrepreneurs, including legislators, lobbyists, special interest groups,
and party activists, are more likely to be ideologically committed. They often try to
mobilize public opinion toward their ideology, but find that more voters may react
negatively when such appeals seem too far out of the mainstream. For example, the
Republican leadership turned back an attempt to make opposition to late-term
abortions for party candidates a prerequisite for receiving campaign financial assis-
tance. The “conservative” leadership learned the hard way that they drove many
voters, especially women, out of their party by appearing to oppose any dissenting
views. Political parties must make some accommodations with voters and ad hoc
coalitions to maintain viability. This stands in stark contrast to many countries
whose political parties are organized around competing political philosophies and
ideologies. In those countries, political parties are more disciplined and political
struggles take on the form of a protracted conflict.

Nevertheless, most voters are not at the “dead center” of a political spectrum.
Rather, they have a tendency to be a “little more conservative™ or a “little more lib-
eral.” Political entrepreneurs therefore try to use ideology as an organizing strate-
gy. It is imperative to understand the main ideologies in the United States and how
they influence public policy.

Today, ideological controversy is a part of the debate on the whole variety of
public policy issues, from whether gay marriages should be recognized by law, to
how to reduce the flow of drugs into the country, what the nation’s international
trade policy should be, and how to improve the educational system.

Should the government be less involved in our lives? Would it be better if peo-
ple were forced to rely more on themselves and the market for their well-being?
How should the government provide for economic growth and price stability?
Should the government adopt a more restrigtive immigration policy? How can we
stop urban decay? Ideological controversy and debate are very much a part of our
political process.
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Two Major Ideologies

There are several different theories that try to describe how governments should
behave (normative theories) or how they actually do behave (positive theories).
The two major ideologies are actually theories or perspectives from which to judge
government policies.

Liberalism

Liberalism is an ideology committed to a set of policies that have as their common
goal greater freedom for individuals. The term “liberal” first acquired its modern
political connotation from the Liberales, a Spanish party that supported a version
of the French constitution of 1791 for Spain.? Liberal thought has two central
ideas. The first is the opposition to arbitrary authority and its replacement with
more democratic forms of authority. The second idea is a desire for greater overall
freedom for the individual. Early liberalism emphasized freedom from arbitrary
authority. It began with support for freedom of conscience and a demand for reli-
gious toleration.

The spirit of this rational liberalism can be traced back to John Locke and his
Two Treatises of Government (1690). Locke’s philosophical rationalism, common
sense, and liberal spirit are reflected in the work, which stresses individual “natural
rights,” labor, property, and reason. Locke’s treatises contain the basic doctrine of
liberalism. Later economic liberals stressed the observation made by Locke that the
first requisite for national economic growth was the protection of private property.
Because unless people had a right to property, the incentive to work would dissolve
and production would fall.

Adam Smith, the founder of modern economics, is often considered to be the
greatest of the economic liberals. Smith published Wealth of Nations in 1776 in an
effort to refute the mercantilists, who argued that the true wealth, or power, of
nations is not determined by the amount of gold that a nation acquired, but by the
amount of goods and services produced by the society. Rather than focusing on the
role of the state as the mercantilists did, Smith focused on the role of the individ-
ual. Smith argued that interference with market forces by the government must
lead to inefficiencies and reduced growth. The government, by directing economic
resources toward one industry, must necessarily draw those resources from other
areas, which are then underfunded.

There was concern that permitting everyone to follow his or her own self-inter-
est would lead to chaos throughout society. Smith argued that the discipline of
market forces would lead not to lower production resulting from the zero-sum rela-
tionships perceived by the mercantilist€, but to benefits for both parties to a trade,
or they would not consummate the agreement. The most efficient manufacturers
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will survive and the inefficient will go under. The invisible hand of market forces
can regulate the market far better than the government.

Thus the idea that society should be free from government interference.
Thomas Jefferson, who was a classical liberal, summed up the sentiment with his
famous phrase, “That government governs best which governs least.” This view
was well suited to a new country that had just thrown off the shackles of arbitrary
interference by King George III in political and economic decisions of the
American settlers. A young vigorous nation with resources and room to expand
provided an excellent foundation for an ideology of freedom from economic or
political control.

Because of their experience with monarchial government, both Smith and
Jefferson saw government as a threat to individual well-being. Jefferson said, “The
care of human life and happiness, and not their destruction, is the first and only
legitimate object of good government.” Classical liberals were fearful of the heavy
hand of government and sought to “free” the individual from state oppression.

Classical liberals had greater faith in the influence of markets than in the influ-
ence of governments. Both Smith and Jefferson thought that their theories would
lead to an improvement in the well-being of the nation’s citizens. Liberalism
emphasizes a human being’s reasonable nature, which leads to cooperation (such
as in the social contract) and to competition in a constructive way. If society is set
up correctly, we may all gain from competition. Conversely, classical liberals
focused on abusive uses of power by the state. Jefferson’s Declaration of
Independence catalogued a list of abuses of the British government. Unlike the
mercantilists, who viewed competition as zero-sum, liberals saw competition as
constructive and positive-sum, that is, mutually advantageous. If two individuals
meet in the market and one has brought grapes but prefers apples, and another has
brought apples but prefers grapes, then both can benefit through an exchange.

The classical liberal view had a strong bias in support of the market whenever
a choice was to be made between the two. Classical liberalism also became associ-
ated with a preference for democratic forms of government. Democracies were
preferred because, by weakening centralized power, individual freedom was made
more secure. Democratic forms of government with separation of powers and
checks and balances can be more easily thwarted in any policy that requires deci-
sive centralized decisionmaking.

The industrial revolution resulted in the rapid urbanization of Europe, rapid
population growth due to better living and health standards, and the destruction of
the landed aristocracy and the petty nobility, who were made irrelevant by the
changes. The aristocracy was replaced by new elites comprising manufacturers,
financiers, merchants, and government officials. Jeremy Bentham (1748-1832)
was an observer of the changing conditions and a principal commentator on utili-
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tarianism. Bentham joined the two threads of liberalism together by applying the
concepts of utility and the marketplace to politics and the tasks of democratic gov-
ernment. He is well known for his observation that “nature has placed mankind
under the governance of two sovereign masters, pain and pleasure™ and his utility
principle of the greatest good for the greatest number. However, Bentham did not
identify utility with selfishness, for he says that the “first law of nature is to wish
our own happiness: and the united voices of prudence and efficient benevolence
add,—Seek the happiness of others,—seek your own happiness in the happiness of
others.™?

Bentham proposed that politics and law should provide a maximum of free
choice and liberty for all. He believed that education, free speech, inclusive repre-
sentation and an expanded suffrage, and the regular accountability of the governors
to the governed—that is, politics patterned after the model of the free economy—
were necessary to provide good government. His theory first combined economic
liberalism with positive political action.

In the mid-1800s, more challenges were raised about this antistate view of lib-
eralism. The goal of liberalism was individual freedom. But it was becoming
increasingly clear that economic progression had brought about situations that
could reduce individual freedom. For example, although political power was
decentralized and pushed out of the marketplace, market power was becoming
increasingly centralized. Liberals had expressed great faith in freedom of con-
tracts (agreements between two consenting parties without government interfer-
ence). If one party does not like the agreement, one does not sign the contract. This
might not be a viable option when the bargaining power between the two parties is
highly unequal. What if a powerful corporation offered a very-low-wage contract
to a poor person desperate for a job to provide for his family? The contract might
require a twelve-hour work day and even carry a clause in which the individual
agreed never to join a union as a condition of employment. Does the person in
urgent need of a job really have a choice? Corporations also claimed the right
under laissez-faire to share lists of troublesome workers who might have agitated
for higher wages, thus blacklisting anyone who objected to low wages. Classical
liberals believed that wages would find their own natural level, even if it was at a
Malthusian subsistence level.

The growth of the modern corporation and industrial technology transformed
the world of Adam Smith, who had not conceived of the organizational power of
large corporations. Great inequalities in the employment market made one person’s
economic freedom another’s oppression. The market in commodities such as child
labor, impure or adulterated foods, and slum housing led some to conclude that
government regulation could expand freedom, especially of the poor. Some “mod-
ern liberal™ political and economic writers began to suggest that in such a circum-
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stance it was time for the government to be brought back into the marketplace to
protect people from the inequities in the system. Modern liberals began to support
wage and work-hour legislation, the right to unionize, and worker compensation.
Other economic liberals defended the tenets of laissez-faire capitalism, transform-
ing the means of liberalism into ends and transforming their liberalism into conser-
vative ideology.

John Stuart Mill inherited the liberalism of Adam Smith and Thomas Jefferson
as taught by his father, James Mill, a noted political economist (and friend of
Bentham’s). In 1848, Mill wrote his treatise Principles of Political Economy,
which gave liberalism a new meaning. He argued that liberalism had been an
important force in the destruction of arbitrary centralized power, and had provided
the very foundation for democratic revolutions and reforms while invigorating
individual liberty in Europe and the United States. But liberty that merely sanc-
tioned the amassing of wealth was insufficient, according to Mill, who also wanted
moral and spiritual progress. He thought that the state should take some action to
correct market failures and to nudge social progress along. For example, the state
should allow for individual freedom in most cases. And parents should be ordinari-
ly free to raise their children as they see fit. However, there was a parental duty and
a moral obligation for parents to educate their children. This moral obligation was
to the children and also to society. This obligation of the parents to educate their
children took priority over their rights to raise their children as they saw fit. The
state had a right to use its coercive authority to require the education of the chil-
dren. However, since some parents cannot afford the cost of educating their chil-
dren, the government is obligated to provide grants to make the education of poor
children possible. Mills’s views on education were similar to his views on other
areas of social welfare.

In his later years, Mills became increasingly willing to tolerate, or even
require, government involvement in a number of social issues. The question was
always when to permit government intervention, and how far the intervention
should be tolerated. The Progressive period in the U.S. experience (roughly
1890-1920) signaled the willingness to use government and social institutions to
improve the human condition.

John Maynard Keynes further contributed to the willingness of liberals to reg-
ulate the economy for the general welfare. His analysis showed that laissez-faire
principles could lead to economic chaos and that government intervention could
provide much needed order. Keynes believed that the state needed to be active to
provide an improvement in society’s condition (see Chapter 5 for a further expla-
nation of his views).

Vaclav Havel, president of the Czech and Slovak republics, is often quoted as a
modern liberal theoretician. He worried about the danger in placing too great a
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dependence on the market, which can result in tragic social consequences for the
market and the individual. Moving from too powerful a state (communism) to too
weak a state can risk creating a backlash that could usher in authoritarian rule. He
advises moderation:

The market economy is as natural and matter-of-fact to me as air. After all, it is a
system of human activity that has been tried and found to work over centuries. . . .
It is the system that best corresponds to human nature. But precisely because it is
so down-to-earth, it is not, and cannot constitute, a world view, a philosophy, or an
ideology. Even less does it contain the meaning of life. It seems both ridiculous
and dangerous when . . . the market economy suddenly becomes a cult, a collec-
tion of dogmas, uncompromisingly defended and more important, even, than whar
the economic system is intended to serve—that is, life itself. 4

The philosophy of John Rawls fits the modern liberal view of the proper rela-
tionship between liberty and equality. His first principle is that each person is to
have an equal right to the most extensive total system of basic liberties compatible
with a similar system of liberty for all. His second principle is that social and eco-
nomic policies should be arranged so that they help the least advantaged at least as
much as the most advantaged.

What can one conclude about liberalism today? First, modern liberalism keeps
the same end of the free individual that has always guided this ideology. The
means to the end have changed, but the goal of increasing human freedom remains
the same. Liberalism asserts that the individual is more important than the state.
But though economic man/woman is based on rational egoism, political
man/woman must be concerned with the broader welfare. The state is created to
serve the individual and his or her well-being. Modern liberalism does call on the
power of the state, but it is in the interest of expanding freedom for all, although it
may mean that some have less freedom to do as they please. The market is useful
as an efficient and peaceful process to bring people together in mutually advanta-
geous trade. However, there are some things the market does not do well. In those
cases, government must step in to promote societal goals and, whenever possible,
try to use market incentives to achieve them.

Conservatism

Conservatism has different aspects in the social sciences. Temperamental con-
servatism describes a cluster of attributes that most people exhibit in all societies.
The major elements in the conservative temperament include habit, inertia, fear of
the unexpected, the need to be accepted, and fear of being alone. These traits are
often found among some of the more marginal groups in society, such as the poor,
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the elderly, or the ignorant.5 A conservative temperament is given a high “value” in
the gathering of knowledge and transmitting the culture from generation to genera-
tion. The maintenance of law and order would not be possible without this conser-
vative inclination. This sentiment is also necessary for individuals to accept the
division of labor and the wage structure as being better than any other system
devised.

Closely related to temperamental conservatism is situational conservatism,
which is the natural and culturally determined disposition to resist dislocating
changes in the traditional pattern of living. Basically, situational conservatism is a
general opposition to changes in the social, economic, political, or cultural order.
The fear of change is the distinguishing characteristic of conservatism. In the polit-
ical-economic arena it becomes a fear of those who would plan to change the world
or to “improve” it by sacrificing the accepted societal values, institutions, and
habits of living. Although the more affluent are prime candidates to be content with
the established order in the society, persons at all socioeconomic levels may lament
change in the status quo. For reasons that range from the instinctive to the prag-
matic, many will find the security of the established order preferable to the
unknown of change. The maxim “Better the devil that you know, than the one you
don’t” sums up this view.

Political and economic conservatism is the result of conservatives of tempera-
ment and situation being thrust into political issues. The most general meaning of
the term conservatism refers to political conservatism (or the “right”). Political-
economic conservatism refers to the attitudes that venerate the inherited patterns of
morality and existing institutions, and are distrustful of the competence of popular
government to provide change that will improve on the status quo. Politico-eco-
nomic conservatives can be counted on to oppose liberal proposals for reform. Not
surprisingly, such conservatism draws its major support from those with the great-
est interest in the existing order.

Like liberalism, modern conservatism has undergone an evolution from “clas-
sical conservatism.” Edmund Burke, a contemporary of Adam Smith, is the epito-
me of conservative thinking in the late eighteenth century. Burke agreed with
Smith that a free market was the best economic system. And he was in sympathy
with the American colonies and opposed sending British troops to put down the
rebellion.

The liberalism of the American Revolution was a seminal event in Europe.
Liberal ideas appeared to be sweeping the continent, influenced by philosophers
Jean-Jacques Rousseau and Thomas Paine. The application of liberalism in
America was not difficult once the British withdrew, since there was no embedded
aristocracy to contend with. Democratic government fell easily into place. But in
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France, a revolution based on “liberty, equality, and fraternity” met with fierce
resistance from the aristocracy and the Roman Catholic Church, which received
state support. The revolutionaries dealt with the intransigence with the guillotine in
an effort to sweep aside all institutions.

Burke watched in horror. His Reflections on the Revolution in France (1790)
began as a discussion of the French Revolution but expanded into an examination of
the nature of reform and revolution and was to become the standard work of modern
conservatisi. Underlying Burke’s philosophy was a deep pessimism that is visible
throughout his writing. Burke realized that the French Revolution was not merely a
French affair; it was a revolution in beliefs and theory. He called for a European
crusade to crush this new wild, enthusiastic revolutionary spirit by force of arms. He
believed that no monarchy would be safe before the tyranny of the multitude.

Burke opposed the individualism represented by the new philosophy. He saw
society not in terms of equal individuals but of unequal groups with long-standing
interests. People are not basically rational as Locke had written; they are only part-
ly rational and are generally guided by their emotions and passions. It was to con-
tain humanity’s irrational passions that society had evolved institutions, traditions,
and moral standards, such as the aristocracy, churches, and rules of morality. If
these were swept aside, the result would be chaos and tyranny of the masses far
worse than a1y injustice suffered before the revolution. Therefore these institutions
were to be conserved, even if they were not perfect. They had evolved over hun-
dreds of years of trial and error and people had adapted to them. Burke was not
opposed to change, however; it was just that he thought change should occur grad-
ually, allowing time for people to adapt. A state without the ability to change would
not have the ability to “conserve” itself. The mission of conservatism had not been
to defeat revolutions but to avert them.

Burke believed that the characteristic essence of all property, “formed out of
the combined principles of its acquisition and conservation, is to be unequal.”® The
touchstone of modern conservatism is that its outlook is more pessimistic regard-
ing the ratioral side of humanity’s nature than is the outlook of liberalism, whether
classical or modern. Conservatives emphasize the limits of rationality and the view
that for mosi people, their intellect is subordinate to their emotions and passions.
They tend to emphasize human inequality as a given and that the unequal distribu-
tion of prope -ty naturally follows from this fact.

The political and economic conservative is typically the prisoner of the pres-
sures for chunge in the social process. Those proposing change keep the social
process in motion, while the conservative reacts. When the pace of change is
pushed by market forces through multinational corporations, computers, and
automation, the conservative position illustrates that support of a social revolution
can coexist with opposition to political reform.
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The first principle of government for the conservatives is to protect property
and maintain order. They retain the view of classical liberals that after it performs
this function, government should have little regulatory authority that would impede
the acquisition of property. Government should have an increased role, however, to
encourage respect for tradition. For example, conservatives would like to see gov-
ernment take action to get prayer into schools, restrict abortion, and limit gay and
lesbian rights. Modern conservatives are also traditional concerning questions of
women in the military and affirmative action.

Milton Friedman, a modern conservative and Nobel Prize-winning econo-
mist, argues in favor of Adam Smith’s principle of laissez-faire. President Ronald
Reagan in the United States, and Margaret Thatcher in Britain, attempted to
apply this aspect of classic liberalism, now frequently called neoconservatism.
They advocated free markets at home and in international trade, and minimal
state interference otherwise except in the area of national security. Reagan com-
plained that a progressive income tax was improper and denounced policies
designed to reduce inequalities as “social engineering.” The top tax rate in the
United States was reduced from 70 percent in 1980 to 33 percent in 1986. Critics
denounced that rolling back government regulations resulted in giving away nat-
ural resources and relaxing environmental protection standards, contributing to
the growing inequality in the distribution of income and wealth in the nation (see
Chapter 6). For modern conservatives individual liberty is to be overwhelmingly
preferred to equality. Modern conservatism continues today as a combination of
the ideas of Edmund Burke and Adam Smith’s idea of laissez-faire, although
the problems balancing individual freedom in the market and state interests
remain.

By the late nineteenth century it became apparent that the free market had sev-
eral problems identified earlier by Smith. The market system produced oligopolies
and monopolies, which reduced competition. Individual consumers did not benefit
as Smith had hoped, when sellers could collect monopolistic rents. Inequalities in
the marketplace produced great inequalities in the distribution of wealth. Left to
market forces, stratified class positions were increasingly inherited. Affluent par-
ents provided their children with the advantages that come with class: excellent
educational opportunities and connections to jobs and inheritances to provide suc-
ceeding generations with appropriate privileges. At the lower end of the socioeco-
nomic ladder, it became difficult for those at the bottom to acquire the means nec-
essary to achieve upward mobility. Recurring sharp fluctuations in the business
cycle hit the poor and working class the hardest.

As a philosophy committed to the defense of the status quo and the leadership
of certain groups within the society, conservatism is an important ideology in the
United States. Conservatism is thriving in the realm of ideas with a certain set of
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core principals. Clinton Rossiter has noted that the persistent themes of the
philosophers of modern conservatism include the following:

The exisience of a universal moral order sanctioned and supported by organized
religion. The obstinately imperfect nature of men, in which unreason and sinful-
ness lurk always behind the curtain of civilized behavior. The natural inequality of
men in most qualities of mind, body, and character. The necessity of social classes
and ordess, and the consequent folly of attempts at leveling by force of law. The
primary role of private property in the pursuit of personal liberty and defense of
the social order. The uncertainty of progress and the recognition that prescription
is the chif method of such progress as a society may achieve. The need for a rul-
ing and serving aristocracy. The limited reach of human reason, and the conse-
quent importance of traditions, institutions, symbols, rituals, and even prejudices.
The fallitility and potential tyranny of majority rule, and the consequent desirabil-
ity of diffusing, limiting, and balancing political power.”

Rossiter also notes that there is a conservative preference for liberty over equality
as reflected n Burke’s philosophy. Conservatism in the United States is a jumble
of disparate inswers to persistent questions about where to draw the line between
the rights of the individual and the demands of the community. Conservatives gen-
erally support government action to protect the status quo or promote the interests
of those whc tend to be among the more affluent. Conservatives also are inclined
to favor a decentralization of power.

Competing Perspectives of Analysis

The ideologi:al perspectives provide an indication of how individuals holding par-
ticular views would try to work to change society. The social sciences also suggest
competing theoretical viewpoints that prove useful in analyzing public policy. The
pluralist and elite models, and variations on them, offer a myriad of insights into
individual and collective political action and the deep-seated tensions within socie-
ty. The two theories examined here adopt different units of analysis and logic of
social action; they have different interpretations of data. They are often put forward
as discordant approaches to analysis. However, there are so many compatible ele-
ments in both approaches that a synthesis of the two combining several aspects of
each can strengthen our analytic efforts.

Pluralism

Pluralism is a theory of government that attempts to reaffirm the democratic char-
acter of U.S. society by asserting that public policy is the product of competition
and negotiation between groups. It begins with the view that individuals acting in
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their self-interest engage in political action in an effort to obtain some benefit from
the government. Individuals must compete with each other in the effort to shape
policy outcomes. Pluralism, or group theory, accepts that there are shortcomings in
traditional democratic theory, which emphasizes individual responsibility and con-
trol. Pluralism itself emphasizes the tendency of individuals with common interests
(“factions,” in James Madison’s terminology) to form groups to push their
demands on government. Competing groups make demands on government
through political institutions. Individuals are important to the extent that they act
on behalf of group interests.

The pluralist view of the world is one in which multiple centers of power com-
pete to shape policy outcomes. Power in the United States is diffused between
many groups and is fluid. The decentralized nature of politics guarantees group
access to power. Competition between interest groups helps to protect individual
interests by placing checks on the power groups can accumulate and preventing
them from abusing the power they do achieve. Public policy at any given time
results from the equilibrium achieved among the competing groups. The legisla-
ture, in this theory, acts as a referge of the group competition and records the victo-
ries of different groups in the form of statutes.® If the competing interest groups are
roughly balanced, the policy that results roughly approximates the preferences of
society in general. Overlapping group membership helps maintain the balance by
preventing any single group from moving too far from societal values. Public poli-
cy tends to move in the direction of groups whose influence is growing and away
from those whose influence is waning.

From the pluralist perspective, the state has no role other than to reflect and
respond to the demands of participants in the political system. The government
provides the representative mechanism through which groups press their demands
for policy outputs. Although pluralism does not require a small state, many suggest
that a minimal amount of government intervention is most compatible with the
model. The government’s role is primarily to be an umpire between the competing
groups, interpreting and enforcing the rules agreed upon. As Milton Friedman says,
“the role of the government . . . is to do something that the market cannot do for
itself, namely, to determine, arbitrate, and enforce the rules of the game.™

Group theory does not deny that individuals by themselves have little power or
influence. Individuals play only a limited role, by voting or working in interest
groups. And even though the right to participate is open to everyone, active partici-
pation is heavily biased toward the most affluent members of society, who are also
the better educated with higher-status occupations.!? The poor make up a much
smaller part of the activist population and their perceptions are not communicated
with the clarity or urgency of the more affluent.
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Neopluralists challenge the earlier pluralist idea that power is decentralized
and that no single interest dominates the government.!! Charles Lindblom holds
that corporate officials in reality are a set of policymakers parallel to elected offi-
cials who act without the restraints of legislators. Elected officials are in fact very
solicitous ¢f corporate officials and their desires, because failure to accommodate
them may Jead to consequences, such as unemployment, that government officials
are unwilling to accept. The result is that the bias within the system and the special
status of business are decidedly in favor of the affluent. The neopluralists provide a
bridge to the elite theory.

litism
v-/::litism is based on the straightforward empirical observation that despite the plu-
ralist vision of diffuse and fluid power centers with open access, the reality is very
different. Power is concentrated in elites drawn from business and financial centers
of the society. The basic unit of analysis is not the individual or an organized inter-
est group, but the small layer of elites who control powerful institutions, primarily
financial, but also including governmental and military organizations. Elites, being
rational and self-interested, use the resources to maintain order in society by man-
aging a consensus that represents their interests—which is to say, the status quo.
The elite: in government try to structure the debate to quash any problem that
would threaten their hold on power or that would significantly redistribute power.
This mod:1 does not perceive the state as the neutral umpire of the pluralists’ view.

This view accepts the idea of interest group competition that results in legisla-
tion. But the issues involved in such instances are not central to the welfare of soci-
ety. The :lite model holds that most election issues deal with a middle level of
power. Pluralist politics, by focusing on the competition at the middle level, tends
to miss the critical issues at the top, and neglects the issues at the bottom. Middle-
level politics is often symbolic, while the critical issues are not open to electoral
challenge: but are agreed on through elite collaboration.

Every political system has inherent biases concerning who has access to it. For
the United States, Founding Fathers supposedly produced a system based on the
notion taat “all men are created equal.” But according to elite theorists, the
machine -y of government was not (and is not) open to all men (and certainly not to
all women). There were built-in mechanisms designed to make it difficult for most
groups 1o gain access 1o the government or to make changes in the way it func-
tioned. “"herefore, the idea that U.S. government reflects “the will of the people,”
as popularly understood, is inaccurate in the view of elite theory.

Elit: theory holds that most government decisions are made by a minority elite
that has enormous power. Elites derive their power from the control of key finan-
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Case Study: Elites, Interests, and the

Tension Between Capitalism and Democracy

A standard argument against democracy that
has concerned conservatives of all stripes as
well as elites is that in a true democracy
there would be nothing to prevent the mass-
es from using their democratic majority to
take away the property of the relatively few
haves and redistribute it to the have-nots.
The concern is that the tyranny of the
majority could incite unscrupulous politi-
cians to sell out to the mob's rage for eco-
nomic equality by using the tax system to
confiscate the property of those who have
more.

The framers of the Constitution were
determined that this would not happen in the
new republic. They put together a system of
separation of powers. checks and balances,
and federalism to safeguard individual liberty
and property rights. Many of the
Constitution’s other key provisions, such as
the indirect election of the president and sen-
ators (prior to the Seventeenth Amendment)
and the appointment of judges for life, were a
determined effort to limit democracy. Adam
Smith had gone so far as to charge that gov-
ermnments were really instituted to defend the
rich against the poor.

The transfer of power away from more
democratic forms can also occur through
bureaucratic shifts. One mechanism of gov-
ernment that can manage the tension
between democracy and capitalism is the
creation of boards that are part of the nation-
al government yet insulated from the elec-
toral process and even largely from the con-
trol of politicians. In fact, the structure can
even be justified on the notion that it should
be immune from the pressures of competing
self-interested pressure groups, especially
since many lack the “expertise™ to be
involved. However, the chairman of such a

board is nominated only after extensive con-
sultation with the elite members of the par-
ticular community—for example, in the
financial community, the chief executive
officers of major banks.

The U.S. Federal Reserve Board (the
“Fed") is the prime example of this varia-
tion on the principle of popular control over
government, which reflects the fear of too
much democracy and the need to protect
one of the primary government functions
from it. The Federal Reserve is largely
insulated from democratic control. It
should be noted that comparable mecha-
nisms occur in many central banks in
Europe. The Federal Reserve controls mon-
etary policy—that is, the money supply—
and through it determines some of the most
important questions of the political econo-
my. Its policies have a tremendous influ-
ence on economic growth, price stabiliza-
tion, and levels of employment. Individual
access to the legislature is completely lack-
ing with regard to the Fed. It is shielded
from public control in part by its own offi-
cial secrecy.

The Federal Reserve was created in 1913
as an independent agency. It is integrated into
the group of over 5,000 Federal Reserve
member banks with national charters and
twelve district banks. Major state banks are
also members. The Federal Reserve banks are
private, for-profit institutions. Its board of
governors comprises seven members, who
serve staggered fourteen-year terms as presi-
dential appointees with the advice and con-
sent of the Senate. The chairman of the
Federal Reserve Board is appointed by the
president, with Senate approval, and serves a
four-year term.
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cial, communications, industrial, and governmental institutions. Power flows not
from the el te individuals themselves, but from the positions of authority they have
in large institutions. Their power and privileged positions originate from the
immense vealth of large corporations and the significance of those corporations
for the overall national economy.!2

Supporters of this view that elites and not the masses govern the United States
make a strong case that it is the elites who have access to and largely determine the
public policy agenda, because they have the real authority over the major institu-
tions that shape the lives of the masses. Elite theory holds that elites govern all
societies, not just the United States. Alexander Hamilton explained the existence of
elites in the following way: “All communities divide themselves into the few and
the many. The first are the rich and well-born, the other the masses of people. The
voice of the people has been said to be the voice of God; and however generally
this maxirn has been quoted and believed, it is not true in fact. The people are tur-
bulent and changing, they seldom judge or determine right.”!3 The privileged aris-
tocracy in preindustrial Europe has been generally superseded by wealthy capital-
ists of th: present time. The common thread is that elites in every era tend to
believe that what is good for them must be good for all.

Elite theory accepts upward social mobility that permits nonelites to become
elites, because this openness provides stability by reducing the potential of revolu-
tion from below. Individuals who might supply the revolutionary leadership
become part of the elite, and in the process assimilate the values of the ruling class
they are joining. Privileged elites have a vital interest in the perpetuation of the
system on which their entitlements rest. Upward social mobility means that even
potential members of the elite share a consensus on the need to preserve the system
by discouraging changes that would jeopardize the elites” position.!* Competition
thus occurs over a rather narrow range of issues and usually concerns means rather
than ends. !5

Consensus among U.S. elites is built around the sanctity of private property,
limitations on government authority, and the economic virtues of a capitalist cul-
ture. In this view, public policy does not result from the popular will so much as it
mirrors the concerns and values of the elites. Public policy changes and innova-
tions result from shifts in elite positions. Since elites tend to be very conservative,
because of their overriding interest in preserving the system, changes tend to be
incremental rather than radical. Major changes take place only when the security of
the basic system is jeopardized. Then elites may move swiftly to institute the
reforms required to preserve the system and their privileged position within it.
Elite theory does not argue that elites are unconcerned about the welfare of the
masses, only that the general welfare of the masses depends on the actions of the
elites. The masses rarely decide issues but accept the symbolic “democratic™ insti-
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tutions of voting and party membership, which gives them a means to identify with
the system.!® Thus public policy decisionmaking is limited to issues that do not
imperil the elites. They organize the policy agenda so that certain kinds of deci-
sions are eliminated from it.!7

The theory holds that the masses are largely submissive, and indifferent to and
poorly informed regarding policy issues. Elites, having more at stake and holding
their positions of power, are more active and well informed. Elites generally con-
trol the communications process, which means that information generally flows
from the elites to the masses. Elites will more frequently influence the masses than
the masses will influence the elites.

Elites find some issues more acceptable than others, based on how the issues
are perceived and presented to those with the real power. The net effect of this,
according to Roger Cobb and Charles Elder, “is that new demands, particularly
those of disadvantaged or deprived groups, are the least likely to receive attention
on either the systemic agenda of controversy or the institutional agenda.”!8 Elite
theory as a tool of analysis would seem to closely conform to the conservative ide-
ology.

Plural Elites

Both the elite and pluralist models have merit. Elite theory recognizes that the
power of elites is not inherent in themselves, but flows from their positions of
authority in large institutions. Different groups in society may have interests that
diverge from each other as the pluralists claim. But the elite leaders of these
groups, whether in politics, banking, manufacturing, insurance, construction, and
so on, will typically have more in common with each other than with the organiza-
tions from which they derive their power. They may cooperate or be in conflict
with other groups. Stratified interaction will take place primarily between the elite
members of the organizations, who speak and negotiate on behalf of their members
and are expected to keep them in line. Elites in turn must deliver at least enough to
their followers to maintain their acquiescence.!?

U.S. Government: The Decline in Confidence

Confidence in the political institutions responsible for the formulation and imple-
mentation of public policy has declined. In 1964, 78 percent of the U.S. public
indicated that they could “trust the government in Washington to do what is right
always or most of the time.” By the mid-1990s, only about one in four Americans
expressed such trust.20 Trust in all government institutions declined, including the
presidency, Congress, the judiciary, and the military. After the terrorist attacks in
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2001, trust in government increased; in fact, 83 percent of Gallup Poll respondents
indicated at least a fair amount of trust in the government’s ability to handle inter-
national problems.2! Many countries, including Canada, the United Kingdom,
Belgium, Denmark, Italy, Japan, Spain, and Ireland, have also experienced a
decline in confidence.?? If the growing distrust was a peculiarly U.S. phenomenon,
the search for the cause would be easier. However, the fact that many other coun-
tries have oeen similarly affected suggests a more complex problem.

The United States was born in a revolution against oppressive and arbitrary
elitist monarchial power. The major issue that divided the Founding Fathers was
clearly drauwn between those who wanted a strong government and those who were
wary lest the country exchange foreign royal oppression for local elitist oppres-
sion, and therefore believed that the less government the better, while Alexander
Hamilton believed, along with many of the more affluent, that the country needed a
strong central government to support fledgling commerce. The Constitution pro-
vided a decided break from European monarchies and cast government in a pro-
gressive political direction based on broad institutions and active popular participa-
tion. The compromise was a government of institutions that would sacrifice
efficiency and speed of decisionmaking in favor of a more deliberative democracy
to protec: the liberty of a beleaguered minority. As James Madison wrote in The
Federali:t no. 10, extensive debate would be necessary before government could
move. Public opinion polls are not easily translated into government policymaking.

Although confidence has declined in some institutions, like Congress, respon-
dents typically believe their own senators and representatives deserve reelection.?3
Support nas declined for medicine and schools, but people are satisfied with their
own physician and local school. Majorities want the federal budget balanced but
oppose cutting programs like Social Security or Medicare.2* Some of the dissatis-
faction is clearly related to how distant people feel from government. This results
in a higher level of satisfaction with local government compared to the national
government.

Ancther factor in satisfaction with government in the United States may be
related to when the polls are taken. Government increased its scope of activity as a
direct result of the Great Depression, World War II, and the attendant rise of the
welfare state. After the government dealt successfully with such issues by taking
on the rzsponsibility of providing jobs, a minimum wage, and Social Security, con-
fidence in government reached its zenith. Since polling began in earnest after
World "Var 11, confidence in government reached its highest in 1964, when, as
mentiored above, 78 percent of the people indicated that one could “trust the gov-
ernment in Washington to do what is right always or most of the time.”

Part of the blame for the growing cynicism can be laid at the door of the nega-
tive canpaigning that constantly attacks the character and integrity of political
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opponents. Despite a pervasive condemnation of negative advertising in cam-
paigns, it is used increasingly, because it has been found to be very effective in
influencing perceptions regarding the political opposition. Members of Congress
are often portrayed and perceived as cynical, self-promoting, and concerned prima-
rily with their own reelections rather than with the welfare of the polity. The lower
the regard in which politicians and politics are held by the public, in part as a result
of negative campaign ads, the more voters respond to attack themes in those ads.
However, because of a backlash against negative campaigns, candidates try to dis-
guise their attacks as issue-related campaign advertising. The backlash against
politicians produced by a politics that depicts government as the root of the prob-
lem illustrates that such methods cannot help but damage faith in and the effective-
ness of political institutions. This is not to suggest that candidates should not attack
their opponents’ positions on such issues. Campaigns must try to simplify politics
to focus voters’ minds and distinguish between the various candidates’ positions on
such issues as health care, education, or energy and the environment.
Consequently, campaigns must be loud and raucous (and expensive) to capture the
attention of voters and stimulate them to vote. Low-key, low-budget decorous cam-
paigns do not arouse people out of their lethargy to vote.

The staging of politically inspired spectacles for photo opportunities or script-
ed interviews, especially by the president, may get air time on the evening news,
but a lack of substance is not lost on the public. Symbolic politics rather than seri-
ous policy has become the standard fare. The growing perception that money from
special interest groups heavily influences political decisions has increased the gap
between the politicians and the public. The numbers of those voting in presidential
elections declined from 64 percent of eligible voters in 1960 to 49 percent in 1996.
The staging of photo opportunities by candidates and negative campaigning reflect
the increasing importance of the media in U.S. politics. Politicians have learned
that the media are critical in getting elected, and in getting reelected. Endorsement
by a political party is not as important as favorable press coverage of oneself and
negative coverage of an opponent. The rising importance of the mass media has an
almost inverse relationship to the decline in the influence of political parties. By
the use of investigative reporting, politicians have become more vulnerable to criti-
cal media coverage.

Political struggles are increasingly carried on outside the electoral process,
which discourages popular participation in elections. Through investigative report-
ing and leaks of potentially damaging information intended to negate election
results, political power is splintered, denying elected officials a secure political
base to effectively pursue policy initiatives. Those dissatisfied with the electoral
results increasingly attempt to make public any negative information regarding
elected or appointed government officials by leaks to the media. The subsequent
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Case Study: Atiack Politics

The break-in at th: Democratic national head-
quarters known .1s Watergate is sometimes
pointed out as th: first example of a steady
leaking of revelarions of misconduct leading
to further invest gations and indictment, in
this case resulting in the indictment of several
federal officials and ultimately forcing
Richard Nixon to resign. In the Watergate
example, however, there was evidence not
only of a burglary, but also of the payment of
large sums of money from the White House
to buy the silence of those who carried out the
break-in. Subsequently, the Iran-Contra affair
revealed violations of the Boland Amend-
ment, which proaibited the selling of arms to
Iran. Arms from the U.S. military inventory
were secretly sold to Iran and the funds that
were received, rather than being returned to
the Treasury, vere diverted to fund the
Nicaraguan contras, against the specific
instructions of (Congress. Several high-rank-
ing members >f the George H.W. Bush
administration became subject to criminal
prosecutions for their role in the affair.
President Bush pardoned several administra-
tion officials before leaving office, charging
that the Democ ats were trying to criminalize
policy differences.

Members of both political parties subse-
quently attacked prominent members of the
opposite party in an effort to weaken their
opponents. Republicans drove House Speaker
Jim Wright, Democratic Whip Tony Coehlo,
and Ways and Means chairman Dan
Rostenkowski from office for financial mis-
deeds. Republican forces also scuttled the
nomination of Lani Guiner as assistant attor-
ney general for civil rights by characterizing
her as a radica liberal. Those who orchestrat-
ed the attack readily acknowledged their
effort and ind cated that they had a score to
settle with the Democrats for their opposition

to the nomination of Robert Bork and
Clarence Thomas to the Supreme Court.

After the Republican takeover of both
houses of Congress in 1994, Republicans
such as Senator Alphonse D’Amato of New
York made clear their intention to embarrass
President Clinton by drawn-out hearings on
possible wrongdoing over investments known
as Whitewater. Republicans charged that an
earlier independent counsel appointed to look
into Whitewater had not been aggressive
enough. A new independent counsel, a well-
known Republican activist, was appointed to
pursue the allegations more aggressively.
There was daily coverage of the investiga-
tion, which focused on charges leveled
against First Lady Hillary Clinton. The offi-
cial investigations were aided by unofficial
legal, political, and journalistic attacks fund-
ed by Richard Mellon Scaife, heir to the
Mellon banking fortune, who gave millions to
conservative foundations to challenge the
Clinton White House.

Republicans are not immune to charges
of corruption or wrongdoing. Recently, House
Majority Leader Tom DeLay was protected
by his fellow Republican lawmakers. House
Republicans adopted an indictment rule in
1993 that required the resignation of any
House member indicted of a crime. DeLay
loyalists (including House Speaker Dennis
Hastert) pushed through a rule change to
ensure DeLay’s position, much to the conster-
nation of House Democrats.

Despite these events, there is no reason
to believe that the level of political corruption
today is greater than before 1970. However,
the increasing use of negative campaigning,
attack politics, and damaging press leaks con-
tributes to voter anger toward government
and undermines the legitimacy and efficacy
of government.
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investigation often arouses hostile attitudes toward the individual or the political
party targeted. Supporters become passive under the attack, lest they be viewed as
favoring the alleged misconduct. Embattled supporters are strongly tempted to
abandon a beleaguered politician, especially if the charges appear to be substan-
tive. These tactics prevent an electoral winner from enjoying the fruits of their vic-
tory. The result is weakened government.

A partial explanation for the decline in confidence in government since 1964 is
that its string of successes that came out of the Great Depression and World War II,
particularly the comimitment to maintain full employment, led to a level of confi-
dence that was unrealistic to maintain. Confidence may decline even though per-
formance remains the same if the government is engaged in more controversial
areas of policymaking, such as the environment, health and safety, or race and gen-
der. Even if the public generally approves of policymaking in these areas, there is
likely to be a greater sense of government trespass into areas best left to private
choice.

The framers of the Constitution were products of the Enlightenment, with the
result that individuals were given control over such aspects of decisionmaking as
religious questions. Government was to be more limited. The preamble to the
Constitution superbly states the purpose and raison d’étre of democratic govern-
ment: to establish justice, to ensure domestic tranquillity, to provide for the com-
mon defense, to promote the general welfare, and to secure the blessings of liberty
for present and future generations. This list has been used to justify government
policymaking, with promotion of the general welfare having the greatest applica-
bility.

Today, however, the U.S. government’s effort to “promote the general welfare”
lags behind that of many other governments in providing a basic level of educa-
tion, health care, housing, or income. Clearly there is less consensus on what it
means to promote the general welfare in the United States than there is in many
other advanced countries.

Voters make many inconsistent demands on their political representatives.
Candidates, taking the pulse of the U.S. electorate through polling, assess what
will have the greatest appeal and then offer a package deal of policies to the voters
in which the inconsistencies are muted. And voters are inclined to respond without
scrutinizing the incompatible nature of their demands. For example, polls indicated
that in the late 1990s most Americans supported increased government spending on
health care, while they opposed any tax increase to pay for it; in fact, they were
inclined to vote for candidates favoring tax cuts, which made it more difficult to
eliminate budget deficits. In a like manner, Americans have reacted enthusiastical-
ly to the declining price of gasoline by consuming more of it, while at the same
time indicating a desire for reduced dependence on oil from the Middle East. Yet
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they oppose any increase in taxes on gas consumption that would reduce demand
for oil from the Middle East and could be used for research on alternative fuels.

The Impact of Institutions

The Founding Fathers were aware of contradictions in voter preferences that dis-
couraged political candidates, as entrepreneurs, from considering long-range goals
when seeking election. They were also concerned to protect the citizenry from the
arbitrariness of dictatorial authority, with which they were all too familiar from
dealings vsith the British monarchy. The institutional design of government put in
place by 'he framers of the Constitution provides important pathways for policy
development. Key institutions provide focal points for examining public policy in
the United States. The most conspicuous feature of the U.S. political system is
institutional fragmentation and decentralized sources of power.

A major reason for frustration in dealing effectively with society’s problems is
the basic design and evolution of the Constitution, which was purposely designed
to make governing difficult—not to simplify political choices but to complicate
them. Rether than entrusting political leaders with sufficient control, it hinders
them with insufficient authority. The members of the Constitutional Convention
agreed that the Continental Congress had erred in the direction of being too weak
and powerless when it wrote the Articles of Confederation, which unified the exec-
utive and legislative powers; individual liberty had not been threatened, but the
national government was totally dependent on the states to validate and ratify all
its actions, and could not control the competitive impulses of the states that worked
against the common national interest. It had also become apparent that the
European powers sought to exploit the competition between states regarding over-
lapping claims on western territories and trade and tariff policies in order to weak-
en the n:w nation.

The failure of government under the Articles of Confederation to meet these
and other challenges was the reason for the 1787 convention, held in Philadelphia.
The delzgates agreed on the need to develop a new form of national government
that could act with more vigor and dispatch. And while there were disagreements
on many features of the proposed government, there was no disagreement on the
principle of separation of powers—the notion that the powers of government
must be separated into legislative, judicial, and executive branches. They believed
that this separation—"fragmentation™ is probably a better description—would
make ¢ tyrannical concentration of power inconceivable. James Madison also
expres:ed concern that a legislature could not be counted on to act for the common
good vhen competing issues were presented.?S Ultimately, checks and balances
were introduced, designed to prevent any power from becoming the undisputed



IDEOLOGIES AND INSTITUTIONAL CONSTRAINTS

dominant force. Thus governmental power was divided among the three branches,
and each branch was to be given authority to prevent encroachments on its power
by the others. As Madison said in his famous maxim, “Ambition must be made to
counter ambition."26

At the time of the Constitutional Convention, every state with the exception of
Pennsylvania had a bicameral legislature, so the compromise, although barely
adopted, was a well-known concept throughout the states. The Senate was intended
to be more independent of public control than the House, so members were given
longer terms. Also, senators were to be appointed by the state governments rather
than elected directly by the people, in an effort to restrain too much democracy. As
a compromise, to enhance its status, the House of Representatives was given exclu-
sive power to originate revenue bills. The compromise conciliated the small states
by allowing them to dominate in the Senate, and conciliated the large states by
allowing them to dominate in the House.

The executive branch, which was to administer and execute the laws adopted
by the legislature, was treated in a rather cursory manner, but there were fears here
too. Benjamin Franklin worried that a unified executive had the potential to drift to
monarchy because of a natural human tendency to prefer strong government. The
Constitution says little about the powers of the presidency. Chief executives have
relied on the clause that declares “the executive power shall be vested in a presi-
dent” to expand their authority. The Constitution does not even define “executive
power,” which has allowed presidents to claim that their actions fall within the
realm of inherent executive powers not precisely spelled out. The framers of the
Constitution clearly designed the institutions of government to slow the policy
process, through the system of checks and balances, in the belief that this would
help reason to triumph over passion.

Over time, presidential power has expanded. Congress has responded to a
more assertive presidency by defending and extending its own authority through
more specific instructions on how public monies can be spent. Indeed, it is
Congress that has created and authorized the funding of various important agencies
of the government, such as the Securities and Exchange Commission, the Federal
Reserve Board, the Interstate Commerce Commission, and other regulatory bodies.
Presidents have consistently sought greater autonomy in dealing with these agen-
cies. But every grant of additional authority to the president has been accompanied
by protections ensuring congressional ability to shape the actions of the agency
involved.

Because the Founding Fathers wrote obscurely about the nature of the federal
court system, some argue that they did not want a strong judicial branch. However,
the Constitution makes explicit the authority of the judicial branch to resolve dis-
putes between state and federal laws. The federal courts’ responsibility is to deter-
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mine which power is exclusive to the federal government, which is exclusive to the
states, and ‘which is shared by both. The Constitution also directs the federal courts
to resolve disputes between citizens of the different states. This authority grew
over time tecause, as the U.S. national economy developed, citizens turned to the
federal court system to resolve many disputes. Judicial review, or the authority to
declare a law unconstitutional, is not directly mentioned in the Constitution, but it
is implied. Although the court system is structured in a loose hierarchy with lower
courts subject to Supreme Court decisions, it often does not work that way in reali-
ty. Differirg and conflicting decisions often emerge from parallel courts. Litigants
therefore “‘district shop” to find courts that may be more favorably disposed to
their concerns. Lower courts are frequently accused of deliberately misapplying or
misinterprzting higher-court rulings. And the Supreme Court hears a smaller por-
tion of the rising tide of cases addressed at the lower levels.

The U.S. government has expanded in ways that would have astounded the
Founding Fathers. However, the survival of the key features of their design—
decentralization, separation of powers, checks and balances, and limited govern-
ment—afiirms the permanence of their effort. This fragmentation defies the effort
to bring rnore orderly and empirical approaches to the policy process (see Figure
4.1).

Federali:m and Fragmentation

One of the greatest obstacles faced by the framers of the Constitution was the
knowledze that, regardless of the design of the document, they had to obtain ratifi-
cation from the state legislatures for it to go into effect. Consequently, it was
understood that the states would have to retain significant autonomy regardless of
other governing arrangements. The difficulty, then, was to strengthen the national
government so that it could carry out its will in certain necessary areas while reas-
suring the states that they would retain all their essential powers. The delegates
crafted n system of federalism because that was the most they could hope the
states would accept. It was recognized that under the Articles of Confederation the
states had ultimate authority, leaving the national government bereft of energy for
meaningful policymaking. As in other areas of constitutional debate, the
Federalists were not able to agree on a precise relationship between the national
and stat: governments.

A miajor concern of the delegates in Philadelphia was to design a national gov-
ernmen . with enough power to protect private property and provide economic sta-
bility.2” Aithough they accepted the principle that government has a responsibility
to protect everyone’s rights to life, liberty, and property, it is clear that property
held a preferred position. On the one hand, they wanted to place the protection of
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Figure 4.1 The Fragmentation of Power in the U.S. Government
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property and commerce in the hands of the national government to protect them
from state legislatures. But on the other hand, they wanted to ensure that the
national government would not itself jeopardize commerce or private property. The
delegates also specifically forbade the states to tax imports or exports, to coin
money, to enter into treaties, or to impair obligations and contracts.

The Federalists were also concerned about the possibility of power being frag-
mented between the national government and states, since they had observed the
threats to property and national unity that could occur when authority was too
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decentralized. While they feared the tyrannical rule of despots, they had also expe-
rienced the difficulties of a government that lacked the ability to act because it had
insufficient power under the Articles of Confederation. State governments ran up
huge debt; to finance the Revolutionary War. In the aftermath, the states raised
taxes to repay the debt, which threatened many farmers with bankruptcy and fore-
closures. IFarmers frequently faced jail for their inability to pay their debts. The
threat of :rmed resistance over issues of debts and taxes led to Shays’ Rebellion.
The rebellion, led by Daniel Shays, a Revolutionary War veteran, on behalf of
beleaguer:d farmers, never seriously threatened the government, but raised alarm
over the i1adequacy of the Articles of Confederation to maintain internal order. In
The Fede-alist no. 10, Madison expressed his concern over the threat from those
who would nullify debts, contracts, or taxes when he decried “a rage for paper
money, for an abolition of debts, for an equal division of property, or for any other
improper or wicked project.” Therefore, Article 6 of the Constitution was added,
which coatained the supremacy clause, stating that the Constitution and the laws
of the national government made in pursuance of its provisions are the supreme
law of tte land. The authority of the national government was expanded at the
expense of the states when the federal government began to deal with interstate
commerce, economic development and recessions, and successive crises caused by
wars and military activity.

The Constitution’s distribution of political power between the national govern-
ment and the states would make it difficult for government at either level to threat-
en property rights. The fragmentation of authority would make it very difficult for
any political interest to gain control of sufficient levers of power to produce any
public policy adverse to the interests of the propertied class. By definition, a feder-
al arran;zement would make any unified policy very burdensome to achieve. But
the actual balance of power between the national government and the states has
been determined by political realities rather than through law or political theory.
For the first seventy years under the Constitution, the national government was
very tentative in exerting its authority. There were sectional differences between
the Souh, which opposed effective national government, and the industrial North,
which wanted greater national control of trade and tariff policies. Thus, U.S. eco-
nomic development resulted in regional economies with competing and diverse
interests over taxes, tariffs, and regulatory policies.

States have not retreated from the competition for power, however. Many fed-
eral po'icies rely on states to implement the programs. States have power through
the dual banking system and many regulations imposed by states. They have
become more rather than less active in passing environmental legislation, con-
sumer odrotection, and occupational health and safety laws. States also often com-
pete with each other to attract business and investment to their jurisdictions, by
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Case Study: The U.S. Senate—Undemocratic and Becoming More So

The U.S. Senate is one of the least-represen-
tative legislative bodies in the Western world
and is becoming more so. A basic principle of
democratic representation is the equality of
each person’s vote, The Senate is designed to
provide equal representation of states rather
than the constituencies of the states. The
result is that an ever-smaller minority of the
electorate elects a majority of the senators.
Each state is represented by two senators, yet
California has sixty-six times as many people
as Wyoming, and Texas has nineteen times as
many people as Montana, for example.

From the eighteenth century to the pres-
ent, the ratio of large- to small-state popula-
tions has grown from nineteen to one, to
sixty-six to one. Today, half of the Senate can
be elected by only 15 percent of the U.S. pop-
ulation. And the problem will get worse,
because almost all of the population growth
in the foreseeable future is projected to be
concentrated in a few already populous states
(especially California). The result is minority
rule. For example:

+ The Republicans controlled the
Senate from 1980 to 1986. During
that period, Republican senators as a
group received fewer votes nation-
wide than did Democratic senatorial
candidates. If the Senate were elected
based on population, the Democratic
Party would have controlled it
throughout Ronald Reagan’s eight
years in office.

* In order to pass his 1993 budget
package, President Bill Clinton had to
submit to demands by senators from
comparatively underpopulated states
Montana, Arkansas, and Louisiana to
lower the gasoline tax.

« Clinton’s 1993 domestic stimulus
program, which was targeted at met-
ropolitan areas in large states like
California, was killed by conservative
Republican and Democratic senators
from comparatively underpopulated
states like Oklahoma.

The Senate was created at the Constitu-
tional Convention to satisfy small states, like
Rhode Island, that demanded equal represen-
tation. In The Federalist no. 22, Alexander
Hamilton criticized the equal representation
of the states under the Articles of Confedera-
tion as one of the worst defects of that sys-
tem. Allotting representation on the basis of
statehood rather than population, he wrote,
“contradicts the fundamental maxim of
republican government, which requires that
the sense of the majority should prevail.”

In the 1960s, the Supreme Court struck
down malapportioned state legislatures as
unconstitutional, arguing that they violated
the principle of one person, one vote. In 1963
the Supreme Court rejected state arguments
that they could mimic the structure of the fed-
eral legislature and have one house not based
on population. The Court declared in Gray v.
Sanders that “the conception of political
equality from the Declaration of Independ-
ence to Lincoln’s Gettysburg Address to the
15th, 17th, and 19th Amendments can mean
only one thing—one person, one vote.” Thus
the Supreme Court ruled that the structural
principle underlying state senates was unjust
and unconstitutional,

Source: Michael Lind, “75 Stars,” Mother
Jones, January~February 1998, pp. 44-49.
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offering tax exemptions, suspending regulations, and providing loan guarantees
and even direct tax subsidies.

Political Farties

Political parties play a critical role in modern democratic society. In fact, mass
political parties first developed in the United States with the election of 1800. Even
before that, Alexander Hamilton wanted support for a national bank and tried to
forge a ccalition across the constitutionally separated branches of the executive
and Congress. The checks and balances between the branches of government made
competition an inherent part of the constitutional order. Hamilton’s effort to join
together vhat the Constitutional Convention had separated provided the foundation
of the Federalist Party, the first political party in the United States. The political
party developed into an “indispensable instrument that brought cohesion and unity,
and hence effectiveness, to the government as a whole by linking the executive and
legislative: branches in a bond of common interest.”® In fact, however, “What the
Constitut on separates our political parties do not combine. The parties are them-
selves composed of separated organizations sharing public authority.”® A unified
national yovernment, in which the executive and the Congress are controlled by the
same political party, has not always guaranteed cooperation, but it has given a
strong impetus toward building a coalition to bridge the gap between those institu-
tions and provide an effective vehicle for policy adoption and implementation.

The emergence of the Federalist Party brought into being a countervailing
coalition of political interests. Thomas Jefferson led this coalition, composed pri-
marily of agrarian interests, to oppose the merchant/financial interests of Hamilton
and the Federalists. Jefferson was the champion of those opposed to a strong
national government. They became known as the Jeffersonian-Republicans, to
indicate their opposition to the Federalists led by Alexander Hamilton, who sup-
ported tie monied interests who wanted a strong national government to protect
them from the “excesses of democracy.” The Federalists referred to Jefferson’s
emerging political party as the Democratic-Republicans, in an effort to link them
pejoratively with the excesses of democracy. The Jeffersonians accepted the term
as an indication of their faith in the ability of rational people to manage their own
affairs without government intervention. They dropped the “Republican™ part of
the label and began calling themselves “Democrats.” This is the oldest political
party ir the United States still in existence. The Federalists went out of existence
by 1820). In the early United States, because of the extension of suffrage to a large
and relutively unorganized electorate, parties became the vehicle to mobilize voters
to go to the polls. But in order to mobilize the electorate to get the vote out, party
elites have had to make concessions on a routine basis.
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In fact, as E. E. Schattschneider notes, “Decentralization of power is by all
odds the important single characteristic of the American major party; more than
anything else this trait distinguishes it from all others. Indeed, once this truth is
understood, nearly everything about American parties is illuminated.”30
Nonetheless, he states that “the rise of political parties is indubitably one of the
principal distinguishing marks of modern government. Political parties created
democracy; modern democracy is unthinkable save in terms of parties.”!

A political party’s main goal is to elect governmental office holders united
under a given label. The party serves to link the elites in governmental institutions
and harmonize their views to the broad outlines of a public policy agenda. Parties
also serve to link individuals to government and at minimum give people the feel-
ing that they can affect policy decisions and that they are not completely power-
less. Of particular importance is the political party’s effort to provide an antidote to
the rational ignorance of many potential voters. Party labels evoke powerful mes-
sages about the general posture parties might take on many issues, thereby reduc-
ing the amount of specific information required of voters.

Political parties also serve as a collection place for different interest groups.
Parties must represent overarching values and goals that are widely shared across
the nation. By aggregating separate interest groups into one party, each group must
moderate its demands to hold the coalition together to win elections. By cooperat-
ing, such groups can hope to get some of their demands met. The best-known
example of providing a coalition of different interest groups that together com-
manded a majority was the Democratic Party coalition constructed by Franklin
Roosevelt in 1932. It consisted of many groups, several of which overlapped:
Catholics, Jews, organized labor, blacks, Irish, Italians, Poles, and farmers. As long
as it held together, the Democratic coalition was unbeatable. It was responsible for
most of the progressive legislation of the twentieth century, including labor legisla-
tion; social welfare legislation, including Social Security; and progressive econom-
ic policies. Starting about 1970, the coalition began to erode.

The Republican Party, beginning with President Ronald Reagan, formed a
coalition of several economic and noneconomic conservative groups, such as the
Christian Coalition, Southerners, the gun lobby, and antiabortion groups. But the
Republicans have had difficulty in maintaining this coalition, because of the strong
ideological fervor of some of the groups, leading them to resist compromising with
other coalition members. For example. the antiabortion groups and many from the
Christian Coalition want to require pledges of support and insert platform planks to
provide a litmus test for candidates on the abortion issue as a requirement for
receiving campaign finance assistance. The issue continues to roil through party
membership.

The single-member, simple-plurality, winner-take-all electoral system of the
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United States is tremendously significant for the political process. It means that the
candidate with the most votes wins the election and that the winning margin is
immaterial. This system encourages political parties to appeal to as broad a spec-
trum as possible to win a plurality of the votes. Parties with broad appeals squeeze
out narrowly focused parties. Ultimately the system encourages as few parties as
possible (the minimum number being two) to compete for the vital center. More
recently, a: noted above, conservative elites in the Republican Party have tried to
mobilize public opinion in favor of a distinctly more conservative stance, instead
of shifting the party to a more centrist position.

At different times in U.S. history, critical elections in response to some pro-
nounced st of issues, such as war or economic crises, resulted in new coalitions
under the hanners of the two political parties. These new ruling coalitions permit-
ted a party to pursue a coherent set of policy agendas for a period. But as the crisis
faded, the coalitions tended to decay as well. While coalitions last, they may sig-
nificantly influence the roles that elites play within them.

Outside the parties, interest groups mobilize to hopefully advance their inter-
ests, and ¢t minimum to protect them. Corporations may use their resources to con-
tribute to electoral candidates directly as well as through professional or trade
associations. They may additionally be represented by professional lobbyists who
represent several different corporations or businesses in general, such as the
National Association of Manufacturers. Over 3,000 corporations have representa-
tives in Vashington, D.C., with over 500 professional associations and over 400
additiona groups representing foreign business interests.32 While there are approx-
imately 100 labor organizations represented, labor has not been a credible threat to
business 'nterests in the United States.

The overrepresentation of some groups compared to others is clearly a matter
of economic resources. For example, a study in the mid-1980s noted that while
individuzls occupying managerial and administrative positions made up only about
7 percent of the population, business associations with representatives in
Washington, D.C., accounted for over 70 percent of the interest groups.
Converscly, nonfarm workers made up slightly over 40 percent of the population
but comyprised only about 4 percent of the interest groups.33

The QWERTY Phenomenon

In Paul <rugman’s work Peddling Prosperity, he points out that the layout of the
keyboard on a personal computer has the same arrangement as that of an old-fash-
ioned tysewriter from the nineteenth century.>* Why do we still have this keyboard
arrangernent? It is not the most efficient arrangement of keys in terms of finger
movement. The QWERTY arrangement was designed for early mechanical type-
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writers. It was an advantage to have typists type more slowly to reduce the tenden-
cy of keys to jam. Improved designs, electric typewriters, and eventually electronic
keyboards made the problem of jamming keys a thing of the past. It would make
sense to shift to other keyboards with a more efficient design. But it was too late.
Typists had learned on QWERTY keyboards, and manufacturers continued to make
QWERTY keyboards because that is what typists knew. The QWERTY layout
became “locked in” despite the advances in technology. Krugman and other econo-
mists found that stories of this phenomenon are pervasive in the economy. Many
technology choices have a striking resemblance to the QWERTY tale. For exam-
ple, Bill Gates and his associates developed the DOS and later the Windows soft-
ware system and sold it to IBM. Since IBM was the major manufacturer of com-
puters, all other systems had an incentive to be “IBM compatible.” Although there
were other operating systems with similar capabilities, the Microsoft operating sys-
tem became locked in.

This led many economists to adopt a whole new way of thinking about eco-
nomics. The approach led many to reject the idea that markets invariably lead the
economy to a unique best solution. Rather, the outcome of market competition may
depend on historical accidents. Such accidents of history force us down pathways
created by earlier events. This “path dependence” limits our freedom to choose,
and where we end up depends on what happened along the way. What does this
have to do with public policy? Probably a great deal. The Founding Fathers
designed a constitution that, despite flaws observable in perfect hindsight, is the
oldest written constitution continuously in force. On the one hand, its longevity
attests to the benefits and effectiveness of crafting such a document to represent
the collective political will of the American people and maintain a republican form
of government.

On the other hand, there is a great frustration in dealing effectively with soci-
ety’s problems that stems from the basic design and evolution of the Constitution.
By decentralizing power and authority, the Founding Fathers designed the
Constitution to make governing difficult. The result has left political leaders weak
and unable to make binding decisions. Popular participation in the U.S. system is
encouraged by means of picking candidates through petition drives, primary elec-
tions, and party caucuses. Since money is essential to running campaigns, and
political parties cannot provide it in significant amounts, candidates must develop
independent fundraising capabilities. In this system, “all politics is local™ in that
individuals must organize and run campaigns on local levels. This permits politi-
cians to ignore or even oppose their party’s positions on the national level.

In Europe, parliamentary democracies function much differently. The constitu-
tional systems of Europe centralize power. In the United States, the judiciary is a
powerful check on presidential and congressional actions. In Europe, courts cannot
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overturn zcts of parliament. In Europe, candidates for office are chosen by party
leaders, which makes successful candidates accountable to their parties.

At the heart of the low esteem in which the government is held in the United
States is i's inability to deal effectively with issues in which there is a clear nation-
al consensus. For example, public opinion polls have indicated for the past two
decades that a clear preponderance of people support stricter gun control laws, but
only recently has any progress been made in this area. Also, for the past decade, a
significant majority of the American people have felt that the government is not
sufficient y supportive of affordable housing and health care, high-quality educa-
tion, and protection of the environment, although leaders of both parties solemnly
profess their grave concern with these problems.

The potential veto points found in the separation of powers, checks and bal-
ances, and federalism, among aspects of the U.S. system, make it extremely diffi-
cult to respond to many felt needs of the public. Once the basic constitutional
parameters are set down, the state is resistant to further change.

Howzver, democracy is not a static political order. Rather, it is an ideal that we
must constantly pursue. As Anthony Downs stated: “Democracy is a dynamic
process of governance and even of living in general, not a static institutional con-
struct. Supporters of democracy must continue to change its specific meaning and
forms, without destroying its fundamental nature.”3 Democracy is something we
must strive for, although, like perfection, it will never be finally achieved. A demo-
cratic society that does not constantly explore new possibilities for further democ-
ratization will tend to solidify the existing power relationships of the society. The
elites will try to “freeze” the power relationships by manipulating voters through
campaign contributions and opportunistic politicians.

Democratic governments vary greatly from each other because each system
reflects its own unique political, social, economic, and cultural values and has
evolved through its own distinct historical experience. However, despite the differ-
ences, all have been forced to address the changing interpretation of three core val-
ues ceniral to democratic government: the right to vote and participate in a mean-
ingful way in government, individual liberty, and equality.

We have a democratic form of government and a capitalist economic system.
The evolution of a democracy joined with a capitalist political economy can devel-
op in many different ways. A capitalist economy, like a democracy, can never stand
still. It must constantly grow through processes of creative destruction, or stagnate
and decay. Historically, capitalism and democracies have been thought to mutually
reinforce each other, since liberal democracies have originated only within capital-
ist ecor omies. The state is required to carry out the minimalist functions of enforc-
ing cortracts, maintaining civil order, protecting private property rights, and issu-
ing and controlling money, all of which are essential for market capitalism to
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function well. Otherwise the state should remain aloof and neutral in the competi-
tion between individuals in their own self-interest. Market capitalism does not
require a particular form of a political system to carry out these functions.
Accordingly, authoritarian political systems such as those found in Singapore or
Chile may also exist in a capitalist framework.

Voting and Citizen Participation

Although Thomas Jefferson, writing in the Declaration of Independence, stated
that it was self-evident that “all men are created equal” and that governments
derive “their just powers from the consent of the governed,” the framers did not go
so far as to permit all adult citizens to vote. That right was restricted to citizens
who were also male property holders. In the debates at the Constitutional
Convention, proposals to explicitly broaden the franchise were firmly resisted
based on the notion that if the less deserving intruded their needs to the political
process, it would degenerate into mob rule. If the conflict is limited to the more
“gentlemanly” disagreements among the more fortunate, proper order and decorum
are maintained.

The members of the political community most benefiting from this arrange-
ment were eager to lock in these state functions as an essential requirement of
“democratic government.” Privileged individuals and groups attempted to defend
themselves and the state from further democratization. They maintained that
extending the franchise to new individuals and groups would undermine good gov-
ernment.’ The rising tide of democratization with the principle of citizen partici-
pation drowned the opposition. One barrier after another was swept away before
the onrushing tide: property qualifications, slavery, poll taxes, and gender restric-
tions. Removing legal barriers to the franchise left informal constraints in place
until the last quarter of the twentieth century.

Liberty Versus Equality
The sixteenth-century Enlightenment left a legacy that held that all individuals by
virtue of their membership in the human community possess natural rights, includ-
ing the right to liberty, which refers to the individual’s right to freedom from gov-
ernment interference with private actions. A second natural right developed by
political philosophers during the Enlightenment was the individual’s right to
equality, which emphasized a disposition toward the political and social equality
of all citizens. Thomas Jefferson held that liberty and equality were not incompati-
ble rights for those pursuing egalitarian or libertarian goals.

However, it is widely held today that there is an inescapable tradeoff between
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these two democratic principles.?” For example, in the United States, where liberty
is achieved at the cost of significant economic inequalities, the ratio of the pay of
chief exec itive officers to that of the lowest-paid full-time worker in their compa-
ny is over 125 to 1. In Japan, a country with more egalitarian governmental poli-
cies,itis 25to 1.

The Impact of Increased Voting Rights on the Equality Principle

The increase in voting rights has influenced the interpretation of the principle of
equality. Democratic governments are agents by which private conflicts are trans-
ferred to the political arena and made into public conflicts.’® The democratic
method consists of an institutional arrangement for political decisions in which
individuals are given the power to decide by winning a competitive struggle for the
people’s vote.? In this theory, the political process is an agent of socialization of
disputes »etween special interests. When voting was limited to adult male property
holders, most Americans were merely bystanders observing the debates between
the elite political contenders. And political struggles between elites could ignore
the disenfranchised, who were unable to affect the outcome. With each enlarge-
ment of the franchise, successive groups of bystanders were eligible to get
involved in political quarrels. In fact, the bystanders had the power through their
votes to determine the outcome of political disputes.

In aay conflict, those who are winning would like to limit the scope of the con-
flict to tne participants already involved, to ensure a favorable outcome. It is in the
interest of those who are losing to enlarge the scope, to involve the bystanders on
their benalf. In fact, the franchise was first enlarged when Thomas Jefferson, as a
leader of a group of elites, found it necessary to push for an expansion in the name of
a fuller liberty and equality for all. Had the Federalists been successful in maintain-
ing a lirited franchise, it is very doubtful that Jefferson would have been elected.

Since the inclusion of bystanders can change the outcome, the best time to
limit the scope of the conflict is at the very beginning of the struggle, by mobiliz-
ing on¢’s own forces to get a quick resolution before the opposition has time to
mobilize new forces favoring its position. Throughout U.S. history there has been a
continuing battle between the effort to privatize or limit, and the struggle to social-
ize or expand, the scope of political and social conflict. Many arguments are used
to try to limit the scope of conflicts or even to keep the nonpropertied or poor out
of the political arena altogether: the right to privacy. individual freedom, private
enterprise, limited government, states’ rights, and individual liberty.

As the franchise was expanded to include the poorer members of society, they
gainec potential political influence. Political elites were forced to compete for their
votes (o gain a legislative majority. To form winning coalitions, political parties
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had to take into consideration the interests of the less affluent and support their
“general welfare.” In time, a series of programs emerged, beginning with Franklin
Roosevelt’s New Deal, that, taken together, constitute the welfare state. A welfare
state is a principle under which the public policy of government is to provide eco-
nomic and social benefits for each citizen. The welfare state provides public assis-
tance to those without the ability to relieve their problems of unemployment,
income insecurity, inaccessible health care, physical and mental disabilities, old
age, and property losses due to natural disasters.

In fact, the welfare state is a natural result of extending the franchise and
democracy’s equality principle. Once lower-income people also had the power to
vote, they possessed at least one tool, previously an exclusive privilege of wealth,
that gave them political influence to benefit themselves. The effect has been to
reduce the large income inequalities that result from unregulated markets. This is
accomplished primarily through a redistribution of wealth that takes place through
taxes and income transfers toward lower-income individuals. The overall effect is
to increase economic equality slightly.

The welfare state has not resulted so much from the pursuit of philosophical
principles of social justice as it has been a natural consequence of the universal
right of suffrage and the economic vagaries of market capitalism. Providing citi-
zens with individual liberty to pursue their economic self-interest necessarily
reduces economic equality. And in a capitalist political economy, economic differ-
ences breed political inequalities. Once there is economic inequality, those with
more are in a stronger position to further reinforce their preferred position in rela-
tion to those who are less well off.

However, policy decisions to increase economic equality through welfare state
policies must by necessity constrain certain liberties. Taxes reduce the amount of
money available for consumption and transfer that authority to the government.
Regulation of working conditions, health and pension programs, environmental
pollution, and minimum-wage rates constrains the liberty of business owners.

Prior to giving the vote to ever-larger shares of citizens, the affluent property
holders had a great deal of liberty, while the disenfranchised had very little. Laws
in the eighteenth century permitted business owners to collude to hold wages
down, while worker associations were outlawed. Labor laws in England prohibited
a worker from moving from one parish to another to take advantage of higher wage
rates.

Thus the poor, also being politically powerless, had a very qualified form of
liberty. Those with money and property were not surprisingly the first to attain the
ballot. The affluent have viewed with apprehension the broadening of political
inclusion as weakening their power. An increase in liberty for the poor by encour-
aging their political participation may come at some expense of the heretofore
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unregulated liberties of the wealthy, even though total freedom is increased.
Howeve-, the distribution of income and wealth in the United States and other
countries shows that the top and bottom quintiles remain surprisingly steady in
their sha-e of economic resources. That is, the regulatory interference with individ-
ual liberties has not significantly reduced economic inequality.

Theres are many notions used to legitimize and encourage expanding the scope
of political conflict: “whistle blowing,” unions, political alliances, civil rights,
equality, and justice. These tend to socialize conflict and invite outside intervention
on behalf of those engaged in such struggles. A whistle blower by definition is
someone who witnesses illegal or unethical behavior by superiors within an organi-
zation and therefore finds it necessary to go outside the organization for support to
stop the behavior.

The Prinziple of Liberty
While the Constitution was a democratic document by the standards of the time,
few today would maintain that a system that permitted barriers to voting based on
property ownership and racial and gender considerations was a democratic system.
Central tc the idea of a democracy is a nation’s commitment to the values of equal-
ity and tolerance. No one would concede today that any nation that permitted slav-
ery, or did not guarantee the right to vote, was democratic. That issue was notably
settled by a military conflict, because the Constitution was not able to provide a
peaceful resolution of the issue. A nation approaches the democratic ideal to the
extent that the people have control over the government, in what The Federalist
no. 51 calls “a dependence on the people.” The ability of the people to change the
government through elections is their ultimate power. However, without an intelli-
gent and well-informed public, this power cannot be exercised wisely. This was
Jefferson’s implication when he wrote: “If a nation expects to be ignorant and free,
in a state of civilization, it expects what never was and never shall be.”#0 Therefore
the democratic ideal is more closely approached to the extent that public control is
meaningful, informed, and skillfully engaged rather than symbolic or manipulated.
We would also point out that unemployment in the United States was consid-
ered primarily a personal problem (the more affluent usually judged unemploy-
ment the natural result of a debilitating character weakness, laziness, or other
immorality). Under the best of circumstances it was a personal tragedy. However,
since government was presumed to have no control over personal morality, it was
not in either case a social problem over which it was thought to have responsibility.
The Great Depression and the election of Franklin Roosevelt did much to
change those views. The response of the New Deal included public work programs
to create jobs, provide unemployment insurance, and establish a bewildering vari-
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ety of other government programs. As a result, unemployment came to be consid-
ered a social problem and the responsibility of the government to resolve. The
Employment Act of 1946 states clearly that it is the obligation of the national gov-
ernment to try to create the conditions that will result in full employment. All dem-
ocratic governments accept the obligation to conduct business-friendly policies to
aid an expanding economy and full employment. Likewise, a government would
not be considered democratic today if it did not accept responsibility for the eco-
nomic well-being of its citizens.

The traditional capitalist economic system survived in the United States as a
result of the alleviation of those problems that capitalism handles poorly by the
intervention of the Keynesian welfare state. Capitalism cannot resolve the prob-
lems of poverty, unemployment, income insecurity, and environmental pollution.
Welfare state spending increased employment during periods of economic down-
turns. The welfare state legitimizes the capitalist system among those at the bottom
of the ladder by softening the rough edges of the system.

Conclusion

An ideology is a set of beliefs about values and the role of government. In the
United States today, liberalism and conservatism dominate the dichotomy of politi-
cal views and values. Other ideologies, such as communism or libertarianism, exist
on the fringes and do not exert significant influence. Although most people do not
identify strongly with an ideology, they do nonetheless indicate a general tendency
to view politics from a slightly more liberal or more conservative perspective.
Strongly held ideological convictions make it more difficult to objectively evaluate
policy issues or to reach a compromise.

Classical liberals were concerned primarily with the notion that the best way to
increase individual freedom was by protecting the individual from government.
Classical conservatives were more concerned with preserving those institutions,
such as the family and religion, that had grown over time and therefore had a cer-
tain legitimacy. In the liberal view, governments should contract while the private
sphere should grow. By the mid-1800s it became clear that although government
authority had receded in many areas, corporate influence grew to replace the vacu-
um left by the state. As large corporations grew, they influenced many aspects of
the social and economic welfare of individuals. As a result, modern liberals began
to reject laissez-faire capitalism and concluded that the government could protect
and enlarge individual freedom by regulating and engaging in social welfare pro-
grams. Conservatives remained distrustful of government intervention in the econ-
omy and worried that too much would reduce the disciplines of the marketplace.

Two perspectives often utilized by policy scientists to analyze the world of
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public policy are the pluralist model and the elite model. The pluralist model
assumes that multiple centers of power compete to influence public policy. Power
in pluralist groups is wielded by those who occupy the top positions in those
organizations. The second model holds that elites occupy the critical positions of
power in society. They manage conflict to ensure that political debate and policy
changes do not threaten their positions.

Government failure to provide a clear direction in policy formulation and
implementation has caused an increase in frustration and dissatisfaction among the
electorae. Politicians have exploited the lack of direction by campaigning on
antigovernment platforms, which further reduces the credibility of government
instituticns.

U.S. public policy has been profoundly influenced by the institutions of gov-
ernment created by the Founding Fathers. The separation of powers, checks and
balances. federalism, and limited government are a testimonial to the success of the
framers’ efforts to make government cumbersome and difficult to control. These
barriers also contribute to the inefficiencies in policymaking that many find so
frustrating. The barriers to the formulation and implementation of new policy
options rzflect a bias against change.

Political parties were developed to overcome the separation of powers and
checks and balances put in place by the framers. The decentralized, winner-take-all
pluralistiz system of the United States forces political parties to fight to position
themselves in the center of the spectrum.

Democracy in the U.S. political system is something that we must seek,
although we never finally achieve it. The major tension in the political debate in
the United States is between liberty and equality.

Questions for Discussion

—

. What are the shared values of U.S. political culture?

2. E:plain why many classical liberals are called conservatives today.

3. Thomas Jefferson was a classical liberal and would be considered a liberal
today. Why?

4. What political institutions are most responsible for defeating coherent pub-
lic policy today?

5. Why were decentralized parties a natural outgrowth of the impact of the
fremers’ design?

6. Whay is democracy something that must be forever pursued?

7. Is there a natural tension between liberty and equality? Why?
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CHAPTER D

Economic Theory as a
Basis of Public Policy

Some knowledge of the nature of economic forces and economic theory is a pre-
requisite for thoughtful public policy analysis. It is impossible to comprehend the
significance of policy choices without some understanding of the economic theory
underlying market capitalism. Adam Smith’s Wealth of Nations is based on the
concept that the nation-state is a collection of people bound together in a shared
responsibility for one another’s mutual well-being. But the idea of a “national pur-
pose” to promote the general welfare has come under increasing strain in recent
years.

Though not every public policy of the government involves questions of
resource allocation, many do. In Chapter 1 we saw that microfailures in the econo-
my bring about situations that force government intervention to prevent free riders
and to produce certain public goods. Individuals organize to distribute the costs of
public goods among those people who receive the benefits. Cost sharing is neces-
sary through government purchases to realize an ideal supply of a public good.
Other failures, such as externalities, force government intervention to influence
production or to determine who pays for certain goods. Members of society on
occasion may decide that they are unhappy with the market determination of what,
how, or for whom that society’s goods are being produced. Government is also
asked to intervene when real markets deviate from the ideal markets envisioned in
classical economic theory.

The failures of the market provide specific justifications for government inter-
vention through public policy. The trend of government growth and involvement in
the public sector has increased dramatically in the United States since the 1930s.
Until then, the government was limited primarily to the basic functions of provid-
ing for defense, administering the system of justice, and providing a postal service.
Since the Great Depression, and largely because of it, the federal government has
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become involved in a whole range of new activities, including public works, envi-
ronmental regulation, education, health care, income redistribution through
income-tiansfer programs like Social Security, and Medicare. Significant growth in
government has not happened just at the federal level. State and local governments
have become even more important than the federal government as sources of
employment and production.

Does economic theory have anything to say about what role the government
should have in policies that affect the public sector? Can economic theory suggest
what effect public versus private spending will have on the economy, job creation,
and socia well-being? Is it supportive or negative? Can it suggest what kind of
policies should be used in certain situations? This chapter will explore these ques-
tions.

Adam Smith and Classical Optimism

The year 776 was pivotal, for the Declaration of Independence and also for the
publication of Adam Smith’s Wealth of Nations. Both were basic manifestations of
the movement away from authoritarian monarchical forms of governmental con-
trol, and toward individual liberty. The American Revolution attacked not only the
political control of the American colonies by England, but also the system of eco-
nomic authority that made this control inevitable. The colonists—and English
entreprene ars—had already experienced what Smith argued: state domination of
the econoniy inhibited new opportunities for increasing production and profits.

The supporters of mercantilism, with whom Smith took issue, advocated gov-
ernment re zulation because they believed that the pursuit of one’s own self-interest
would produce chaos in society and less wealth for everyone. The mercantilists
viewed competition as a zero-sum scenario in which more for one by necessity
meant less “or others. In 1776 Smith challenged that notion.

Adam 5mith (1723-1790), a professor of moral philosophy, naturally saw eco-
nomics as ¢ branch of moral philosophy with a calling to improve the condition of
humanity, especially that of the poor. Writing in the latter half of the eighteenth
century, he recommended a system of natural liberty in which the individual would
be free to pursue his or her own interests. By pursuing one’s self-interest, each per-
son maximizes benefits for herself or himself or for other individuals and for socie-
ty as a whole.

He began by challenging the notion that economic trade was a zero-sum
exchange in which, if some were better off, others must necessarily be worse off.
He maintained that if Jim wants something from Kevin that Jim cannot make him-
self, he mus! produce something Kevin wants in order for them both to agree on an
exchange in which both “better their condition.” Both benefit because they agree to
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give up something that has less value to themselves personally than the products
they receive. Thus the total welfare has been enhanced. Smith showed that in free
competitive markets, exchange can have positive-sum results, where both parties
are better off than before the exchange.

Smith, whose writing was clear and frequently amusing, stated in a famous
passage: “It is not from the benevolence of the butcher, the brewer, or the baker,
that we expect our dinner, but from their regard to their own interest.”! According
to his theory, self-interest and competition will eliminate two kinds of waste: unre-
alized trades and inefficient production. Conversely, it will encourage mutually
beneficial trades and efficient production.

Smith had none of the illusions of later classical economists that associated
wealth with morality. As a moral philosopher he intensely disliked and distrusted
what he referred to as the “unsocial passions™ of greed and self-interest exhibited
by merchants who would try to enlist government to give them more power:

To widen the market and to narrow the competition is always the interest of the
dealers. . . . The proposal of Any new law or regulation of commerce which comes
from this order, ought always to be listened to with great precaution, and ought
never to be adopted, till after having been long and carefully examined, not only
with the most scrupulous, but with the most suspicious attention. It comes from an
order of men, whose interest is never exactly the same with that of the public, who
have generally an interest to deceive and even to oppress the public, and who
accordingly have, upon many occasions, both deceived and oppressed it.2

And therein lies the problem. How could a society in which merchants driven by
greed and given free rein not result in great inequalities and injustice as merchants
raise prices to exact the greatest profit possible? Smith noted that people of the
same trade seldom are in one another’s company even on social occasions, “but the
conversation ends in a conspiracy against the public, or in some contrivance to
raise prices.”? He pointed out the concern of merchants only for their own self-
interest: “Our merchants and master-manufacturers complain much of the bad
effects of high wages in raising the price, and thereby lessening the sale of their
goods both at home and abroad. They say nothing concerning the bad effects of
high profits. They are silent with regard to the pernicious effects of their own
gains. They complain only of those of other people.™

Smith said that greed and competition are the driving forces of production.5
Further, all goods have two prices: a natural price (today referred to as a normal
price) and a market price. He defined the natural price as the price that would
have to be realized to cover the costs of production, with a small amount left over
for a profit. He defined the market price as the price the product actually brings in
the marketplace. Whenever the market price deviates from the natural price, it will
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be driven back in the direction of the natural price as if by an invisible hand. Every
entrepreneur attempting to accumulate profits is held in check by other competitors
who are also trying to attain a profit. This competition drives down the price of
goods and reduces the revenue earned by each seller. In a market unrestrained by
government, the competition between entrepreneurs erases excessive profits,
employers are forced to compete for the best workers, workers compete for the
best jobs (usually defined in terms of wages and working conditions), and con-
sumers comnpete to consume products. Consequently, producers are forced to
search for the lowest-cost production methods. Finally, resources are distributed to
their most highly valued use, and economic efficiency prevails.

According to Smith, the owners of business tend to reinvest their profits, there-
by consum ng little more than the workers. The entrepreneurs inadvertently share
the produce: of all their improvements with the workers, though they intend only
“the gratification of their own vain and insatiable desires.” He continued:
“[Business owners] are led by an invisible hand to make nearly the same distribu-
tion of the necessaries of life which would have been made had the earth been
divided intc equal portions among all its inhabitants.”¢

Becaus: reality deviates from the market ideal, society experiences significant
inequality and waste. Smith conceived of the idea that order, stability, and growth
are intrinsic characteristics of capitalism. In the classical view, the economy is a
self-adjusting market: it will adjust itself to any departure from its long-term
growth trend. The market is self-regulating in that, if anyone’s profits, prices, or
wages depat from the levels set by market forces, competition will quickly force
them back. Thus the market, which is the apex of economic freedom, is also an
uncompromising taskmaster.” In a competitive economy, assumed by Smith, mer-
chants are v ctims of their own greed.

Smith cpposed mercantilist government intervention as a hindrance to the
unfettered vsorkings of self-interest and competition. Therefore, he has become
identified w th a laissez-faire economic philosophy, which is the basic philosophy
of conservative-minded individuals today. His commitment to freeing individuals
from the hezvy hand of monarchial rule through a commitment to liberty as bene-
fiting the general public, was a very liberal position to take in his day. Smith is a
classical liberal because he tried to free the individual from the heavy hand of
monarchial cppression and mercantilist policies to control the economy. This liber-
alism was in contrast to the mercantilism of the day, which held that government
should control the economy for the interest of the state. Liberals today see the pos-
sibility in deinocratic governments to provide active leadership to increase freedom
in the society by solving social problems and helping the needy. By that definition,
Smith would be a liberal in today’s political environment, because his support of
laissez-faire policies was at that time not value-neutral, but designed to help those
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who were less well off. His sympathies were clearly on the side of consumers
rather than producers when he wrote, “Consumption is the sole end and purpose of
all production; and the interest of the producer ought to be attended to, only so far
as it may be necessary for promoting that of the consumer.”

Smith did see a significant although limited role for the state. He advocated
three principal uses of government: the establishment and maintenance of national
defense, the administration of justice, and the maintenance of public works and
other institutions that private entrepreneurs cannot undertake profitably in a market
economy.

Smith’s classical economic view was optimistic. According to its principles,
the economy would continue to expand through growing production based on
increased investment in machinery. Machinery strengthened the division of labor
that was so beneficial in expanding economic output, improving the productivity of
the workers. It saw the market system as an enormous power for the buildup of
capital, primarily in the form of machinery and equipment, which would provide
jobs and result in self-sufficiency for all. It predicted that any slowdown in the
economy would be only temporary and self-correcting.

Smith was confident that the system would generate economic growth. The
purpose of this growth was to improve society’s welfare by extending consumption
opportunities “to the lowest ranks of the people.” Smith believed that free market
forces would bring about an agreeable, mutually acceptable solution to the problem
of individual self-interest within society as long as individuals were free to pursue
their goals in a political and moral environment where everyone had equal basic
rights that were acknowledged by all. This aspect of Smith’s views is not usually
emphasized, but in fact he was explicit in his judgment that self-interest could be
destructive if it was not moderated with justice. He condemned capitalist “rapaci-
ty,” and his disdain for opulence was captured in his statement that, “with the
greater part of rich people, the chief enjoyment of riches consists in the parade of
riches, which in their eyes is never so complete as when they appear to possess
those decisive marks of opulence which nobody can possess but themselves.”™ He
noted that civil “government is in reality instituted for the defense of the rich
against the poor, or of those who have some property against those who have none
at all,”10 and that “all for ourselves, and nothing for other people, seems, in every
age of the world, to have been the vile maxim of the masters of mankind.™!!

It should also be noted that Smith did not endorse the view that the unequal
distribution of income was inherently just. He clearly indicated that coercion influ-
ences wages agreed on between capitalists and workers. Capitalists want to pay as
little as possible and possess a stronger bargaining position when dealing with
workers. The legal system during Smith’s time also favored capitalists by permit-
ting cooperation among manufacturers to hold wages down while prohibiting
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unions. Smith clearly broke with mercantilist views favoring a large working class
that woud be paid as little as possible to provide an incentive for hard work.

Smith also disagreed with the view that traits associated with individuals in
different social classes were inherent in people’s makeup, but attributed them
instead to their positions in society. He held that “the very different genius which
appears to distinguish men of different professions, when grown to maturity, is not
upon many occasions so much the cause as the effect of the division of labor.”12 He
openly sympathized with the working class over the manufacturing class and sup-
ported higher wages: “It is but equity, besides, that they who feed, cloathe and
lodge the whole body of the people, should have such a share of the produce of
their own labour as to be themselves tolerably well fed, cloathed and lodged.”'3 In
regard to raising wages of workers, he wrote: “No society can surely be flourishing
and happy, of which the far greater part of the members are poor and miserable.”14
Smith argued against policies that worked against the poor. For instance, he criti-
cized the 1662 Settlement Act, which prevented workers from moving from one
parish to ¢ nother to take advantage of employment opportunities.

Smith warned that the model would not work in the face of monopoly. He was
particularly opposed to monopoly in all its forms and all laws that restrained com-
petition. He charged that monopolists, “by keeping the market continually under-
stocked, by never full supplying the effectual demand, sell their commodities much
above the natural price, and raise their emoluments, whether they consist in wages
or profit, greatly above their natural rate. The price of monopoly . . . is upon every
occasion the highest which can be squeezed out of the buyers.”!5 Smith recognized
that when entrepreneurs became monopolists they were no longer the victim of
market for:es, but could control them to some degree, a point not lost on socialists
of the nineteenth century. Smith’s writings support the conclusion that he favored
the workings of market forces and laissez-faire policies as preferable to govern-
ment support of mercantilist policies that oppressed the poor. He left the door open
for governinent policies to alleviate economic inequalities.

Classical Malthusian Melancholy

Despite Smith’s vision of how the natural forces of a self-regulating market would
lead to a constant improvement in the living conditions of the labor force, there was
a nagging -oncern about the numbers of workers whose conditions were not
improved by a market economy. The problem concerned the nature of what Smith
termed effe:tual demand and its association with the distribution of income. In a
nutshell, the problem is that since capitalists produce only for consumers with the
money to buy, production will mirror their demand. Businesses will produce every-
thing for those with money, and nothing for those without. It is one thing to argue
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that the market process is efficient. It is quite another to defend a system that pro-
duces nothing or almost nothing for the many, who after all make up the bulk of the
population. The pure free market system ignored those in poverty, and indeed made
it difficult for the poor to share in the benefits of an expanding market economy.

This anxiety was soon raised by the socialists, who perceived that things were
not as universally rosy as Smith believed. Karl Marx was among the most famous
of those to analyze the problem and offer a solution along socialist lines. But oth-
ers tried to defend the market approach, with less than satisfactory results. Among
these was Thomas Malthus (1766—1834), who was the first to suggest a resolution
within a market economy framework. A minister by vocation, Malthus found the
problem of poverty to be essentially moral in nature and therefore not susceptible
to resolution by government policy. In his view, natural forces were at work and
capitalists need not feel any pangs of conscience regarding wages that maintained
their employees at subsistence levels.

Another economist, David Ricardo, argued there is a natural law of wages that
tends toward the minimum necessary to sustain life. This occurs on the one hand
because any increase in wages above subsistence results in workers procreating,
and more mouths to feed means their wages in effect fall back to a subsistence
level. On the other hand, if the price of food rises, workers then will force their
wage rates up to pay for the necessities of their existence, thus maintaining a sub-
sistence level. Either way, there is a natural wage rate that always tends toward the
level of subsistence, which Ricardo termed the iron law of wages.

The conclusion for Malthus was inescapable: the population would grow until
it was contained by “misery and vice.” Assisting the poor would only transfer more
resources to them and enable them to have more children, ultimately to the point of
starvation. Providing the poor with assistance would divert wealth that should have
been invested and slowed economic growth. Therefore it would be futile to look
for social causes and cures for poverty. According to Malthus, if the “lower class-
es” do not want to be poor, all they have to do is to have fewer children. The bur-
dens associated with poverty are a natural punishment for the failure of the lower
classes to restrain their urges to procreation. Their only salvation is literally
dependent on their moral reform, not government assistance. The clear implication
is that the causes of poverty are not to be found in the structure of society, such as
the greed combined with monopoly power that had worried Adam Smith.

A very important public policy implication of the Malthusian analysis is that
no government assistance should be provided to the poor. On the contrary, a
Malthusian view sees tragedies such as the miseries of poverty, famine, plague, and
war as natural means of punishing and increasing the death rates of those who do
not practice moral temperance. If it were not for these “natural” checks on popula-
tion growth, the increasing numbers of poor would soon outstrip food production,
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which in 1urn would lead to their starvation. Malthus wrote that we should encour-
age the operations of nature in producing this mortality:

And if we dread the too frequent visitation of the horrid form of famine, we should
sedulously encourage the other forms of destruction, which we compel nature to
use. Irstead of recommending cleanliness to the poor, we should encourage con-
trary habits. In our towns we should make the streets narrower, crowd more people
into th: houses, and court the return of the plague. In the country, we should build
our villages near stagnant pools, and particularly encourage settlements in all
marshy and unwholesome situations. But above all, we should reprobate specific
remedies for ravaging diseases; and those benevolent, but much mistaken men,
who hzve thought they were doing a service to mankind by projecting schemes for
the tot: 1 extirpation of particular disorders. If by these and similar means the annu-
al morality were increased . . . we might probably every one of us marry at the
age of puberty, and yet few be absolutely starved.!6

Not surpritingly, Malthus recommended the abolition of the poor-laws that provid-
ed meager relief in England at the time. Thomas Carlyle, after reading Malthus’s
pessimistic analysis, called political economy “the dismal science.” He was only
partially ccrrect, since Malthus’s analysis was dismal—but only for the poor.

Malthusian analysis proved to be extraordinarily reassuring to those in search
of moral justification for selfishness. It calmed their doubts and fears by asserting
that the chase after wealth primarily served the interests of society. Perhaps more
important, 't claimed that the affluent, as well as business leaders, need not concern
themselves with an undue sense of social responsibility for the conditions of the
poor, since workers were the causes of their own miserable fates. By inference, the
converse was also true—the affluent were morally superior to the poor. The doc-
trine of laissez-faire holds that the free market system has within itself the capacity
to best reso ve economic problems on the basis of justice and fairness for all partic-
ipants. By reinforcing the commitment to a doctrine of laissez-faire, Malthus
devised a superb justification for the affluent to deny any responsibility for a seri-
ous economic problem. The effects of this reassuring and convenient theory on the
affluent macde Malthus one of the most influential economic thinkers of his century.
The fact that his theory was based on his personal pondering and was not subject to
empirical verification did not cause any serious objections at the time. But subse-
quently it led to the scathing attack on market economics by Karl Marx.

The Haunting Specter of Karl Marx

The writings of Karl Marx (1818-1883) posed a different view of market econom-
ics than those of either Adam Smith or Thomas Malthus, and led to a radically dif-
ferent proposed solution for society’s problems. Marx disagreed with the capitalist
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assumption that politics and economics could be separated. To the mercantilists,
the state was a powerful force to direct the economy. To the classical liberals, the
state was a threat to economic freedom. To Marx, the state was not independent of
the economic structure. The real purpose of the state was to serve the interests of
the wealthy owners of capital.

Marx was impressed with the ability of a capitalist economy to automatically
allocate resources efficiently with no direction from the government, and to be
extraordinarily efficient in producing goods and services. As Marx and his col-
league Friedrich Engels commented, “The bourgeoisie, during the rule of scarce
100 years, has created more massive and more colossal productive forces than have
all preceding generations together.”!7 Capitalism transformed the world:

The bourgeoisie, by the rapid improvement of all instruments of production, by the
immensely facilitated means of communication, draws all nations, even the most
barbarian, into civilization. . . . It compels all nations, on pain of extinction, to
adopt the bourgeois mode of production; it compels them to introduce what it calls
civilization into their midst, i.e., to become bourgeois themselves. In a word, it
creates a world after its own image.18

Capitalism swept aside all former relationships and “left no other bond between
man and man than naked self-interest.”!?

Marx viewed history as a continuing struggle between elites and the masses.
He thought that the class struggle between capitalists and workers over profits and
wages would ultimately lead to the end of capitalism. Marx, unlike Smith, saw the
potential for instability and chaos in the laissez-faire market economy. His intricate
analysis held that capitalists are able to increase their profits and wealth only at the
expense of the workers. In his theory of surplus value, he argued that exploited
labor generates profits, which are squeezed out through the capitalist ownership of
machinery.

The significance of Marx for our purpose is that he was among the most influ-
ential thinkers to focus on the weaknesses of the market system. He emphasized
the importance of the economic and social instability resulting from the tension
between the opposing demands of capital and labor. In his view, the rapaciousness
of business results in ever-larger business firms because small firms go under and
their holdings are bought up by surviving firms. This trend toward a few large
firms and the resulting concentration of wealth intensifies the struggle between
labor and capital, and will eventually lead to a small group of wealthy capitalists
and a mass of impoverished workers. In the end, the imbalance will be too great,
resulting in the collapse of the market system. The means of production will then
be centralized, that is, taken over by the government. Great inequalities and
exploitation will cease.
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Marxist theory has generated controversy regarding whether a pure market
economy would collapse from its internal tensions. Critics of Marx point out that,
despite difficulties in market economies, they have not collapsed. On the contrary,
those systems that ostensibly have tried to model themselves on Marx’s precepts
have shown the most internal tension and in most instances have come unraveled.

Marx s contribution primarily rests on his pointing out the dynamic tensions in
the market system. While market capitalism has not collapsed, it has survived in
part because it has been willing to move away from a laissez-faire mode. In partic-
ular, gove nment public policy programs have moved into many areas to amelio-
rate the living conditions of middle- and lower-income workers.

The Uneasy Relationship Between Politics and Economics

For more than a century following the political and economic revolution represent-
ed by the American War for Independence and Smith’s writings, the state shrank as
the dominznt and controlling force in the economy of the United States and much
of Europe. Economies grew largely with government support, but without political
interferenc:. It was widely believed that a society would prosper best when left to
the free play of market forces. The basic policy principle of noninterference, or
laissez-fair:, logically flowed from that belief. Market forces would determine the
flow of gonds and capital. But economic policy, in the sense of a government’s
commitmer t to certain objectives for the economy, such as full employment, stable
prices, or a satisfactory economic growth rate, did not exist. Governments were
required to raise taxes to provide for national defense, administer justice, and pro-
vide for othzr incidental governmental functions. But there was no attempt to influ-
ence the volume of economic activity. There was no monetary policy, because the
amount of currency in circulation was automatically controlled by the amount of
gold or silver possessed by the government. The business cycle seemed beyond the
purview of government. Unemployment rose and fell with the business cycle while
government looked on from the sidelines, making no attempt to prevent and very
little to alleviate its effects. The market was supposed to take care of any tempo-
rary dislocations. There was little inclination to tamper with a system that brought
a growing economy and prosperity to the nation in the early twentieth century.
Although progress was uneven and subject to periodic spasms, laissez-faire was
validated by the upward trajectory of the U.S. economy. The idea that the economy
could or should be “managed” to achieve economic growth or reduce unemploy-
ment would have seemed incomprehensible a century ago. Such perspectives on
the relationship between politics and economics prevented the development of eco-
nomic policy.
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Despite the diminished role of government in economic matters, however, it
was recognized that markets are dependent on governments for their existence.
Democratic societies are based on a social contract in which the government is
given monopoly power on the legitimate use of force in return for the state’s agree-
ment to use that power to protect people’s lives and property and to enforce con-
tracts. Smith wrote about the mutual self-interest among parties to trades in a mar-
ket system. However, such a system cannot function unless there is some
instrument that is entrusted to interpret and protect individual and corporate prop-
erty rights. Without such a guarantor, agreed-upon trades cannot be enforced and
dishonest parties can steal back the items traded, or otherwise not live up to their
parts of business bargains, with impunity. This would lead to mutual distrust, a rad-
ical reduction in trade, and the collapse of the system itself. Thus the need for gov-
ernment as economic guarantor to establish an environment in which markets can
function was recognized.

The classical view just described, identified with Adam Smith, emphasized
that individuals following their own self-interest will lead to economic order, not
chaos. Karl Marx, writing approximately three-quarters of a century later, saw eco-
nomic trials and troubles everywhere and predicted the collapse of capitalism. John
Maynard Keynes, writing still later, was also critical of the problems created by an
unfettered market system, but aimed his theories not at the collapse of capitalism
but its reform.

The Realist Critique of Keynes

The economist who most challenged Karl Marx’s pessimistic conclusions regard-
ing the inevitable collapse of the market system was John Maynard Keynes
(1883-1946). Keynesian theory represents his effort to deal with the chaotic condi-
tions produced by the Great Depression of the 1930s.2° From the outset, Keynes
rejected communism and agreed with Adam Smith’s preference for free market
alternatives.

Conservative critics of Keynes, opposing a larger role for government, charged
that his views were too radical and threatened the very foundations of capitalism.
Many denounced him as a socialist. Keynes, however, viewed himself as a conser-
vative trying to defend capitalism against the growing attractions of communism.
Even before the Great Depression, Keynes had observed that market capitalism
had imperfections that, if corrected, would strengthen it. In a book titled The End
of Laissez-Faire, he noted aspects of the unfettered market that lead to reduced
efficiency and production and suggested how governments might exercise “direc-
tive intelligence” over the problem while leaving “private initiative unhindered":
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Con rariwise, devotees of Capitalism are often unduly conservative, and reject
reforms in its technique, which might really strengthen and preserve it, for fear
that ‘hey may prove 1o be first steps away from Capitalism itself. . . . For my part,
I think that Capitalism, wisely managed, can probably be made more efficient for
attaining economic ends than any alternative system yet in sight, but that in itself
it is in many ways extremely objectionable. Our problem is to work out a social
organisation which shall be efficient as possible without offending our notions of a
satisiactory way of life.2!

Keynes never faltered in his admiration of capitalism. Keynesian theory was
dedicated to the preservation of the capitalist economic system and the position
of those who were most favored by it. Yet his theory required some tinkering
with the system by the government. The affluent were highly suspicious of any
proposal that permitted government control over their interests. And they deeply
resented the improved status he gave to the “working class™ as an essential ingre-
dient in ‘he overall health of the economy. They found especially irritating his
suggestion that their own privileges might actually contribute to economic insta-
bility.

The severe disturbances of the economies throughout Europe and North
America shook the very foundation of those economic and political organizations.
It is difficult for anyone who did not live through the Great Depression to grasp the
dimensions of the catastrophe. But the statistics are staggering. It wiped out half of
the value of all goods and services produced in the United States. A quarter of the
labor force lost their jobs; another quarter had their jobs reduced from full to part
time or had their wages reduced. Over 9 million savings accounts disappeared
when ban«s failed, and more than 1 million mortgages were foreclosed.

The l:vel of despair and discontent raised doubts about whether the market
system could survive. Many of the more affluent who had not been seriously hurt
by the depression viewed the crisis with serene detachment. They opposed the
reforms proposed by Franklin Roosevelt in the New Deal as a threat to their
favored status. Rooseveli’s reforms were linked to many of Keynes’s ideas, though
more by instinct than by any philosophical commitment to Keynesian theory. The
federal government entered the economic life of the nation through the New Deal
to assume responsibility for the nation’s economic well-being. There is a general
consensus that the policies of the Roosevelt revolution not only changed the char-
acter of the national government, but also rescued the traditional capitalist eco-
nomic system in the United States.

Keynes’s The General Theory of Employment, Interest, and Money, published

-/ in 1936, was a much more complex analysis of the market economy than Adam
Smith’s. Undertaking a macroeconomic analysis, which Smith had not concerned
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himself with, led Keynes to conclude that laissez-faire was not the appropriate pol-
icy for a stagnant economy like that of the 1930s. Keynes stated his profound dis-
agreement with the classical tradition in his one-paragraph first chapter:

I have called this book the General Theory of Employment, Interest, and Money,
placing the emphasis on the prefix general. The object of such a title is to contrast
the character of my arguments and conclusions with those of the classical theory
of the subject . . . which dominates the economic thought, both practical and theo-
retical, of the governing and academic classes of this generation, as it has for a
hundred years past. I shall argue that the postulates of the classical theory are
applicable to a special case only and not to the general case. . . . Moreover, the
characteristics of the special case assumed by the classical theory happen not to be
those of the economic society in which we actually live, with the result that its
teaching is misleading and disastrous if we attempt to apply it to the facts of expe-
rience.??

The classical school of economics offered no solution to the problems facing
the nation during the 1930s. But obviously, the optimistic view that the economic
problems were temporary, requiring only belt-tightening and waiting for the econo-
my to grow, was not acceptable to most of the population. Keynes asserted that
classical economists

were apparently unmoved by the lack of correspondence between the results of
their theory and the facts of observation—a discrepancy which the ordinary man
has not failed to observe. . . . The celebrated optimism of traditional economic the-
ory [is] to be traced, I think, to their having neglected to take account of the drag
on prosperity which can be exercised by an insufficiency of effective demand. For
there would obviously be a natural tendency towards the optimum employment of
resources in a Society which was functioning after the manner of the classical pos-
tulates. It may well be that the classical theory represents the way in which we
should like our Economy to behave. But to assume that it actually does so is to
assume our difficulties away.??

Keynes believed that the psychological and organizational conditions of the nine-
teenth century that permitted laissez-faire notions to work as a policy, in fact con-
stituted a special case that was shattered by World War 1. The convoluted and con-
trived system depended on free imports of goods and export of capital made
possible by peace. It depended also on a delicate class balance between capital and
labor, and a moral balance between capital and spending. In the 1920s price insta-
bility led to the unjustified enrichment of some and impoverishment of others,
which cut the moral link between effort and reward. Worker acceptance of modest
wages depended on the dominant business class producing job opportunities. There
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was also « psychological balance between saving and consumption in which saving
was a great virtue. But increasingly, consumption and material outcomes constitut-
ed the mcasure of success—and failure. And increasingly, capitalism’s driving
force was a “vice” that Keynes called “love of money."24

It was also no longer possible to contend that people pushed into uncompensat-
ed unemp oyment were simply too lazy to get a job, or that they could find work if
they would only lower their wage demands. Marxists of the day felt vindicated,
believing 'hat the depression was the death knell of the market system.

If Keynes was right in his analysis and prescriptions for curing the ills of capi-
talism, then the attraction of a planned economy as represented by communism
would atrophy because people prefer to be employed and self-sufficient rather than
dependent on the government for everything. His public policy solution was one in
which bus ness and government would act as partners in running the economy. The
government would engage in public policies that would create a sufficient demand
to maintain full employment, and profits would go to business as they had in the
past. Government was the only party of this arrangement that could pull it off,
however, since it alone could act in the role of a non-self-interested party. He saw
governmer t acting as a positive instrument for individual freedom by, for example,
funding programs such as education that would help individuals as well as society,
and for eccnomic freedom by protecting a system whose entrepreneurs could flour-
ish, albeit n a regulated way. Keynes maintained that economic prosperity is the
only certain guarantee of a liberal political system.

Keynesian theory was a clear advancement in our understanding of market
capitalism. Part of his success was also based on the fact that he addressed not only
pressing problems of the moment—economic depression and unemployment—but
also enduring policy concerns like growth and stability. And, like Adam Smith
before him he developed a theory that rationalized what was already being done
out of necessity. Without the Great Depression, Keynes would never have written
his general theory; but already by the time of its publication, Franklin Roosevelt
had been e ected and was implementing his New Deal, which was Keynesian in
practice.

Conservative critics of Roosevelt argue that his efforts to stimulate the econo-
my by running deficits did not get the United States out of the Great Depression.
Rather, they argue that World War II ended the depression. This misses the point,
however. Roosevelt’s New Deal deficits were not large enough to offset the reduc-
tion in private expenditures by business, households, and state governments. It is
true that it was not until World War II that the economy began to come out of the
depression. But this expansion was caused by the vast increase in government pur-
chases associated with the war that stimulated employment and aggregate demand.
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This actually reinforced Keynes’s theory of the role of government as employer of
last resort and purchaser of goods to stimulate the economy.

Keynesian theory supplanted the classical school not only because of its more
penetrating analysis, but also because the essentials of the classical school support-
ed a basic posture of passivity regarding government public policy. Especially in
crisis situations such as depressions or wars, it is not a realistic option for govern-
ments to do nothing. A major part of the legacy of Keynes is an understanding that
government does bear a major responsibility for the overall performance of the
economy. The questions of economic stability, employment, growth, and inflation
require government leadership and cannot be left to laissez-faire inaction and faith
that the system will resolve all economic problems in its own time.

Keynes’s thinking was almost the opposite of Adam Smith’s. Disturbances in
employment, output, or prices are likely to be magnified by the invisible hand of
the marketplace. A catastrophe like the Great Depression is not a rare occurrence
but rather a disaster that will return if we depend on the market to self-adjust. Thus,
when the economy stumbles we cannot wait for an invisible hand to provide the
needed adjustments. The government must intervene to safeguard jobs and income.
The total number of jobs in the economy is determined by macroeconomic vari-
ables, including levels of consumption, investment, and imports and exports.
Keynes’s analysis also made short work of Malthusian perspectives. The poor, he
made clear, were not poor because they were less moral than the affluent; they
were poor because of their position in society and impersonal economic forces.

A critical factor in determining the total number of jobs in the economy, or the
“employment pie,” is the relationship between employment and inflation, which
constrains the number of jobs that decisionmakers can or should create. Liberal
Keynesians are more concerned about high rates of unemployment than inflation.
They are opposed to high interest rates, and prefer fiscal—as opposed to mone-
tary—policy to pursue broad economic goals. Conservative Keynesians are more
concerned about inflation, and therefore accept higher unemployment to reduce it,
and are less willing to use fiscal policy (especially deficits) to provide full employ-
ment.

From the mid-1930s onward in the United States, a consensus emerged on
government fiscal policies that accepted mild deficits. The principal goal was the
achievement of full employment, which was loosely defined as an unemployment
rate of about 4 percent. At 4 percent, existing unemployment was thought to be
“frictional” or “structural” rather than “cyclical.” Frictional unemployment refers
to the temporary unemployment of new entrants to the labor force or those who
leave one job while they look for a better one. Structural unemployment refers to
unemployment due to a mismatch between the skills of the labor force and the jobs
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available. Frictional and structural unemployment are not considered major prob-
lems. Cyclical unemployment, which refers to unemployment caused by a lack of
jobs in the economy due to a general economic downturn, is of serious concern.

Political leaders of both parties in the United States have long held an over-
whelming presumption that in regard to election and reelection prospects, few
things are more foolhardy than a tax increase or more helpful than a tax cut. The
temptatior to run big deficits when the economy is not in recession was reined in
by Keynesian theory, which held that large deficits would result in higher inflation,
requiring high interest rates to stop rising prices and bringing about a recession,
which would spell disaster in elections. The perceived close connection between
short-term economic trends and politics produced an arrangement that permitted
deficits bu: kept them within a narrow range.

Keynes’s analysis provided the rationale for governments to adopt public poli-
cies to keep inflation and unemployment low while encouraging economic growth.
Governments would have a major macroeconomic role with their state, but there
should be free trade between states. These policies were embodied in the Full
Employment Act of 1946, which committed the government to an activist policy to
stimulate enough growth to keep unemployment low. The 1946 legislation did not
define precise goals so that policymakers would know what goals to shoot for to
achieve “full employment,” or acceptable levels of inflation or economic growth.
The Full Employment and Balanced Growth Act of 1978 finally established an
unemployment goal of 4 percent, an inflation rate of not more than 3 percent, and
an econom: ¢ growth rate of 4 percent.

At the ore of Keynes's disagreement with the classical view was his argument
that a market economy is inherently unstable. The market system could reach a
position of “underemployment equilibrium” in which the economy could have a
high level of unemployment and idle industrial equipment. Keynes stressed the
importance of aggregate demand as the immediate determinant of national
income, oulput, and employment. Demand is the sum of consumption, investment,
governmen! expenditures, and net exports. Effective demand establishes the econo-
my’s equilidrium level of actual output. A recession occurs when the equilibrium
level of actual output is less than the level necessary to maintain full employment.
The basic characteristic of a recession or depression is a decline in aggregate
demand or purchasing power by consumers, business, and government. The result
is an economic downturn caused by a reduction in production and the consequent
increase in unemployment as employers react to reduce their costs. The signifi-
cance of his theory in relation to classical theory was that it claimed there is no
self-correcting property in the market system to return a stagnant economy to
growth and full employment.

If his analysis was correct, the classical nostrum of tightening your belt and
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riding out the storm was disastrous. It meant that if demand was established at lev-
els so low that unemployment would remain high and businesses would not be
willing to undertake new investments, the situation would remain indefinitely in
that depressed state, unless some variable in the economic equation was changed.
According to Keynes, political management of the economy was the solution.
Government spending might well be a necessary public policy to help a depressed
market economy regain its vigor. According to Keynes, to the extent that there
were market failures leading to insufficient demand, government should intervene
through fiscal and monetary policies to promote full employment, stable prices,
and economic growth. Useful government action against recessions came down to
fiscal and monetary measures designed to expand consumer and investment spend-
ing. This would simultaneously improve the general social welfare by improving
the position of those who are the most vulnerable in periods of economic stagna-
tion: the unemployed.

Fiscal policy involves the use of government taxing and spending to stimulate
or slow the economy, and the federal budget is the means by which fiscal policy is
implemented. The government can increase or decrease aggregate demand by
increasing or decreasing its share of taxing and spending. Tax cuts, especially
when directed toward middle- and lower-income workers, will stimulate demand
by putting more money in the hands of consumers and businesses. The increased
spending results in increased employment to meet those demands. Conversely,
increasing taxes, the least popular of all fiscal policies, is intended to curb spend-
ing and slow an inflationary economy.

When unemployment reaches its full-employment level (4-5 percent unem-
ployment), we might expect universal approval. Indeed, when the jobless rate
declines to full employment, the most highly paid tend to react adversely. The most
well off fear inflation will be touched off when the economy presses against its
production possibilities, and that it will cost more to find idle resources and bring
them online. Inflation occurs when there is an increase in the average level of
prices for goods and services (not a change in the price of any specific good or
service). The conventional wisdom that says “inflation hurts us all” is simply not
correct. Inflation redistributes income and wealth. Thus, while inflation will make
some worse off, it must make others better off. Inflation acts like a tax in which
money is redistributed from one group to another. For illustration, if the
Organization of Petroleum-Exporting Countries (OPEC) doubles the price of oil,
the price of a gallon of gas will go up, making the purchaser poorer, but the extra
price will be transferred to OPEC countries, making others wealthier. Since infla-
tion is an increase in average prices, not all prices rise at the same rate. Therefore,
not everyone benefits or suffers equally from inflation. There are winners and los-
ers. However, since average prices are rising, average wages must also be rising
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(keep in mind that a higher price to a buyer is also a higher income to a seller). To
an employer, the higher cost of labor in a tight market represents a higher income
to the worl:er selling his or her labor skills on the market. As a result, real wages on
average keep up with inflation. In reality, some workers’ incomes will rise faster
than inflat:on while others may not keep up. The value of assets representing a per-
son’s wealth will also be affected by inflation. For example, in the 1990s, average
prices incr:ased by 32 percent, but the value of stocks (on average) more than dou-
bled after «djusting for inflation, while those who invested in gold saw the value of
their assets decline by over 25 percent after adjusting for inflation.

The resulting uncertainty caused by inflation can inhibit consumption and pro-
duction decisions and reduce total output. Price stability (an inflation rate of less
than 3 percent per year) is a very real concern to policymakers, whose choice of
policy ultirately determines the course of the economy.

However, the determination to wring inflation out of the economy by driving
up interest rates will consistently hit some groups harder than others. Lower- and
middle-income workers are much more likely to become unemployed than are the
more afflucnt members of the labor force. Stopping inflation by creating an eco-
nomic slowdown does not affect everyone equally:

Recessions are not equal opportunity disemployers. The odds of being drafted into
the figh: against inflation increase steadily the lower an individual's earnings and
family income to begin with. The relative income losses suffered by the working
heads of poor families, for example, are four to five times as great as the losses for
those hcading high-income families. . . . At every income level, male heads of
families experience greater income losses than female heads of families, and black
men suf ‘er the most of all.25

The spending side of the budget is another fiscal policy tool. An increase in
government spending is also an increase in aggregate demand and raises produc-
tion levels. A reduction in spending reduces aggregate demand and reduces infla-
tionary pressures. Government spending now exceeds $2 trillion a year, so changes
in the federal budget can have a significant influence on aggregate demand. The
spending surge to pay the costs for the war in Iraq in 2004 significantly increased
aggregate demand. Combining the surge in national government expenditures with
the significant tax cuts, even when directed primarily toward the affluent, signifi-
cantly increased the fiscal stimulus in 2001, 2002, and 2003.

Legislation has built in what are referred to as automatic stabilizers, in which
fiscal policy automatically responds countercyclically to certain economic events.
For example, when the economy slows down and unemployment rises, tax rev-
enues declire, while government spending for unemployment insurance benefits,
food assistance, welfare, and other transfer payments rises. The budget deficit rises
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as a result. Tax revenues and expenditures react automatically to changing eco-
nomic conditions without requiring new policy. These automatic adjustments help
stabilize the economy. On the other hand, with a reduction in unemployment, tax
receipts rise at the same time that expenditures for welfare decline, reducing budg-
et deficits. Automatic stabilizers are important because they adjust immediately to
a rising or falling economy and do not require any policy debate to begin working.
Therefore the deficit will rise during a recession and shrink during a robust econo-
my, even if there is no change in fiscal policy. So the same fiscal policy could
result in a surplus, a balanced budget, or a deficit.

Monetary policy refers to the use of money and credit controls to shift aggre-
gate demand in the direction needed to attain economic growth with stable prices,
such as actions taken by a central bank, like the Federal Reserve (the “Fed”) in the
United States, to control the money supply. These actions in turn control the vol-
ume of lending and borrowing by commercial banks and ultimately by investors
and consumers. In a depression, the government should increase the money supply
to keep interest rates down. This policy might also be matched by reducing taxes
for workers to increase demand, and increasing government spending to stimulate
business investments, employment, and demand.

Some would insist that, although this is a well-established theory, it does not
represent what actually happens. It may be argued that business firms borrow when
they have expectations of making money and not because interest rates are low. It
can be pointed out that during the recession of 2001, the Fed lowered interest rates
to less than 2 percent. The housing market improved as mortgage rates declined.
but business firms did not borrow to increase output without demand. The Fed may
receive credit if and when there is a recovery, but as John Galbraith has written:

The fact will remain: When times are good, higher interest rates do not slow busi-
ness investment. They do not much matter; the larger prospect for profit is what
counts. And in recession or depression, the controlling factor is the poor earnings
prospect. At the lower interest rates, housing mortgages are refinanced; the total
amount of money so released to debtors is relatively small and some may be
saved. Widespread economic effect is absent or insignificant.26

Some policy analysts disagree over how active the Fed should be in adjusting
the money supply relative to changing economic conditions. Some have argued
that the Fed should be an active policymaker, while others argue for a more passive
role in which the Fed would intervene to apply fixed rules regarding the money
supply. It is undoubtedly true that the Fed risks making errors in applying discre-
tionary policy. The Fed was accused of following too restrictive a monetary policy
by raising interest rates excessively in late 2000, tipping the economy into a reces-
sion, which forced it to reverse its policy in 2001. A preprogrammed set of rules
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would also have a problem of too little flexibility and be unable to adapt to unex-
pected events.

From Demand-Side to Supply-Side Policies

In the early 1960s, John Kennedy became the first president to avowedly follow
the Keynesian approach to shaping public policies. For nearly eight years this
interventionist approach to policy was so successful in producing an uninterrupted
expansion of the economy that economics was declared to be a science. The deci-
sion to extend the Nobel Prize to include an annual award in the area of economics
capped this newfound prestige. But ironically, Keynesian economics was about to
suffer an erosion in confidence at the moment of its greatest triumph.

Keyne:’s concern was with an economy, with high unemployment and low
demand, that would be running well below capacity. Inflation would not be a prob-
lem with such excess capacity. But in the late 1960s inflation began to rise as
unemploynient declined.

The id:a that unemployment could be too low to be consistent with stable
inflation is of recent origin. William Phillips (1914-1976) analyzed data concern-
ing the relationship between unemployment and inflation going back almost a cen-
tury in the United Kingdom.?? He discovered a tradeoff between unemployment
and inflation, an inverse relationship that became known as the Phillips curve. The
explanation for the relationship is implied in Keynesian theory and is intuitively
obvious. L:bor does respond to the market forces of supply and demand. When
unemployment is high, the competition for jobs by unemployed workers allows
management to fill its labor needs at relatively low wage rates. As the economy
expands and unemployment declines, management must lure workers with higher
wage rates. Higher wages for labor will result in higher costs of production and
ultimately in higher prices. Policymakers could reduce unemployment by accept-
ing higher inflation, or they could reduce inflation by accepting higher unemploy-
ment. Presidents of both political parties, until Ronald Reagan, chose to reduce
unemployment by expansionary monetary and fiscal policies that gave people
more money to spend. Increased demand meant more jobs.

Keynesian theory provides policymakers with clear options when the economy
experiences a serious recession or significant inflation. There is a large area
between the extremes of recession and inflation, however, such that occasionally
the economy may suffer unacceptably high levels of unemployment and inflation
at the same 1ime. Dubbed stagflation, it became apparent that conventional policy
tools might provide only a partial cure in altering the structure of supply or demand
and that the economy might be forced to accept a temporary setback. Milton
Friedman ncted that business came to expect government policies to encourage
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continuous growth that would result in higher income levels. Businesses and indi-
viduals made wage, price, and consumer decisions based on the expectation of
continued growth and inflation. This offset government job-creation efforts of put-
ting more money into circulation, but it also made inflation worse. High inflation
finally resulted in higher unemployment, breaking the tradeoff that existed
between the two. Stagflation can also result from an external shock such as an
increase in the price of oil by OPEC (as in 1979-1980 and 1999-2000), which fur-
ther slows economic growth. Unemployment may also rise due to structural unem-
ployment, such as that caused by the bursting of the dot.com bubble in 2000-2001.
Policymakers were faced with an unhappy choice. To fight high unemployment,
they would traditionally reduce interest rates and increase government spending.
To fight inflation, they would do the opposite. In the environment of stagflation,
fighting unemployment could exacerbate inflation.

By the late 1970s, a variation on classical economics began to take shape that
did suggest a different way for public policy to deal with inflation and economic
growth. Reagan needed an economic theory that would provide an acceptable poli-
cy doctrine as the intellectual basis for a dramatic departure from previous prac-
tice. The theory of supply-side economics was put forward by a loosely knit group
of conservatives who claimed to have developed a solution to the problem of
stagflation. Their approach reopened a debate many thought had been settled by
the Great Depression when they openly proclaimed their goal to widen the gap
between economic “winners” and the “losers™ as an incentive to work hard, save,
and invest. They placed blame for many economic problems on the policies that
supported a major role for the government in the economy, rather than the pre-
ferred classical approach that favored business and suppliers over consumers and
the demand side. Cynics labeled supply-side programs a return to the “trickle-
down” economics of a bygone era.?®

Supply-side proponents saw a reduction in taxes, particularly for upper-income
groups, as a key ingredient to stimulate economic investments. They claimed that
large reductions in marginal tax rates would stimulate enough economic growth to
actually increase tax collections and balance the budget, without spending cuts. If
correct, it would permit government to cut taxes and spend more at the same
time—the politicians’ equivalent of accomplishing the medieval alchemists’ quest
to turn lead into gold.

Most political economists accepted the notion that government monetary and
fiscal policy must be coordinated to either reduce unemployment or reduce infla-
tion. Supply-siders argued that monetary and fiscal policy could be split: permit-
ting government to increase spending to stimulate job creation, while simultane-
ously raising interest rates to curb inflation. Despite warnings from mainstream
political economists, Ronald Reagan proceeded to push supply-side policies in the
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Case Study: The Appeal of Convenient Logic

The effort to urderstand the world through
rigorous analysis is essential if we are to
achieve social progress. Unfortunately, there
is considerable ¢vidence that what is passed
off as objective analysis is often largely an
exercise in seizirg on those parts of a theory
most in harmony with our financial and polit-
ical self-interest. Human beings have a
remarkable tendency to believe those things
most in accordance with their self-interest.
We resist the int-usion of reality that might
suggest otherwise.

Problem-solving techniques taught in
academic settings usually move from cause to
effect. In real-life situations, though, when
our interests are involved, we often choose
the remedy that v/ill require the least cost to
us and that will 1equire the least amount of
reorganization o’ our other self-interested
beliefs. We then -eason back to a cause for
which our lowest-cost remedy provides the
greatest congruence. In some cases, this may
require significant mental gymnastics.

By way of illustration, Adam Smith
wrote hopefully hat natural forces would
lead to a nearly equal distribution of income
between capitalist; and workers in a market
economy. And he heartily approved of higher
wages for workers. The failure of the equal-
ization to occur v/as worrisome because it
raised fundamental questions about the
soundness of Smit1’s model. Malthus’s view
that the poor are imimoral and responsible for
their own fate was a most welcome and grati-
fying reasoning f-om the effect (poverty)
back to the cause (immorality) for the afflu-
ent, because it relieved them of any burden of
conscience concerning subsistence wages.
And it provided them with a basis for right-
eous indignation it any suggestion of an
unwelcome obliga ion to transfer financial

resources to the poor. Subsequently, “social
Darwinism” was invoked as a self-explanato-
ry justification through adaptation of
Darwin’s law of the survival of the fittest:
wealth should not be passed from the wealthy
(or “fit") to the poor (or “unfit”), as doing so
would violate a natural law.

More recently, Keynesian analysis
showed that the causes of unemployment and
poverty can be found in market forces such as
inadequate demand, and in economic policies
that tolerate unemployment to keep a down-
ward pressure on prices. Other studies make
it clear that economic deprivation in child-
hood, and lack of working-adult role models,
may encourage poor work habits among the
young, making it impossible for them to get
work. Their children in turn are without
working-adult role models and it becomes
difficult to untangle cause and effect.

It can no longer be claimed that poverty
is caused primarily by personal immorality
(or that the wealthy are more moral than the
poor—recall the recent savings and loan
scandals). And one might reasonably expect
solutions to be proposed related to the new
diagnosis of the causes of poverty—for
example, economic policies that do not rely
on accepting high unemployment to reduce
inflation, strict enforcement of equal opportu-
nity laws, or greater efforts to provide educa-
tional opportunities to the disadvantaged.
Unfortunately, all these remedies require the
affluent to incur a cost, which they find
deeply disturbing. So more convenient alter-
natives are suggested, based on a view of
causes of poverty more in keeping with solu-
tions they wish to see implemented. Poverty
is now blamed on government policy: the
poor are “victims” of the well-intentioned but
misguided Great Society programs aimed at

continues
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Case Study continued

helping them. This view alleges that the poor
have no incentive to work because they are
the beneficiaries of the welfare programs that
have been lavished upon them. In other
words, the poor have too much! So the solu-
tion to poverty, according to th's view, is a
reduction in public expenditures for the poor
so they will be motivated to work harder.
Obviously this is a most agreeable policy
proposal for the more affluent. And its logic
is carried a disconcerting step further: just as
the poor have too much and need to feel the
misery of deprivation to spur them to work,
the wealthy have not been working because
they have too little. High taxes are identified
as the reason for a lack of incentive for per-
formance by the wealthy. A reduction in

taxes, especially a cut in the capital gains tax
would be an excellent motivation for the
wealthy. And it is claimed that this proposal
favoring the affluent is motivated by compas-
sion for the poor. It is primarily in the interest
of the poor because it is alleged to create use-
ful employment for them.

Thus, in this logic, the poor have too
much to be motivated. The wealthy have too
little. Therefore, benefits should be reduced
for the poor and increased for the affluent.

Source: Loosely adapted from a graduation
address by John Kenneth Galbraith titled “Reverse
Logic” and reprinted in J. K. Galbraith, A View
from the Stands (New York: Houghton Mifflin,
1987), pp. 34-38.

fond hope that he could cut taxes, increase spending, grow the economy, and
reduce inflation at the same time.?”

The supply-side tax cuts raised the national debt while an increased demand
for imports expanded the trade deficit fourfold. In 1982-1983 the economy fell
into the deepest recession since the Great Depression. Productivity growth actually
declined in the 1980s (to less than 2 percent per year) from levels in the 1970s (3.2
percent per year). Savings and investment rates also declined significantly in the
1980s. The tax cuts contributed to unprecedented budget deficits throughout the
decade. Finally, these policies contributed to the increase in inequality that
occurred during the decade.

For all of these reasons, supply-side economics is no longer touted as a viable
alternative to Keynesian economics. Politicians learned that supply-side policies
such as major tax cuts targeting the wealthy provided tremendous political rewards
despite the broader economic fiasco. Even if the theory did not hold up, many cyn-
ical neoconservative politicians saw supporting more tax cuts for the rich as a
potentially forceful instrument for campaign financing.

George H.W. Bush muffled his early criticism of supply-side economics and
pledged “no new taxes” in the campaign of 1988. Bush abandoned a strict reliance
on supply-side arguments in favor of a call for a “kinder, gentler nation.” In his
inaugural address, however, he noted that “we have more will than wallet,” indicat-
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ing that ke did not envision a larger role for government in securing that kindness
and gentleness. Within two years, with deficits climbing at a dizzying pace, the
economy slipping into a recession, and threats of forced spending cuts mandated
by Gramin-Rudman legislation, Bush raised income tax rates on the affluent and
raised the gasoline tax rate.

The s:ate of the economy at the end of the Bush administration provided a sig-
nificant boost to Bill Clinton’s campaign. Unemployment was at 7.4 percent and
per capita income was falling. There was a record budget deficit that year of $340
billion and a federal debt that had risen to 68.2 percent of gross domestic product
(GDP). U S. trade deficits were growing and had fluctuated between $465 billion
and $109 »illion during the Bush administration. Although these conditions helped
Clinton w n the election, he was now forced to govern under them. The size of the
deficit and the national debt were the key economic problems to face Clinton.
Failure to make progress on this front would crush every other policy initiative.
The defici required action because, as interest payments approached $200 billion,
the government was competing with business in money markets, driving up inter-
est rates. This made it more expensive for U.S. firms to borrow funds for capital
investments to improve growth. The cost of financing the debt would also prevent
the administration from pursuing any other social welfare goals requiring funding.
No significant programs to improve conditions in education, health care, housing,
or the environment could be initiated under such conditions. With fiscal policy-
makers paralyzed, the power to make economic policy would be transferred to the
Federal Reserve. However, the president and the Fed serve different constituencies.
The presid:nt’s primary concern is with encouraging economic growth and full
employmert, while the Fed has very limited power in this area and is more con-
cerned with maintaining price stability.

Clintor s campaign set two basic goals for his first term: to cut the federal
budget defi:it in half and to create an economic environment that would create 11
million nev' jobs. In his campaign for a second term Clinton could boast that the
economy hud created 14 million jobs, with two-thirds of those jobs paying wages
above the median, and an unemployment rate that had dropped from 7.5 percent to
5.4 percent. The core inflation rate fell from 3.7 percent in 1992 to 2.7 percent in
1996.% And by early 1998, federal revenues as a percentage of total GDP declined
to 19.9 percent. The administration’s most important economic policy accomplish-
ment was a reduction in the deficit from $290 billion in 1992 to $107 billion in
1996, a cut of 63 percent. In 1992 the U.S. general deficit (the total deficit for all
levels of government) was larger in relation to GDP than were the general deficits
of Japan or Germany in relation to their GDPs. By 1996 the deficit was a smaller
fraction of GGDP than in any other major industrialized country. It became a small
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surplus in fiscal year 1998 and grew each of the last three years of the Clinton
administration.

In 1996 the voters rewarded Clinton by making him the first Democrat reelect-
ed to two full terms since Franklin Roosevelt. The Republican Party found it diffi-
cult to attack Clinton’s economic record, so they touted the symbolic issues of the
“character and integrity” of their candidate, Senator Bob Dole.

The Decline and Renewal of Keynes

Parts of Keynes's theories were inconvenient to the accepted orthodoxy of the
affluent. Among other things, his analysis suggested that the poor and the unem-
ployed are not less moral than the affluent, but rather that they too frequently fall
victim to economic forces beyond their control. In fact, he insisted that insufficient
demand leading to unemployment can be caused by low wages, as well as by a ten-
dency of the affluent to save rather than to consume and invest. Such analysis legit-
imized policies that included increased government intervention and a progressive
tax policy aimed at taking wealth from the affluent and returning it to the circular
flow of the economy through, among other things, increased public expenditures
that would benefit the poor. The anger of the affluent over both the analysis and the
resulting policies is well known.

Despite flaws in his analysis and in his optimism about the impartiality of gov-
ernment, in one sense Keynes has won the debate with the classical school regard-
ing whether or not governments should intervene in the natural processes of the
market to achieve societal goals in economic and other policy matters. Several fac-
tors that cannot be ignored compel government involvement in a wide range of
public policy issues and will prevent its withdrawal in the future:

1. Democratization. Around the world, democratic forms of government are
increasingly displacing authoritarian forms. One element of democracy is greater
access to government by interest groups demanding that their needs be placed on
the policy agenda.

2. Demands for economic security. As nations have become more prosperous,
demands have increased for governments to provide protection from the vagaries
of market forces. Tolerance of economic disruption declined at the very time when
the expansion of industrialization and modernization was increasing competition.
This trend began before the Great Depression, but was legitimized by that enor-
mous crisis. More recently, major businesses have demanded that government not
let them fail, citing the potential damaging effects on the overall national economy
(to say nothing of the effects on company executives). Government has been pres-
sured to undertake measures ranging from protective legislation, to favorable tax
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treatment, to business loans, to outright bailouts in the cases of Chrysler
Corporation and the savings and loan industry.

It is not surprising that, if corporations can successfully plead their special
right to subsidies to remain in business, ordinary citizens will plead their right for
aid to al eviate the vicissitudes of poverty through assistance in unemployment
compensation, health care, education, food stamps, and Aid to Families with
Dependent Children, among other programs.

3. Demands for social justice. The demand for equal treatment before the law
in the United States and throughout the world reflects the demand that gender, eth-
nic, racial, and religious discrimination come to an end. There is an unwillingness
to endure humiliating and degrading treatment at the hands of an elite. Not infre-
quently, the discriminatory practices are protected by the state at the expense of
victims and in favor of those not discriminated against.

4. Urbanization. Increased urbanization has enlarged the public sector of the
economy in areas such as public health, police protection, sanitation, and educa-
tion, areas that in a more rural society had been left to individuals or private
groups.

5. War. Two world wars and a cold war in the twentieth century have resulted
in a huge increase in government spending on national defense. In the absence of
approprictions for a war on terror, and for foreign military operations in
Afghanistan and Iraq, the U.S. military budget would have risen by 4 percent in
2003 rather than the actual increase of 11 percent. The military budget is set to
continue 1o grow, but the rate is likely to decline over the next several years,
because current levels of growth will become politically and economically unsus-
tainable. The military budget request for fiscal year 2005 was $421 billion, which
is over twenty-nine times as large as the combined spending of the seven “rogue”
nations (Cuba, Iran, Irag, Libya, North Korea, Sudan, and Syria), which spent a
total of $1:+.4 billion. If Russia and China were added to the rogue states, the com-
bined budget would be $116.2 billion, or 27 percent of the U.S. budget.3! Spending
at such levels will have a significant impact on the economy.

6. Teclhnology. Governments have been forced to respond to problems created
by new technologies that require national regulation in such areas as communica-
tions (radic, telephone, and television), aviation, legal and illicit drugs, and auto-
mobiles.

7. Policies in other countries. Governments in developing countries have
resorted to economic planning in an effort to modernize and achieve living stan-
dards comparable with those of the Western world. Governments elsewhere engage
in a variety of policies such as education to improve the quality and productivity of
their labor forces. Many countries, such as Japan and Germany, have industrial
policies, in which the government acts as a partner with business firms in charting
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national economic development. These policies are designed to improve the eco-
nomic competitiveness of the countries’ firms internationally, thereby improving
the national economic and social welfare. However, the U.S. government is reluc-
tantly being pushed in this direction just to compete with these countries in interna-
tional trade.

Moreover, the view popularized during the 1980s that government intervention is
unneeded and that it is actually likely to be harmful, has come increasingly under
question. Social problems such as homelessness, the need to improve education
standards, and the need to deal with public health problems such as AIDS have
contributed to this. At the same time, scandals in the banking and the securities
industries have led to calls for greater government regulatory powers.

Economic Theory and Political Reality

The goal of macroeconomic theory is to explain the business cycle with all of its
variables in a manner that would allow policymakers to achieve the goals of full
employment, rapid economic growth, and stable prices. Yet too frequently the
economy appears lackluster, or unemployment or inflation become uncomfortably
high. Is economic theory inadequate? Or is it simply impossible to control all the
variables that can influence the business cycle (such as oil price shocks)? In
defense of theory, it must be pointed out that since World War II, economic growth
has had many economic slowdowns, but they have not been as severe or as fre-
quent as the recessions before Keynesian theory. At the same time, the U.S. econo-
my has enjoyed longer periods of uninterrupted growth since 1945 than before. It
is also clear that government intervention has reduced the severity of recessions
and extended the growth periods of the business cycle. The theory has clearly
helped improve the nation’s economic performance.

Many economic failures are not failures of economic theory so much as they
are failures caused by the real world of politicians. It is clear that Keynes, like
Smith, was too optimistic in his economic views. He assumed that a better under-
standing of the relationship between economic variables would permit government
to enter the market system to maximize social welfare. He implicitly accepted the
notion that government would be neutral and benign and would intervene only to
increase demand and provide employment, thus increasing output and improving
income distribution. He assumed that an understanding of the shortcomings of
market economics would lead to agreement about solutions. He seems not to have
been aware of the degree to which governments are penetrated by self-interested
groups who lobby for their own special interests rather than the general welfare of
society.
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Political actors may share the same goal of a growing economy, full employ-
ment, and price stability, but they often have different priorities. Politicians consid-
er winning the next election their first priority. Therefore they will be more con-
cerned with the need to raise money and win votes than with economic theory.
Politicians are notoriously reluctant to raise taxes on potential campaign contribu-
tors. They are also reluctant, but some a little less so, to cut spending to control
inflation. For example, the tradeoffs relative to a political actor’s main constituents
will influence whether fighting inflation or fighting unemployment will receive
priority. Middle- and lower-income workers along with unions and the unemployed
would urge that achieving full employment should receive the highest priority.
However, more affluent communities along with bankers, and those on fixed
incomes, such as retired people, will prefer that controlling inflation be given the
highest priority.

Political actors also must take action without having perfect information.
Economics, as a science, has been criticized because a rearview mirror is its most
scientific tool. That is, economics must gather and analyze data gathered over the
previous vear, quarter, or month to try to determine what is happening in the econ-
omy. It is easier to say where the economy has been than where it is going. A reces-
sion is defined as two successive quarters in which the economy contracts. Because
of the lag-time gathering and processing data, a recession is not confirmed until
about seven to eight months into the event. Political actors are often forced to
respond to problems after the fact. More effective policy occurs when politicians
and econcmists look for signs of where the economy is headed and take action
based on forecasts. Unfortunately, forecasts are based on models, all of which have
their own nherent biases.

Even if political actors had almost perfect information regarding what is taking
place in the economy and even where it is headed, difficulties in designing and
implemeniing the best policy still remain. A policymaker with the best information
possible may interpret information through ideological biases that will make it dif-
ficult to design the best policy. For example, a Keynesian income tax cut may be
recommended to stimulate consumer spending to end a recession. A policymaker’s
proposal may not effectively target those most likely to place their increased
income back into the economy. Or Congress may change the president’s proposals
in response to its own convictions and constituencies. Even if the most effective
policy is formulated to resolve an economic issue, there is no guarantee it will be
implementcd. And even if it is implemented, by the time it moves from a plan to a
selected policy, it may no longer be timely. By the time tax cut legislation is passed
and implemented, the business cycle may be in the expansion phase, and a tax cut
could be inflationary and would not be recommended.

The politics of economic policy may actually reward politicians for behaving
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irresponsibly and punish responsible economic policy. For example, tax hikes
rarely win votes, and despite the fact that tax increases on the wealthiest Americans
had an overall effect in reducing the deficit in 1991-1992, Democrats lost control
of Congress as a direct result of that policy. On the other hand, proposing tax cuts
when the economy is strong because “we can afford it,” as well as when the econo-
my is weak “to stimulate growth,” has a strong appeal for voters’ abiding desire for
a higher after-tax income.

Advantages of Government

Intervention to Correct Market Failures

Government by definition has a universal membership made up of all its citizens; it
also has the power to compel obedience to its laws. Together these give it distinct
advantages in attempting to correct failures in the marketplace. For example, it can
avoid free rider problems in providing a public good such as highways or bridges
precisely because of its universal membership. Individuals may not easily opt out
of the system. It also has the power to prohibit certain activities—what we might
call public “bads.” For example, by law or through regulatory processes it may pre-
vent pollution, require adequate testing of pharmaceutical drugs before they are
sold, or mandate that medicine can be practiced only by particular individuals. The
government also has the power to punish. It can exercise a range of punishments
for violations of its laws far more severe than any that could be carried out through
private arrangements.

Perhaps the government’s most important advantage is that it has the power to
tax. Individual insurance firms may recognize that certain behaviors increase the
risks against which they provide insurance. Those firms would like to discourage
smoking, for example, since it increases the incidence of health problems.
Insurance companies can run ads against smoking, but the government can actively
discourage the practice by raising the prices of tobacco products through taxes on
them. Finally, government can improve markets having imperfect information.
Business can provide information on products in ways aimed at preventing con-
sumers from comparing differences in quality and price. The government can
require that such information be provided in a standardized, easy-to-understand
manner.

Conclusion

The father of modern economics, Adam Smith, tried to free the capitalist market
system from the inefficiencies associated with a mercantilism in which government
provided protection for and control over business. His theory promoted an eco-
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nomic model that claims full employment of workers and capital can be main-
tained without any government intervention as long as there are no monopolies or a
highly unequal distribution of income does not intervene. His sympathies were
decidedly on the side of the workers and against business owners. Deviations from
the ideal resulting in economic slowdowns, reduced output, or unemployment will
self-adjust as if an invisible hand intervenes, thus eliminating the need for govern-
ment invclvement. Smith’s sympathies and his qualifications were largely ignored,
while his views in favor of laissez-faire were accepted enthusiastically by entrepre-
neurs. This school concludes that government should not intervene in the economy,
because any economic problem is only temporary. From this perspective, govern-
ment’s role should be limited as much as possible. Although there is much in
Smith’s analysis supportive of government intervention in the economy, today’s
conservat ves are inclined to ignore those aspects of his writings.

Thomas Malthus focused on a problem noticed early on in market capitalism—
the increasing economic disparity between the rich and the poor. His analysis led
him to conclude that poverty is a moral problem: the poor lack moral restraints in
reproduction. Any effort to improve their condition through government relief or
higher wages will result in their producing more offspring until they fall back to
subsistence levels again. This view of the iron law of wages, developed by David
Ricardo, largely doomed any effort to improve the situation of workers through
higher wages, government policy, or charity. The theory reinforced laissez-faire
thinking ¢nd justified opposition to any policy proposal on behalf of the lower
classes by the more affluent. Conversely, it can be directly linked to arguments that
tax rates on the wealthy should be kept as low as possible and that it is immoral
and counterproductive to take wealth from productive individuals and transfer it to
those who have contributed less to the social good.

Karl Marx and his followers seized on the problems of monopoly and the
inequality exacerbated by them. Marx saw threats to the continuance of the capital-
ist system everywhere. John Maynard Keynes's defense of capitalism against
Marxism revolutionized economic theory. His analysis held that market economies
are inherently unstable, and that they have no self-correcting properties. According
to Keynes, government may be the only part of society capable of intervening in
the economy to create the demand necessary to maintain full employment. His
analysis showed the economy to be much more complex than anything suggested
by the classical school. His conclusion was that there are several different areas of
monetary ind fiscal policy in which the government may successfully intervene.
These interventions may also be geared to achieve social goals of the society other
than those purely economic in nature.

It may well be that the very survival of a capitalist economy in the United
States is due to the relief from some of its harshest failures (poverty, unemploy-
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ment, alienation, and income insecurity) by the Keynesian welfare state. The wel-
fare state may result less from policy choices in search of social justice than from
choices to ensure the survival of a capitalist economy. Government expenditures,
both national and state, now account for close to 30 percent of GDP in the United
States.

The supply-side approach brought back many of the arguments of the classical
school in a slightly different form. The 1980s saw a concerted effort to return to
earlier policy prescriptions of reducing government involvement in social and eco-
nomic issues. The policies were not successful in achieving the macroeconomic
goals claimed. Although the supply-side school as an approach has receded in
importance, a conservative perspective with the goal of reducing government influ-
ence and its consequent tax burden is still very much alive.

Government does have some advantages over private efforts to correct failures
in the economy or to influence what, how, or to whom goods will be distributed.
Changing global and domestic considerations ensure that, despite rhetoric to the
contrary, big government is here to stay. The only question is whether economic
theory will be acted on wisely by political decisionmakers.

Questions for Discussion

1. There is a generally held view that Adam Smith was an advocate of mini-
mal government involvement in the economy. What evidence is there to
support this view? Does this view need to be qualified? If so, how?

2. Many of Malthus’s views have been discounted today, yet he was onto
something when he focused on the relationship between population and a
nation’s economic well-being. How would you revise his theory to apply it
to developing nations today?

. Why and how did Karl Marx agree and disagree with Adam Smith?

4. How have the major tenets of the classical school been challenged by

Keynesian theory?

5. In what ways has Keynesian theory been challenged or modified by subse-
quent writers?

6. Is there a relationship between a democracy and market capitalism? Explain
why or why not.

(8

Suggested Readings
Eisner, Marc Allan. The State in the American Political Economy. Englewood Cliffs, N.J.:
Prentice-Hall, 1995.



180 Pusuc PoLicy

Friedman, Milton. The Optimum Quantity of Money and Other Essays. Chicago: Aldine,
1969.

Galbraith, John Kenneth. The Culture of Contentment. New York: Houghton Mifflin, 1992,

Heilbrone:, Robert. The Worldly Philosophers: The Lives, Times, and ldeas of the Great
Econcmic Thinkers. 4th ed. New York: Simon and Schuster, 1972.

Heilbroner, Robert, and Lester Thurow. Economics Explained. Englewood Cliffs, N.J.:
Prentize-Hall, 1998.

Keynes, John Maynard. The General Theory of Employment, Interest, and Money. New
York: Harcourt Brace Jovanovich, 1964. Originally published in 1936.

Malthus, "homas Robert. An Essay on the Principle of Population. Edited by Philip
Apple nan. New York: W. W. Norton, 1976.

Reich, Rotert B. The Work of Nations. New York: Vintage Books, 1992.

Smith, Adem. An Inquiry into the Nature and Causes of the Wealth of Nations. Edited by
Edwin Cannan. New York: G. P. Putman’s Sons, 1877. Originally published in 1776.
There are many more recent annotated editions available.

. The Theory of Moral Sentiments. Edited by D. D. Raphael and A. L. Macfie.

Oxford: Clarendon Press, 1976. Originally published in 1759.

Notes

1. Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations, edit-
ed by Edwin Cannan (New York: G. P. Putnam’s Sons, 1877: originally published in 1776),
p. 27. Further on Smith said that there is an invisible hand that channels behavior to
improve so:ial welfare: “Every individual necessarily labours to render the annual revenue
of the society as great as he can. He generally, indeed, neither intends to promote the public
interest nor knows how much he is promoting it . . . he intends only his own gain and he is
in this, as i1 many other cases, led by an invisible hand to promote an end which was no
part of his intention. Nor is it always the worse for the society that it was no part of it. By
pursuing his own interest he frequently promotes that of the society more effectually than
when he really intends to promote it. [ have never known much good done by those who
affected to ‘rade for the public good. It is an affectation, indeed, not very common among
merchants, and very few words need be employed in dissuading them from it” (p. 354).

2. As quoted in Robert L. Heilbroner, The Essential Adam Smith (New York: W. W,
Norton, 1986), p. 322.

3. Adam Smith, The Wealth of Nations, 6th ed. (London: Metheun, 1950), vol. 1, p.
144.

4. Ibid., p. 110.

5. Smith was against the government meddling with the market mechanism. As
Robert Heilbroner has pointed out: “Smith never faced the problem . . . of whether the gov-
ernment is veakening or strengthening the market mechanism when it steps in with welfare
legislation. . . . There was virtually no welfare legislation in Smith’s day—the government
was the unabashed ally of the governing classes. . . . The questicn of whether the working
class should have a voice in the direction of economic affairs simply did not enter any
respectable person’s mind . . . by a strange injustice the man who warned that the grasping
eighteenth-c :ntury industrialists . . . came to be regarded as their economic patron saint.
Even today—-in blithe disregard of his actual philosophy—Smith is generally regarded as a
conservative economist, whereas in fact, he was more avowedly hostile to the motives of



Economic THEORY As A Basis oF Pusuic Poucy 181

businessmen than most New Deal economists.” Robert Heilbroner, The Worldly
Philosophers, 3rd rev. ed. (New York: Simon and Schuster, 1967), pp. 63-64.

6. Adam Smith, The Theory of Moral Sentiments, edited by D. D. Raphael and A. L.
Macfie (Oxford: Clarendon Press, 1976; originally published in 1759), p. 386 (emphasis
added). For excellent summaries of Smith’s contribution, see Robert Heilbroner and Lester
Thurow, Economics Explained: Everything You Need to Know About How the Economy
Works and Where It's Going (New York: Simon and Schuster, 1998), pp. 26—44; Robert L.
Heilbroner, The Worldly Philosophers, 6th ed. (New York: Simon and Schuster, 1992), pp.
42-75; Robert L. Heilbroner, The Essential Adam Smith (New York: W. W. Norton, 1986);
and Daniel R. Fusfeld, The Age of the Economist, Tth ed. (New York: HarperCollins, 1994),
pp- 23-36.

7. Smith’s writings in The Wealth of Nations were at least in part an effort to refute
the mercantilists” contention that the economy should be regulated by the monarchy to pro-
vide support for merchants, which would ultimately increase the nation's power. The
English king was free to intervene in the most arbitrary and capricious ways as an exercise
of “sovereign right.” Smith wrote: “England, however, has never been blessed with a very
parsimonious government, so parsimony has at no time been the characteristic virtue of its
inhabitants. It is the highest impertinence and presumption, therefore, in kings and minis-
ters, to pretend to watch over the economy of private people, and to restrain their expence,
either by sumptuary laws, or by prohibiting the importation of foreign luxuries. They are
themselves always, and without exception, the greatest spendthrifts in the society. Let them
look well after their own expence, and they may safely trust private people with theirs. If
their own extravagance does not ruin the state, that of their subjects never will.” Smith,
Inquiry (1877 ed.), pp. 227-228.

8. Heilbroner, Essential Adam Smith, p. 284.

9. As quoted in ibid., p. 322,

10. Smith, Wealth of Nations (1937 ed.), p. 674.

11. Ibid., p. 389.

12. Ibid., pp. 15-16.

13. Ibid., p. 79.

14. Ibid.

15. As quoted in Fusfeld, Age of the Economist, pp. 32-33.

16. Thomas Robert Malthus, An Essay on the Principle of Population, 6th ed., cited in
E. A. Wrigley and D. Souden, eds., The Works of Thomas Robert Malthus (London: William
Pickering, 1986), vol. 3, p. 493.

17. Robert C. Tucker, ed., The Marx-Engels Reader, 2nd ed. (New York: W. W.
Norton, 1978), p. 477.

18. Karl Marx and Friedrich Engels, The Communist Manifesto, edited by Samuel
Beer (New York: Appleton-Century-Crofts, 1955), p. 9.

19. Ibid., p. 12.

20. There is far more to Keynesian analysis than the few points made here. In addition
to Keynes's own General Theory of Employment, Interest, and Money (New York:
Harcourt, Brace, and World, 1936), recommended works for further reading include Dudley
Dillard, The Economics of John Maynard Keynes (New York: Prentice-Hall, 1948); and G.
C. Harcourt, ed., Keynes and His Contemporaries (New York: St. Martin's Press, 1985).

21. John Maynard Keynes, “The End of Laissez-Faire,” in Essays in Persuasion (New
York: W. W. Norton, 1963), p. 321 (emphasis added).



182 PusLic PoLicy

22. Keynes, General Theory, p. 3 (emphasis in original).

23. Itid., pp. 33-34 (emphasis added).

24. Robert J. Skidelsky, Maynard Keynes: The Economist as Saviour, 1920-1937
(New York: Viking Penguin, 1992), esp. chap. 7, “Keynes’ Middle Way.”

25. Isibel V. Sawhill and Charles F. Stone, “The Economy: The Key to Success,” in
Isabel V. Sawhill and John Palmer, eds., The Reagan Record: An Assessment of America's
Changing iDomestic Priorities (Cambridge, Mass.: Ballinger, 1984), p. 80. Inflation causes
much mor¢ concern among the affluent. Economist Alan Blinder of Princeton University
wrote: “Sometimes inflation is piously attacked as the ‘cruelest tax,” meaning that it weighs
most heavi'y on the poor. . . . On close examination, the ‘cruelest tax’ battle cry is seen for
what it is: a subterfuge for protecting inflation’s real victims, the rich. . . . [E]very bit of evi-
dence I kncw of points in the same direction: inflation does no special harm to the poor. . . .
The meage - costs that inflation poses on the poor are dwarfed by the heavy price the poor
are forced 0 pay whenever the nation embarks on an anti-inflation campaign.” See Alan
Blinder, Herd Minds, Soft Hearts: Tough-Minded Economics for a Just Society (Reading,
Mass.: Add son-Wesley, 1987), p. 54.

26. John Kenneth Galbraith, The Economics of Innocent Fraud (New York: Houghton
Mifflin, 2004), p. 47.

27. A. William Phillips, “The Relation Between Unemployment and the Rate of
Change of Money Wage Rates in the United Kingdom, 1861-1957," Economica 25
(November 1958): 283-299.

28. Sec especially Paul Krugman, Peddling Prosperity: Economic Sense and Nonsense
in the Age of Diminished Expectations (New York: W. W. Norton, 1994).

29. Three Nobel Prize--winning economists, James Buchanan, Milton Friedman, and
George Stigler, with impeccable conservative credentials, scorned supply-side thinking.
Alan Greens pan, chairman of the Federal Reserve under Presidents Clinton and Bush, also a
clear conser/ative, is disdainful of supply-side thinking as well.

30. White House, The Economic Report of the President, February 1997 (Washington,
D.C.: U.S. Covernment Printing Office, 1997), p. 23.

31. Sec¢ Center for Arms Control and Non-Proliferation, World Military Spending
(Washington, D.C.: Center for Arms Control and Non-Proliferation, February 2004).



CHAPTER O

Economic Policy:
Translating Theory
into Practice

As Chapter 5 indicated, prior to the 1930s most policy analysts accepted the eco-
nomic theory of the time, which held that a market economy would achieve the
macroeconomic goals of full employment, price stability, and productivity growth
without government intervention. The Great Depression shattered such complacent
beliefs. John Maynard Keynes’s theories demonstrated how achieving macroeco-
nomic goals required government intervention through monetary and fiscal poli-
cies. This was officially endorsed in the United States by the Employment Act of
1946 and reinforced by the Full Employment and Balanced Growth Act of 1978,
which committed the federal government to specific policy goals for unemploy-
ment, inflation, and economic growth.

Those acts recognize the responsibility of the state for creating the economic
conditions that will result in full employment and otherwise provide for the social
welfare of citizens. Economic policies are the primary means by which a govern-
ment provides or guarantees a range of services to protect people in circumstances
such as childhood, sickness, and old age.

Promoting the General Welfare in Practice

The obligation of democratic government to “promote the general welfare” is
embedded in the Constitution, As democratic revolutions spread throughout
Europe after the American Revolution, they embraced this notion of government as
the servant of the people in contrast to monarchial or authoritarian governments
where the people were the servants of the state. The idea of the welfare state has
evolved to mean different things in different countries. Most countries of the
European Union and Canada use the term welfare state to indicate the state’s
responsibility for providing comprehensive and universal welfare for its citizens.
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In welfare economics, welfare is thought of in terms of the utility provided by the
things peoole choose to have. This may include social services such as health care,
access to nationally guaranteed education, and even a guarantee of a minimum
income. Welfare may also refer to the services designed to protect people against
social problems such as crime, unemployment, learning disabilities, and social
insecurity. The European Union notes that it is the obligation of the state to provide
“social protection” to its citizens at the highest level possible. The European Union
accepts an institutional model of welfare in which the state is to provide social pro-
tection and welfare as an individual right.

In the |Jnited States, social welfare policy is often understood to refer to “wel-
fare providzd by the state.” The United States burst upon the scene in a revolution
against King George III's mercantilist meddling, proclaiming the virtues of laissez-
faire. Americans embraced the myth that they were the chosen people delivered
from bondage and destined to be free of tyrannical government. Thomas Malthus’s
view of poverty as deserved punishment for moral failings was widely accepted.
This perspective demanding “workfare” for recipients of welfare, and ending wel-
fare as we have known it, was promoted by the Clinton administration.

In the Inited States, federalism has divided the responsibility for welfare.
States are rzsponsible for the administration of public assistance and health care
programs even when most of the funding comes from the national government.
When compared to other developed nations, the federal government has played a
very limitec role in providing social welfare policies. The national government’s
major foray into national social welfare was during the administration of Franklin
Roosevelt i1 the 1930s, which provided for Social Security and most federally
financed welfare programs, and the administration of Lyndon Johnson in the
1960s, which provided for Medicaid and Medicare and engaged in a wide variety
of other projects at the local level such as “Operation Head Start” in the “War on
Poverty.” But these programs have been suspect by social and political conserva-
tives whose goal is to dismantle the New Deal and the War on Poverty by limiting
government's financial support for those programs. Social welfare systems in the
United States are dependent not only on federal and state support, but also on pri-
vate, religious, and corporate assistance. The resulting systems tend to be complex,
inefficient, and expensive.

Several economic policy goals are generally accepted by all governments.
They include full employment, price stability (low levels of inflation), and eco-
nomic growth. The role of the policy analyst is to design policies that will best
achieve these goals. In the United States, Congress and the president, along with a
host of policy advisers, try to formulate policies to achieve the goals through the
political process.
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Evolution of Political-Economic Thinking

The Great Depression was the catalyst for the development and application of
the Keynesian approach to economic policy. Franklin Roosevelt scrambled to
turn the economy around and instinctively engaged in many policies consis-
tent with Keynesian theory when he launched the New Deal. The New Deal
signified a fundamental change in the role of government in U.S. society. For
the first time, the government tried to change certain market structures to pro-
vide more socially acceptable outcomes for an economy in severe distress.
The recognition that government may alter market outcomes is a significant
change in political philosophy. A laissez-faire view of society no longer
described the perfect model of the relationship between government and the
economy. It is now widely accepted that Keynes’s conclusion that, because the
level of aggregate demand will not usually add up to just the right amount to
achieve price stability and full employment, fiscal policy is required to
achieve those goals.

The government’s effort to guide the economy to maintain high levels of
employment and nudge it toward growth whenever it shows signs of weaken-
ing is not a radical change to capitalism. But to business leaders and ideolog-
ical conservatives, government spending is inherently wasteful. For those
who believe in a social Darwinist, laissez-faire view of society, there is
always a suspicion that government spending is a thinly disguised entering
wedge for socialism. The debate lasted until World War II brought the
unprecedented rise in expenditure, and a corresponding decline in unemploy-
ment. The federal government mobilized the nation for war, and the years of
massive output led to a new attitude toward government involvement in the
economy.

The new environment resulted in passage of the Employment Act of 1946,
which held the government responsible for providing “maximum employment,
production, and purchasing power.” Most important, the law moved the debate
from whether the government should be involved in directing the economy, to how
to best achieve a robust economy.

The Employment Act also created the Council of Economic Advisers (CEA),
to be responsible for preparing an annual economic report of the president.
Although the Bureau of the Budget was completely under the control of the presi-
dent, Senate confirmation of the CEA indicated that responsibility for the macro-
economic health of the nation would not be under the exclusive control of the pres-
ident. The act also created the Joint Economic Committee in Congress to have
legislative oversight in the area of economic affairs, which further limited the
power of the president.
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Differinc Perspectives

Political :conomic policy is concerned with the interaction of political and eco-
nomic forces and the way that governmental authority influences economic activi-
ty. The pclicy that results is the outcome of the competition between coalitions and
elite deminds, as constrained by institutional capacities and previous policy deci-
sions.

Two odels are generally used by officials in contemplating appropriate eco-
nomic policies. The first is a variation on the classical model referred to as the neo-
classical mmodel. The classical model held that labor markets perform like other
competitive markets. It assumed that there was a wage at which everyone could
find employment. As the price of labor fell, demand for the cheaper labor would
rise and unemployment would disappear. Ultimately it held that all unemployment
was temporary or voluntary, because anyone unable to find work must be asking
too high a wage. During the Great Depression the continuation of high unemploy-
ment despite falling wages was an undeniable failure of classical theory concern-
ing labor inarkets finding equilibrium at full employment. The neoclassical model
concedes that the state is justified in intervening only in situations of clear market
failure. However, there is a presumption in favor of free market forces as being
efficient and therefore legitimate.

The second model relies on the insights provided by John Maynard Keynes
that, left to itself, the economy might not tend toward equilibrium at full employ-
ment. However, if policymakers were to use monetary and fiscal policies correctly,
these policies could increase economic activity and reduce unemployment.
According to his theory, monetary and fiscal policy could be employed throughout
the busine:s cycle to maintain low inflation and high employment. For example,
the full-employment budget, based on calculations of what government tax rev-
enues would be at a hypothetical state of full employment, is one fiscal policy that
could be used to maintain high employment. Government expenditures would be
based on the projected level of revenues at full employment. The additional spend-
ing at the l:vel as if there were full employment would provide a measured addi-
tional demend to the economy that would stimulate job creation. Keynesian theory
provided some hope that economic policy could insulate society from the wildly
fluctuating usiness cycles of the past. More important, Keynesian theory provided
an intellectual justification for active involvement by the state and social spending.

It would be difficult to overstate the importance that Keynes's economic theo-
ry had as a political doctrine. Keynesian theory provided an intellectual framework
that justified state activism and social spending for policymakers. Previously, poli-
cymakers who increased spending during economic downturns were charged with
being fiscaly irresponsible and threatening to bankrupt the nation. Now the spend-
ing could be justified as stabilizing the economy. In fact, programs could be
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designed to automatically stabilize the economy by programming spending
increases precisely when the economy was contracting, to limit the depth of the
business cycle. When the economy begins expanding, social welfare expenditures
automatically contract, reducing the potential for growth that would result in
excessive inflation. This theory provided the justification for the welfare state.

Crude Policy Instruments

As noted previously, there are at least two major problems with using these fiscal
and monetary instruments effectively. The first problem is that even if the goals of
full employment and price stability are accepted, there is considerable debate about
the best way to achieve them. Nowhere is the disagreement regarding how to
achieve noncontroversial goals more apparent than in the schools of thought
regarding market failure. If unregulated markets generated full employment, price
stability, economic growth, and an equitable distribution of income as classical
economic theory suggests, there would be no need for government intervention.
However, markets do fail and governments are called on to intervene. Does gov-
ernment intervention accomplish its goal of economic growth and reduced unem-
ployment and inflation? If not, government interventions also fail. In the real
world, of course, nothing is perfect, so the real choice is between imperfect mar-
kets and imperfect policy interventions.

A second major problem for economic policy is that governments may be
unable to achieve full employment, prevent inflation, or stimulate economic expan-
sion, because those responsible for economic policy are either unable or unwilling
to take the action required. The separation of powers fragments the responsibility
for economic policy and weakens the government’s ability to control the economy.
While the president is by far the single most important player in economic policy,
his ability to control events or policy is often overestimated. Taxing and spending
is largely determined by the performance of the economy at the time the budget is
introduced to Congress, and the forecast during the period of the budget. Much of
the budget includes programs over which a president has little control, such as debt
refinancing and various entitlement programs.

The President

The executive branch itself contains different departments at the cabinet level, such
as the Departments of Commerce, Treasury, and Labor, each with different goals.
In addition, the Office of Management and Budget (OMB) assists the president in
preparing the budget and submitting it to Congress. The OMB tries to submit a
budget that reflects the priorities of the president. But federal agencies submitting
their budget requests usually believe in the value of their own programs and press
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for expanded funding. If the OMB reduces the budget requests of the agencies,
they may appeal directly to the president or seek informal support from the
Congress.

Since Article 1 of the Constitution provides that Congress alone has the power
to “appropriate” money. it ensures the budgetary process will involve partisan
maneuver ng for political advantage. Not surprisingly, politicians often design
budget prcjections to win support for their agendas. The most flagrant examples of
predicting unrealistically low projections of inflation and optimistic projections of
economic serformance occurred during the first two years of the Reagan adminis-
tration. Ronald Reagan began his presidency promising to eliminate the deficit,
increase defense spending, cut taxes, and reduce what he perceived to be the
excesses o the welfare state.! During a presidential election, challengers are anx-
ious to place the blame for any economic failures on the incumbent when offering
their own solutions to economic problems.

Monetuary policy as a tool to control the money supply is primarily centered on
the Federzl Reserve banking system. By loosening or tightening the reserve
requiremerts that banks have to maintain on their deposits, the Federal Reserve
(the “Fed™) is able to encourage or discourage lending money, which is the source
of much economic activity. The theory also suggested that it should make more
money available to the banking system to lend at low interest rates when funds
were needed, and reduce the amount available when money seemed in excess sup-
ply by buying or selling bonds. The Federal Reserve did not take this action early
in the Great Depression.

Presidential influence on monetary policy is based on the power to appoint
individuals to the Federal Reserve’s board of governors. The president’s subse-
quent influence after appointment is largely informal, although the relationship is
often much closer than press accounts would indicate. The president often works
the good cop/bad cop routine with the Fed for public consumption when the latter
makes a politically difficult decision. The president complains to the press that soft
economic conditions are caused by a recalcitrant Fed that refuses to lower interest
rates sufficicntly. Or conversely, that inflation could be brought under control if the
Fed would cnly tighten the money supply. Blame is directed toward the Fed, since
its members do not run for election, while the president presents himself as a nice
guy without sufficient clout to implement his more compassionate goals.

The Policymakers

Policymakers do not prefer high unemployment to full employment, inflation to
price stability, or economic recessions to economic growth. But political entrepre-
neurs have chort time horizons and may not find it in their interest to take the
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action required to reduce inflation, or to get a vigorous economic expansion under
way. They may agree with the notion that there is no free lunch, but they are also
aware that the price of lunch may be deferred. Elected officials prefer policies that
provide short-term benefits before election day and bills that will not come due
until after voters have cast their retrospective votes. Thus, in the U.S. political
process, there is a bias in favor of policies with short-term benefits and long-term
costs. This fact has profound implications for the conduct of long-term economic
growth and stabilization policies as opposed to near-term policies.

In practical terms, suppose that the government increases its expenditures by
borrowing rather than raising taxes. The result will be an increase in aggregate
demand—the total demand for an economy’s goods and services. The distribution-
al benefits of increased output and employment will be felt almost immediately.
The costs of this expansion, reflected in higher prices, will manifest themselves
only months later, hopefully after an election. So from a politician’s perspective,
the political “goods™ arrive first: an increase in employment and a rise in real gross
domestic product (GDP). The political “bads™ arrive later: higher debt servicing
and higher inflation. Every member of the House of Representatives is never more
than two years away from election and averages only one year. Every president is
never more than four years from an election and averages only two years.
Politicians have a very strong incentive to pursue the near-term political “goods”
and put off worrying about the “bads” as long as they are in office.

To the extent that presidents do engage in economic tightening, they have a
strong incentive to pursue such policies early in their terms and pursue expansion-
ist policies as elections draw near. And to the degree that voters have short memo-
ries and limited sophistication of economic policies, they are likely to reward the
political entrepreneur who engages in economic expansion just before the
election.? Survival being a basic instinct among all politicians, these facts of politi-
cal life also lead to short-term thinking.

Many recent economic problems have required the spending of more money
by the government, but the string of massive federal deficits in recent years has
precluded increased spending. A conspicuous solution to increased spending needs
and huge deficits is large tax increases. But such increases would cause pain to tax-
payers and threaten a reduction in consumer demand that could lead to greater
unemployment long before a reduction in the deficit would reduce inflation or free
up new government monies. In this case the political “bads™ arrive rather promptly,
while the “goods” would likely arrive much later and be felt only gradually. Not
surprisingly, the three presidential elections in the 1980s were won by the candi-
date who took the hardest line against raising taxes. In 1992, presidential candidate
Bill Clinton was able to neutralize the appeal of President George H.W. Bush, who
had broken his pledge of “no new taxes,” by indicating that he himself was a “new
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kind of Democrat” committed to reducing the deficit by reducing expenditures, and
also to citting taxes for middle-income taxpayers. Once in office, though,
President Clinton faced pressure to initiate spending cuts but increase taxes, and to
do both quickly. If the process were delayed, the fear was that it would be impossi-
ble to do :ither as the 1994 elections approached. Clinton barely achieved the tax
increases without one Republican vote, by limiting the increases to wealthier
American; who had received steep tax decreases during the Reagan-Bush years.
The political costs were enormous, however, as Republicans gained control of the
House of Representatives. George W. Bush campaigned in 2000 and 2004 on the
platform of cutting taxes. However, with Republicans in control of both houses of
Congress and the presidency, there was considerable reluctance to directly cut
expenditures also desired by other constituents.

Political entrepreneurs thus have a bias toward expansionary fiscal and mone-
tary policies, since lower taxes and increased expenditures for special interest
groups provide strong support for an incumbent’s bid for reelection. Policies to
reduce spending and increase taxes cause unrest among voters. Even though the
optimal policy often requires long-term strategies, the political incentives for
incumben's may not reflect the long-term economic interests of the nation.
Political er trepreneurs find it extremely difficult to continue unpleasant policies as
the exigencies of elections threaten their futures.

There :s considerable irony in the fact that voters deplore the deficits and rail
against the inability of governments, yet threaten to retaliate against candidates
who suppo-t the painful economic measures needed to end them. The result is a
built-in bias favoring lower rather than higher taxes and higher rather than lower
expenditures. But cutting government spending inevitably means reducing benefits
to someone who is currently receiving them. Voters who are hurt by government
policies and lose benefits are thought to have long memories at election time, a
notion that definitely has long-term effects on politicians’ voting behavior.

Taxes as an Instrument of Policy
Through its ability to adjust taxes, especially income taxes, the government can
guide the economy. The idea of monetary policy was not entirely new in the 1930s,
but the idea regarding the use of taxes and national budgets as management tools
of economic policy to counter economic cycles of boom and bust was new.
Although th: government borrows money to finance its operations, taxes collected
from a variety of sources are the main reservoir of government expenditures.

But the question of who pays is inextricably linked to several other questions
regarding tax policy. What is a fair distribution of income? What are the major
issues involved in deciding who should bear the burden of taxes? What do political
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scientists and policy analysts take into consideration when they talk about a fair tax
system? Does the U.S. tax system meet the criteria for fairness while promoting the
general welfare?

Government intervention is a conscious decision not to leave the provision of
certain goods or services to the marketplace. It is a determination that political, not
economic, considerations will prescribe which services the government will pro-
vide. Taxes are required to finance these goods and services. Therefore, the main
purpose of taxation is to move purchasing power from the private to the public sec-
tor. But in order to understand and judge these economic policies, their distribu-
tional consequences must be understood.

Antitax sentiment has always run high in the United States. Recall that the
American Revolution began as a tax revolt with the dumping of tea into the Boston
Harbor, because the colonists objected to the taxes levied on the tea. After the
adoption of the Constitution, the government relied primarily on customs duties to
fund the limited national budget. Congress enacted an income tax during the Civil
War, but it expired at that war’s end. In 1894 Congress passed another income tax
bill. That tax was declared unconstitutional in 1895 in Pollock v. Farmers’ Loan
and Trust Co. As a result, the Sixteenth Amendment to the Constitution was
passed, which was ratified in 1916 and gave Congress the power “to lay and collect
taxes on incomes, from whatever source derived.”

Although the personal income tax soon became the primary source of revenue
for the government, the portion of income paid in taxes in the United States is still
well below the percentage of income paid as taxes by workers in other countries.
Figure 6.1 illustrates this fact. The data in the figure support the evidence that
Americans are not overtaxed. Taxes from all levels of government are expressed as
a percentage of each country’s GDP, or output. This is the best measure of relative
taxation, because it includes not only the tax burden, but also an indication of the
ability to pay the taxes levied.

The Organization for Economic Cooperation and Development (OECD), one
of the most reliable sources of data for international comparisons, found that of
thirty countries examined (mostly Western, industrialized nations), only Mexico
collects a smaller share of revenues as a percentage of GDP than the United
States.? After falling in most OECD countries between 2000 and 2002, tax rev-
enues as a percentage of GDP leveled out in 2003 and in some cases began to rise
again. However, the United States experienced particularly large reductions in tax-
to-GDP ratios between 2000 and 2003, from 29.9 percent to 25.4 percent.

Even though Americans are among the least-taxed people in the industrial-
ized world, aversion to taxes runs high and politicians are usually rewarded for a
vigorous and righteous defense of constituents against rapacious tax collectors.
This is often accompanied by an indignant opposition to any increase in social
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Figure 6.1 Total Tax Revenue as a Percentage of GDP, 2003 (includes national
and local taxes and social security contributions)
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welfare spending, since any increased public expenditures would entail higher
taxes.

The reality is that when compared to most industrialized nations, the United
States is a tax haven. Overall, government expenditures as a share of GDP remain
consistentl s lower than in any other OECD country.

Taxation in the United States
Federal, state, and local governments obtain revenue to finance programs from tax-
ing three basic sources: income, consumption, and wealth. The largest single
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source of revenue for the federal government is the personal income tax, followed
by social insurance tax and corporate income tax. Most state governments use
taxes on income and consumption. Local governments rely almost entirely on tax-
ing property and wealth.

Taxes on income. Figure 6.2 presents a breakdown of the sources of revenue for
the national government. In addition to income taxes, wages are subject to a pay-
roll tax, which is levied on a company’s payroll (half of which is deducted from an
employee’s paycheck) to finance the Social Security and Medicare programs.
Payroil taxes are now the second major source of revenue.

Workers transfer part of their earnings to retired workers through mandatory
payroll deductions that in 2005 amounted to 6.2 percent of wages on income up to
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Figure 6.2 Federal Government Receipts, 2004
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$90,000. Employers contribute an equal amount. Over the past five years, payroll
tax revenuszs have increased from 36 to 41 percent and individual income tax rev-
enues have decreased from 44 to 42 percent, while corporate tax revenues have
declined from 12 to 9 percent.

Taxes on consumption. The most important taxes on consumption are the sales
tax and th: excise tax. Sales taxes are a major source of revenue for most states
and many major cities. Most states raise the majority of their revenue from a com-
bination of income taxes and sales taxes imposed on the purchase of a wide variety
of goods and services (although many states exclude some essential items such as
food from their sales taxes).

Excise taxes, which are taxes on specific products, are a source of revenue for
state and local governments, as well as for the national government. Some items
subject to federal excise taxes include gasoline, airline tickets, alcohol, cigarettes,
and firearris. A tax levied on the sale of tobacco products or alcohol is often
referred to as a sin tax, based on the idea that use of these products imposes exter-
nalities on nonusers in the form of air pollution, litter, health hazards, and increases
in the cost of medical care. Some excise taxes are targeted at purchasers of certain
goods who will eventually benefit when the money is spent by the government.
Gasoline taxes, for example, are used to finance highway construction. An excise
tax that is levied on buyers of expensive nonessential items such as yachts or
expensive jewelry is referred to as a luxury tax, as the incomes of these people are
assumed to be high enough to absorb the costs.

Most e:cise taxes are levied on goods with a relatively inelastic demand. If
the demand were highly elastic, the tax would push sales down significantly,
resulting in only small government revenues.* Politicians find that raising taxes
usually cosis some voter support. Therefore, they prefer that taxes be borne by as
small a group as possible, or by such a large group that it is a minimal burden on
each payer. Politicians find it easier to impose excise taxes than any other form of
tax, because they can raise a significant amount of revenue while affecting a rela-
tively small number of voters. Nevertheless, excise taxes have declined in impor-
tance as a source of federal revenue. Their share of federal tax revenues fell from
13 percent in 1960 to 3 percent in 2003.

Taxes on property and wealth. The property tax has traditionally been the
main source of revenue for state and local governments. Many local governments
tax private Fomes, land, and business property based on its assessed market value.
Some states and local governments impose taxes on the value of specific types of
personal preperty such as cars, boats, and occasionally livestock. Property taxes
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account for over 75 percent of the revenue raised through taxes on wealth.5 Other
taxes imposed on wealth include inheritance, estate, and gift taxes.

Principles of Taxation: Efficiency and Fairness

Although no one likes to transfer control over part of their income to the govern-
ment, most people grudgingly comply. The primary purpose of taxation is to raise
revenues to carry out government policy goals, although there are other goals as
well, such as discouraging the consumption of certain goods. Voluntary compli-
ance is related to the perceived tax efficiency (or neutrality) and tax fairness of
the system.

Tax efficiency. Efficiency, or neutrality, suggests that unless there is adequate jus-
tification, we should try to interfere as little as possible with the market allocation.
The freest movement of goods and services maximizes economic efficiency and
therefore overall economic well-being. Unfortunately, every tax invites concerted
efforts to avoid it and influences economic activity and the allocation of resources,
even in cases where the market process works well and needs no outside regula-
tion. For example, the preferential treatment that allows individuals to deduct from
income taxes the cost of mortgage interest and property taxes on their homes, dis-
torts the market by increasing the demand for homeownership over rental units.
Similarly, tax laws allow child care payments to be deducted from taxes owed.
Such preferential treatment, referred to as a tax expenditure or “loophole,” repre-
sents a loss in government revenue just as though the government wrote a check
for the amount of the deduction.

Special interest groups that receive preferential treatment are vigorous defend-
ers of their tax subsidies, and thus subsidies are very difficult to eliminate. This
raises the issue of fairness.

Tax fairness. Political scientists, economists, and philosophers have wrestled for
hundreds of years with the concept of what constitutes a just and equitable tax sys-
tem. If the system is perceived as unfair, people are more likely to evade taxes, if
possible, or pressure political entrepreneurs more aggressively to reduce their tax
burden. There are two main principles of fairness.

Benefit principle. The benefit principle holds that people should pay taxes in pro-
portion to the benefits they receive. This principle tries to make public goods simi-
lar to private goods in that payment for services is commensurate with the amount
of goods or services received. If the purpose of taxes is to pay for government
services, then those who gain from those services should pay. A toll bridge is justi-
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Case'suldy’:: : Tax Expenditures

A tax expenditu-e is defined as the reduction
in tax revenue that results when government
programs or benzfits are provided through the
tax system rather than reported as budgetary
expenditures. The reductions are usually
made by offering special tax rates, exemp-
tions, or tax credits to programs’ beneficiar-
ies. Governmen's introduce tax expenditures
primarily to achieve social policy objectives
such as wealth transfers to lower-income
families or to promote economic development

The federal government “spends™ hun-
dreds ﬂ'Mons of dollars on tax expendi-
tures each year. The largest tax expenditure—
the exclusion for employer contributions for

accountability by providing a more complete
picture of its spending.

Governments use the tax system to deliv-
er programs to reduce their own administra-
tive costs and reduce compliance costs for
recipients. There are several negative aspects
to tax expenditures. Their overall cost
receives less public scrutiny than is the case
for spending programs, because it need not be
formally approved every year. The benefits of
the major tax expenditures tend to go to high-
income earners to an even greater degree than
do entitlements. This can run counter to the
objective of incorporating progressiveness
into the tax system. Tax expenditures are big
and automatic, and costs are often hard to

health insurance (see Table 6.1)—is also the control as many of the benefits tend to be
fastest growing. The main reason the govern- more open-ended and enforcement is often
ment reports ta» expenditures is to improve more difficult than for spending programs.

fied using the benefit principle. Tolls collected are used to pay the bonds used for
bridge coastruction and to maintain the bridge. Because those who pay the toll are
the same people who use the bridge, the toll is viewed as a fair way to pay for the
government service. The more they use the bridge, the more they will pay. Those
who do not pay can be excluded. The major disadvantage of this principle is that it
will not work for public goods from which nonpayers cannot be excluded, or where
it is difficult to determine who benefits or by what amount. For example, who ben-
efits mos: from law enforcement and the judicial system, the rich or the poor?
Figure 6.7 indicates where the federal dollar is spent.

The tenefit principle is often used to argue that the more affluent citizens
should have a higher tax burden than poorer citizens, because they benefit more
from public services. For example, the wealthy receive more benefit from a police
force than do poor citizens because they have more wealth to protect and their loss-
es would be much greater in the event of theft. Therefore, since police protection is
more beneficial to the affluent, they should contribute more.

The vselfare of the wealthy is best served by the Securities and Exchange
Commission, the Federal Reserve system, national security, or by the judicial sys-
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Table 6.1 Largest Tax Expenditures, 2005

. Cost to Treasury
Rank Tax Expenditure (in $ billions)
1 Exclusion for employer contributions for medical insurance 109.4
2 Exclusion of employer pension plan contribution and earnings 99.3
3 Reduced rates of tax on dividends and long-term capital gains 76.8
4 Deduction for mortgage interest on owner-occupied residences 69.9
5 Deduction of state and local government income and personal property taxes 40.9
6 Exclusion of capital gains at death 37.7
7 Tax credit for children under age seventeen 357
g Earned Income Credit 354
9 Deduction for charitable contributions other than for education and health  28.8
10 Exclusion of Social Security benefits for retired workers 20.8
11 Exclusion of interest on life insurance savings 254
12 Deferral of capital gains on sales of principal residences 18.0

Source: Estimates of Federal Tax Expenditures for Fiscal Years 2004-2008, prepared for the Committee on
Ways and Means by the Staff of the Joint Committee on Taxation (Washington, D.C.: U.S. Government Printing
Office, 2003).

tem. If there was agreement on who benefits and by how much, then taxes could be
allocated accordingly. Allocating taxes by this principle provides an incentive to
insist that someone else is the main beneficiary. If these taxes could be allocated
accurately, there would be no income redistribution.

Ability-to-pay principle. The ability-to-pay pr};ciple claims that fairness requires
that taxes be allocated according to the incomes and/or wealth of taxpayers,
regardless of how much or how little they benefit. According to this principle, the
wealthy may benefit more than the poor from some government expenditures and
less than the poor from others. But since they are better able to pay than the poor,
they should pay more in taxes. This principle is justified by the argument that all
citizens should make an “equal sacrifice.” Fairness in this system requires both
horizontal and vertical equity.

Horizontal equity means that individuals who have nearly equal incomes
should have nearly equal tax burdens. This is the concept Plato had in mind when
he wrote in Book One of The Republic, “When there is an income tax, the just man
will pay more and the unjust less on the same amount of income.” Horizontal equi-
ty is lacking when those with equal abilities to pay are treated differently because
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Figure 6.3 How the Federal Budget Dollar Is Spent, Fiscal Year 2005
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of tax decluctions, credits, or preferences not available to all taxpayers on equal
terms.

Vertical equity means that those with higher ability to pay should pay more
taxes thar those with less ability to pay. There is less agreement on how much
more the rich should pay. In fact, taxes are generally classified according to their
incidence. Tax incidence is the actual distribution of the tax burden on different
levels of income. Tax systems are classified as progressive, proportional (some-
times referred to as a “flat™), and regressive, as illustrated in Figure 6.4.

A progressive tax is one in which the tax rate rises as income rises. Wealthier
taxpayers pay a larger percentage of their income in taxes than do low-income tax-
payers. A progressive tax redistributes wealth from the more affluent to the less
affluent. Keynesian economic theory supports a progressive income tax. Most
American: support progressive taxes on the ground that ability to pay rises more
than propcrtionately with income.

A proportional tax is one in which the tax is the same through all income lev-
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Figure 6.4 Tax Incidence: Progressive, Proportional, and Regressive
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els. Ordinarily called a flat tax, a proportional tax is often praised by its supporters
for its efficiency. By assessing a tax as a fixed percentage of income, a wage earn-
er’s decisions do not affect the amount of tax owed nor distort incentives. Since
theoretically there are no deductions, everyone can easily compute the amount of
taxes owed and there is little need to hire accountants or tax lawyers. Because the
proportional tax is so efficient and imposes only a slight administrative burden on
taxpayers, many argue that we should adopt it. But efficiency is only one goal of
the tax system. Although some think that a system in which everyone pays the
same percentage of their income is fair, others argue that is not equitable. A propor-
tional tax is neutral in regard to income distribution.

Under a regressive tax, the average rate declines as income rises. It is called
“regressive” because high-income taxpayers pay a smaller percentage of their
income than do low-income taxpayers, even though they may still pay a higher
amount in absolute dollars. A regressive tax redistributes income from the poor to
the wealthy. Regressive tax systems are so manifestly unfair that few openly advo-
cate them. A notable exception is George Gilder, a conservative writer with
refreshing frankness but doubtful logic who wrote that “regressive taxes help the
poor.”® Gilder, whose work was widely and approvingly read by supply-siders of



200 PusLic PoLicy

the early 1980s, also declared that “to help the poor and middle classes, one must
cut the taxes on the rich.™

Because state and local governments often rely on sales and property taxes,
these tend ‘0 be regressive. State and local sales taxes increased during the 1980s
along with local property taxes. A sales tax is often confused with a flat tax
because two individuals with vastly different incomes will pay the same sales tax
on the purchase of ten gallons of gas. Sales and property taxes are regressive
because poorer people must spend a higher percentage of their income for goods
and services, as well as housing costs, than do the affluent.

In theo-y, the federal income tax supports the principle of vertical equity by
being very mildly progressive. The tax cuts in 2001, 2002, and 2003 have signifi-
cantly reduced the progressivity of the federal income tax. There is no agreement
on how prcgressive the tax code should be, or even on how the ability to pay
should be reasured. For example, should adjustments be made for catastrophic
medical expenses? What about families who may have several children in college
at once?

Federal tax progressivity has been declining for over two decades. When taxes
paid by individuals to federal, state, and local levels of government are combined,
the mildly progressive features at the national level are offset by regressive taxes at
the local level, resulting in a roughly proportional tax system. The trend toward
inequality is attributable to the increased influence of those who argue in favor of
tax neutrality (proportional tax). The avowed purpose of the tax cuts in the first
term of Gecrge W. Bush was to reduce the progressive nature of the federal tax
system and nake it more “neutral.” By primarily reducing the taxes of those in the
highest brackets and cutting government funding for social welfare programs, it
intended to reduce the redistributive effect of transferring wealth to the poor. Tax
deductions and exemptions. often referred to as loopholes, are subtracted from per-
sonal income to determine the taxable income. All tax loopholes encourage taxpay-
ers to engage in certain types of behavior to avoid taxes. Most loopholes primarily
benefit the more affluent and therefore they erode the progressivity of the income
tax. This effectively reduces the tax rate if certain conditions are met.®

One policy analyst, William Gale, proposes tax reform that would be revenue-
neutral while broadening the tax base, reducing effective tax rates (rates paid after
deductions are factored in), and simplifying the process.® Briefly, he contends that
itemized deductions are at the heart of any serious effort at tax reform. Although
they are popular and subsidize various activities thought of as “good,” they create
many problems. He argues that deductions largely subsidize activity that would
have occurred anyway. By eroding the tax base, they require higher tax rates than
would otherw ise be necessary.

It may be argued that deductions under the current system are also unfair. Why



Economic PoLicy

should a high-income household save 38¢ on a dollar of mortgage interest while a
low-income household saves 15¢? Why should homeowners with a large mortgage
be able to use a tax-deductible home equity loan to buy a car, when renters with
similar incomes cannot? Other deductions for state and local taxes are often justi-
fied on ability-to-pay grounds, since the taxes directly reduce household income.
However, state and local taxes largely pay for services that households consume,
such as schools, roads, and parks. But if taxes buy services, they should be part of
the taxable income. For instance, a household that paid $30 a month for garbage
collection to a private company would not expect a deduction. Why should a
household that pays the same amount in local taxes for trash removal get a deduc-
tion?10

Many who support the neutrality of the tax system argue that efforts to redis-
tribute wealth through tax transfers are not very effective. They maintain that a
progressive income tax reduces the incentives for the more affluent to work and
save. By encouraging the affluent to invest their wealth, the size of the total eco-
nomic pie will be increased so that the benefits that trickle down to the poor will
exceed any benefits from redistribution through tax transfers. They insist that the
fact that some entrepreneurs become extraordinarily wealthy is irrelevant, because
their actions have improved society.

Social Security tax (the payroll tax) is an example of a tax that is proportional
in the lower ranges, but regressive for those receiving income in excess of the max-
imum wage for which taxes are withheld. As mentioned above, this payroll tax
requires individuals and employers to pay the same rate (6.2 percent, 12.4 percent
total) on wages up to $90,000 (in 2005). Above $90,000 the marginal tax rate is
zero (the marginal tax rate is defined as the tax on additional income). Rather than
exempting low incomes, it exempts high incomes. Once the ceiling is reached, no
more payments are made for the year. Also, since only salaries are subject to the
payroll tax, while income from interest is untouched, it is ultimately regressive.
There is an additional Medicare payroll tax of 1.45 percent with a matching 1.45
percent paid by employers with no upper salary limit.

Broad Uses of Tax Policy
Tax policy may be used to pursue various goals simultaneously. For example, its
most basic use is to achieve macroeconomic goals of expanding the economy and
employment. Taxes may be used as an economic policy to provide income security,
to increase investment spending, and to stimulate aggregate spending.

President John Kennedy announced his intention to provide a tax cut aimed
primarily at middle- and low-income families in order to stimulate a lethargic
economy. Lyndon Johnson, upon succeeding Kennedy, agreed with Kennedy's
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Case Study: l otteries as a Regressive Tax

Gambling gencrates enormous amounts of
revenue for gcvernments and the gaming
industry. But itt enchanting promises of sig-
nificant benefit:: for the general welfare fre-
quently do not live up to expectations.

A study by Alicia Hansen found that in
2002 the averaze American spent more on
lotteries than on reading materials or movies.
In 2003, total spending on lotteries was
almost $45 bill on, or $155 for every man,
woman, and child in the United States. About
$14 billion of thit money went into state cof-
fers.

The fact tha: playing the lottery is volun-
tary does not m:ke the “profit” any less of a
tax. It is analogous to states raising revenue
from an excise tux on alcohol. The purchaser
of alcohol does so voluntarily, but no one
denies that it is a tax. Some then concede that
it is a tax, but that a tax of choice is prefer-
able to a tax that is paid reluctantly, and pre-
sumably the purchaser of alcohol or a lottery
ticket is willing to pay the tax.

Political ent-epreneurs have discovered
that the average voter does not think of the
lottery as a tax, which removes a major barri-
er to taxation. The transfer of lottery revenues
to state treasuries is an implicit tax on lottery
bettors. There is a consensus among
researchers that siate lotteries are a decidedly
regressive form of taxation in that average
lottery sales are Fighest in low-income areas
and lower in areus of higher economic and
educational levels

Sponsored gumbling allows many state
governments to ise lotteries to minimize
taxes that would otherwise have to be paid by
middle- and upper-income groups. The result
is that states have ncreasingly resorted to lot-
teries to increase ‘evenues as a way of side-
stepping opposition to tax increases. New
Hampshire started the first modern state lot-

tery in 1964. In 2005. forty-one states and the
District of Columbia sponsored lotteries.

Per capita lottery ticket sales were three
times higher in inner-city Detroit than in the
suburbs in 1988. Of $104 million contributed
to Michigan’s school aid fund by Detroit lot-
tery ticket purchasers, inner-city schools
received only $80 million. The remaining $24
million was transferred to more affluent sub-
urban school districts. A 1988 study of the
Florida lottery, which also earmarks profits
from sales to go into the general education
fund, found that when one includes the tax
incidence (who pays) and the benefit inci-
dence (who receives the funds), the tax was
regressive for those with incomes below
$40,000. The benefits of the net tax are pro-
portionally distributed at incomes between
$40.000 and $70,000 and become progressive
at incomes above $70,000. Congress commis-
sioned a National Impact Study, which found
that gambling had not improved Florida's
education or health services. Prior to the
introduction of the state lottery, Florida allo-
cated 60 percent of its budget for school
improvement. Five years after the introduc-
tion of gambling, only 51 percent of its budg-
et was allocated to education. The study
noted that “the problem with a lottery is that
lottery profits are used as a substitute for tax
dollars, not as a supplement to them.”

Lotteries violate the tax principles of
both neutrality and equity. There is also the
ethical question of exploiting human desire to
extract a regressive tax on the poor.

Sources: Alicia Hansen, “Lotteries and State
Fiscal Policy,” Tax Foundation Background Paper
no. 46 (Washington, D.C.: Tax Foundation,
October 2004); Mary Borg, Paul Mason, and
Stephen Shapiro, The Economic Consequences of
State Lotteries (New York: Praeger, 1991).




Economic Poucy 203

logic and shifted the emphasis from expanding federal spending to boosting private
consumer demand and business investment. He cut personal and corporate taxes by
$11 billion, and economic activity increased exactly as the model had predicted.

Much larger tax cuts were implemented by Ronald Reagan in 1981. These cuts
were directed primarily at reducing the tax burden of the affluent rather than that of
middle- and lower-income workers. The top tax rate was cut from 70 to 28 percent.
All told, personal taxes were cut by $250 billion over a three-year period and cor-
porate taxes were cut by $70 billion. The deficit spending and increased consumer
demand that resulted did get the economy out of its deepest recession, in
1981-1982, since the Great Depression.

President Bill Clinton won election by campaigning against policies that kept
the economy lagging behind its potential, using the slogan “it’s the economy, stu-
pid.” He cited the need for more fiscal stimulus during the campaign and suggested
the need for middle-income tax cuts. Upon his election, however, he recognized
that the economy had hit the bottom of the recession and was starting to expand.
He was aware of the Keynesian multiplier at work and decided that additional
stimulus might create the problem of inflation. Instead he decided to tackle the dif-
ficult and politically risky strategy of dealing with the long-term problem of the
deficit and its drag on the economy. He raised taxes on the top 2 percent of income
earners over the unanimous opposition of Republicans, who predicted economic
catastrophe. He also cut government spending while providing tax credits for
investments to stimulate economic expansion. His actions set in motion the longest
uninterrupted economic expansion since World War I1. (See Figure 6.5.)

President George W. Bush proposed the largest tax cuts in history. He proposed
a $1.6 rrillion cut over a ten-year period. He argued that with the government sur-
pluses from 1998 through 2001, the nation could afford the tax cuts.!! He argued at
the same time that, because the economy was slowing down, although unemploy-
ment was hovering around 4 percent, a tax cut was needed to stimulate the econo-
my. Finally, he argued that taxes in the United States were oppressive and people
needed relief. Indeed, the 2001 tax bill was titled “The Economic Growth and Tax
Relief Reconciliation Act.” Congress agreed and ultimately passed a $1.35 trillion
dollar tax cut over ten years. Additional tax cuts were passed in 2002 to “stimulate
the economy.” Tax cuts were passed again in 2003 and 2004.

The 2001-2004 tax cuts have already affected the U.S. economy in a variety of
ways and will have an even larger impact in the future. The cuts have been in place
long enough for analysis to provide a clearer picture of how they are affecting the
economy and different income groups, and how they will influence future budget-
ary decisions. The Congressional Budget Office (CBO), which provides Congress
with analysis of legislative action and is currently headed by a Republican,
released a study that found that the Bush tax cuts will increase income inequality
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Figure 6.5 Yearly U.S. Budget Deficit or Surplus, 1961-2004 (in U.S.$ billions)
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by raising the after-tax income of the most affluent far more than it will raise the
after-tax income of middle- and low-income households.!? Table 6.2 indicates who
benefits the most from the Bush tax cuts.

Bear in mind that these calculations, based on CBO data, exclude the effects of
the corporate tax cuts and the effects of the estate tax cuts. Nevertheless, those in
the bottom fifth, with an average income of $16,600, received an average tax cut of
$230 in 2004, while the top fifth, with an average income of $203,700, received
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Table 6.2 Who Benefits from the 2001-2004 Bush Tax Cuts?

Average Average Share of the Change in
Income ($) Tax Cut ($) Tax Cut (%)  After-Tax Income (%)
All 80,100 1,680 100.0 2.7
Bottom quintile 16,600 230 28 1.5
Second quintile 38,100 720 8.3 2.2
Middle quintile 57.400 980 1.5 2.0
Fourth quintile 84,300 1,520 17.7 23
Top quintile 203,700 4,890 59.9 33
81-90 percent 116,600 2,210 . 134 25
91-95 percent 115,000 3,180 9.8 2.1
96-99 percent 243,100 4,830 12.0 28
Top 1 percent 1,171,000 40,990 246 I |

Sowrce: David Kamin and Isaac Shapiro, Studies Shed New Light on Effects of Adminisiration’s Tax Cuts
(Washington, D.C.: Center on Budget and Policy Priorities, September 13, 2004), p. 4.
Note: Percentages may not sum to 100 due to rounding.

tax reductions averaging $4,890, and the top 1 percent, with an average income of
$1,171,000, received an average tax cut of $40,990.

A more salient measurement in examining the effect of tax cuts is to assess
after-tax income at different levels, since this indicates how much households have
available to spend and save. This measurement also shows that the tax cuts dispro-
portionately benefit those who are already the most affluent. According to the CBO
data, the top 1 percent saw its after-tax income grow by an average of 5.3 percent,
more than three and a half times the percentage increase received by the bottom
quintile. Therefore, even if all households receive a tax cut, there is an increase in
inequality, since after-tax income will rise by a larger percentage for more affluent
than for less well-off households.

Since additional tax cuts that almost exclusively benefit affluent households,
such as the elimination of the estate tax and the removal of the limitation on item-
ized deductions, will be phased in over the next several years, the ultimate effect
will be even more unequal. Some defenders of the tax cuts have argued that every-
one is a “winner” since everyone received a tax cut. However, the tax cuts have
thus far been financed through growing deficits. The tax cuts must eventually be
financed through either tax increases or spending cuts, because the economy can-
not sustain such large and persistent deficits. In all likelihood, since the administra-
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tion has ruled out raising taxes to reduce the deficit, cuts in spending will target
programs that benefit middle- and lower-income households. Although advocates
of the tax cuts routinely describe them as designed to be in favor of family and
small business, a study by William Gale and Peter Orszag at the Brookings
Institution shows, in a distributional analysis of the tax cuts, that “most families
(that is, tax units with children) and most tax units with small business income will
be worse ff once the financing is included.”!? Since the tax cuts disproportionate-
ly benefited the wealthy, middle- and low-income households will suffer corre-
sponding senefit losses.

The tax cuts were poorly designed to achieve their stated goal of stimulating
the economy. They disproportionately benefited those with the highest incomes,
the very Fouseholds that were more likely to save than to spend their tax cuts. A
different tax cut package that targeted middle- and low-income households would
have resulted in more money flowing into the economy in the form of an increase
in consumer demand, creating the stimulus sought by the administration. Lower
taxes can stimulate growth by improving incentives to work, save, and invest.
However, by targeting the affluent, the tax cuts created income effects that reduced
the need to engage in productive economic activity. The current policy subsidizes
old capita , providing windfall gains to asset holders, and undermines incentives
for new activity; and by raising the budget deficit, it reduces national savings and
raises inte-est rates. Jobs created following the tax cuts fell well below the admin-
istration’s own predictions.!® In fact, Mark Zandi, chief economist at
Economy.com, points out that most Americans experienced a decline in real house-
hold incomes between 2001 and 2004. He notes that “no other President since
World War II has suffered out-right job declines during their term.”!5 The conclu-
sion is inescapable that the tax cuts were poorly designed to stimulate economic
growth.16

Data by the administration’s 2004 Mid-Session Budget Review indicates that
the tax cuis have played a larger role than all other legislation or policy in raising
the budget deficit. That review showed that, until mid-2004, the tax cuts accounted
for 57 percent of the worsening fiscal picture, more than all other policies com-
bined.!?

Some Jdefenders have argued that the administration’s tax cuts have actually
made the tax system more progressive. They maintain that high-income taxpayers
are genera ly paying a significantly greater percentage of federal income taxes
because of the 2001-2003 tax cuts. They argue that high-income taxpayers only
had a “comparable reduction” in their tax burden relative to middle-income tax-
payers. This ignores taxes other than the income tax. Unlike the income tax, which
is mildly progressive, other federal taxes, such as the payroll tax, are regressive,
with middlc- and low-income households paying a greater share of their income to
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these taxes than do the wealthiest taxpayers. CBO data show that 75 percent of all
taxpayers pay more in payroll taxes than they do in income taxes. Analyzing tax
burdens by focusing solely on the income tax and ignoring other taxes produces
misleading results, as the CBO pointed out. Noting that the upper-income groups
pay a higher share of taxes only tells us that the upper-income group is paying a
larger share of the much smaller amount of federal income taxes being collected
after the tax cuts. It is possible to increase the share of taxes paid by the affluent at
the same time that the law makes after-tax income more unequal. Focusing on
changes in the share of taxes paid misses the more meaningful after-tax income,
which determines what households have at their disposal.!8

At the beginning of the second term of George W. Bush, the effect of the
changes in tax policy will be of increasing importance. By any reasonable measure,
making the tax cuts permanent will be unaffordable. The tax cuts are regressive
and will transfer more resources away from the poor toward the affluent. As a
result, most households will be worse off. Another suggested goal of the recent tax
cuts was to pave the way for a more fundamental tax reform. Many observers find
that the changes may actually make reform more difficult to achieve. Some tax cut
supporters justify the tax policy as an effort to reduce government spending.!® This
view claims that the cuts are justified in an effort to “starve the beast™ of excessive
social welfare spending. Essentially, this is an argument that reducing revenues is
the best way to control spending, that the structure of the Bush tax cuts was justi-
fied by the goal of controlling spending. However, it is not clear that tax cuts are
effective in cutting spending. Nor does the effort to reduce spending justify regres-
sive tax cuts. It could be argued that since most spending cuts would be regressive
(hurting the least well off the most), a tax cut aimed at reducing spending should,
on fairness grounds, be progressive (that is, give greater tax cuts to households as
one moves down the income ladder). Instead, the social welfare structure for those
less well off is being severely curtailed. The tax cuts have not been effective in
reducing spending, since spending has increased in all budget categories of
defense, nondefense discretionary, and entitlement spending. Finally, even if
“starving the beast” was legitimate as an original justification in 2001, when there
were government surpluses, making the tax cuts permanent will create a structural
deficit even if the economy arrives at full employment. A structural deficit occurs
when government expenditures would still exceed tax revenues even if tax receipts
were calculated assuming full employment.

The administration has stressed the need to make the tax cuts permanent in
every budget it has presented, which will result in significantly rising costs after
2010 due to the elimination of the estate tax and the removal of the limitation on
itemized deductions and the use of personal exemptions for high-income house-
holds. The baby boomers will also begin retiring at this time, putting increasing
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strains on health care costs. Therefore, meeting the administration’s goal of cutting
the deficit in half by 2009 ignores the main effect of making the cuts permanent.
Since the Bush administration has ruled out any tax increase to reduce the deficit,
the only remaining options are to cut spending and to grow the economy. Since the
cuts are not well designed to encourage robust economic growth, spending cuts are
likely to appear as the most attractive tool. The result will be that distributional
issues in social welfare policies will continue to be important throughout the sec-
ond term of the Bush administration.

Social Security and Reducing Poverty Among the Elderly

Until the twentieth century, few Americans could look forward to a retirement peri-
od at the end of their working lives. In 1900 the life expectancy for males was
about forty-four years. Nevertheless, about two-thirds of men aged sixty-five and
older were still in the labor force.20 With insufficient savings and without a pension
program, most were forced to work as long as they were physically able. By 2002,
with a lifs expectancy of over seventy-seven years, the average age of retirement
for males was just over sixty-three years.?! Americans tend to stay in the labor
force lor ger than the citizens of many OECD countries.?? Advances in life
expectancy and an extended retirement are clear advances in the general welfare of
society. They also presents challenging public policy issues.

Since the administration of Franklin Roosevelt, the government has developed
programs and, through legislation, encouraged policies to ensure that the elderly
have sufficient income to provide for their needs during retirement. Social Security
was initiated in 1935 to provide elderly Americans with a basic safety net. It was
never intended to completely meet retirement needs. Nevertheless, this New Deal
system has become the nation’s main retirement program.

For most families, their primary savings for their retirement years consists of
pensions :nd savings plans that are encouraged by tax incentives. Legislation pro-
viding tax incentives for employer-based pensions was passed in 1921. Legislation
establishing Keogh accounts (1962) and individual retirement accounts (1974)
expanded the eligibility for workers to participate in tax-sheltered savings plans.
Nevertheless, only about half of all workers are covered by any form of a pension
plan, with higher-income workers much more likely to be covered than low-
income workers. The result is that for the average worker, Social Security makes
up a larger part of their retirement income than private pensions, as indicated in
Figure 6.6.

Currently, about 95 percent of married couples, one of whom is sixty-five or
older, rece ve Social Security benefits. Social Security is the only form of pension
income for about half of these households. Many financial planners suggest that
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most families need about 70 percent of their preretirement income in order to
maintain their standard of living. Currently, Social Security accounts for about 42
percent of the preretirement earnings of an average wage earner who retires at
sixty-five.?3 This percentage is expected to decline, to 36 percent, until 2027, when
the “normal retirement age” will reach sixty-seven. It is expected to remain at 36
percent after that.

In fact, in 2003 Social Security lifted close to 15 million above the poverty line
and millions more from near-poverty. This was not always the case. In 1959 the
average monthly Social Security check was $70, providing an annual income of
under $1,000 per year at a time when the Census Bureau found that it would take
$3,000 to provide an adequate budget for an elderly couple. In 1961 a White House
conference on aging found that over half of elderly couples could not afford decent
housing, proper nutrition, or adequate medical care. John Kennedy and Lyndon



210 PusLic PoLicy

Johnson subsequently pushed to expand Social Security and establish Medicare.
Since 1959, poverty rates among the elderly have declined, from 35 percent to 10.2
percent in 2003, compared to the national poverty rate of 12.4 percent. The major
events tha: have contributed to this change in the lives of the elderly in the United
States are the significant increases in Social Security benefits enacted in the 1960s
and 1970s, and the indexing of those benefits to average wage increases. In the
first decade of the twenty-first century, the war on poverty of the elderly stands as
an unqualified social welfare success story. Without Social Security, about half the
elderly would fall below the poverty line.

The system has a deliberate redistributive slant to reduce poverty. Retirees who
earn lower wages during their working careers get higher returns. The Social
Security benefit schedule is progressive, and although some benefits are subject to
partial taxation, the benefits are not means-tested. This allows many people to add
other sources of income, such as pension benefits, to their Social Security benefits
to achieve a level of income in retirement close to the level achieved during their
working years. Social Security lifts more elderly people out of poverty—nine out
of ten—then all other transfer programs combined.

Social Security also works as a national group insurance plan to provide pay-
ments to roughly 5 million disabled adults and 3 million children every month.
About half the children who receive benefits have lost one or both parents. In
short, Social Security is a valuable program that replaces income in the event of
retirement, disability, or death, serving to reduce the income inequality across cer-
tain groups.

The Sccial Security system quit being a “pay as you go” program in the 1980s.
In order to strengthen the system in 1983, the Reagan administration accepted a
recommendlation from a commission headed by Alan Greenspan to sharply raise
payroll taxes to prefund Social Security’s future obligations. The administration
also accepied the recommendation to increase the age of full retirement to offset
increased life expectancy, from sixty-five to sixty-seven, which, as mentioned
above, will be fully implemented in 2027. Penalties will be correspondingly adjust-
ed upward for early retirement at age sixty-two as well. The surplus payroll tax
receipts are used to buy government bonds to be held in the Social Security trust
fund. The money, and the bonds, do not belong to the government or the general
public. They belong to the Social Security trust fund and to the workers whose
payroll tax contributions created the Social Security surplus.2¢ In essence, those
who have paid Social Security payroll taxes from 1983 onward have been funding
their own retirement.

The government has used the money from those bonds to fund other opera-
tions. Without the Social Security surplus, the government would have been forced
to cut other programs, raise taxes, or increase the deficit. In 2019, retiree benefits
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will begin to exceed payroll tax receipts. At that time, Social Security tax receipts
will be supplemented by redeeming some of the bonds purchased since 1983.
Bonds are one of the world’s safest investments. The government must pay the
interest on the bonds and redeem them, because the alternative of defaulting on
them would be catastrophic to its ability to sell bonds to finance its deficit.

In 2003 the Social Security Trust Fund Administration stated that the bonds
would allow full funding until 2042. In the summer of 2004, using more recent data,
the Congressional Budget Office projected that Social Security will be self-funding
until 2052, when its bonds are to be cashed in. At that point, projected benefits
would begin to exceed revenue by just 19 percent.?s Thus “if nothing is done to the
Social Security system, the average annual benefit per person would fall in the
future but would remain higher in inflation-adjusted dollars than [it is] today.”26

Bush’s Proposals to Reform Social Security

President Bush has made the restructuring of Social Security the centerpiece of his
second term. His Social Security Commission has put forward a plan to dramatical-
ly shrink Social Security benefits, replacing a much smaller share of preretirement
wages for workers who retire in the future. While many policy analysts agree that
adjustments must be made to the system, others suggest that the administration is
trying to create an artificial sense of crisis that requires immediate and decisive
action by the administration.?”

Claims of a crisis in Social Security are viewed by the system’s supporters as
scare tactics and spin to create momentum to destroy the program in order to save
it. The administration has undertaken a major public relations campaign to sell the
nation on Bush’s Social Security changes, because “that is where the momentum
is.”28 The administration has suggested that Social Security will run out of funds in
2019, ignoring the continued worker contributions and the ability to redeem bonds.
Dean Baker and Mark Weisbrot dubbed Social Security “the phony crisis” in their
book by that title, wherein they maintain that Congress intends to use the money
lent by buying bonds to fund the deficit and has a moral burden to redeem them,
just as it does for all other bonds.2° It would be outrageous for the government to
use the money and then cut it from Social Security when it comes time to redeem
the bonds. Charles Blahous, the White House’s point person on Social Security,
argues that that is “not much consolation to the worker of 2025 that there was an
understanding in 1983 that he foot the bill.”30

The Social Security Commission Plan
Bush has indicated that the commission’s plan is a good starting point, but has not
committed his administration to it at this point. This plan, which has been referred
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to as “privatization,” would allow workers to divert up to 4 percent of the 12.4 per-
cent payrcll tax (roughly a third), up to $1,000, into a personal investment account.
Proponents claim this would bring more Americans into the “ownership” society,
as they would own part of their retirement. Guaranteed benefits would be cut by
the amount contributed to personal accounts.

The commission’s proposal would also change the benefit structure from what
is referred to as “wage indexing” to “price indexing.” Wages typically rise faster
than prices. Over time, a household’s standard of living increases, because its
wages rise faster than prices. The plan’s proponents frequently try to portray the
change as not representing a benefit reduction but as merely curbing excessive
growth in Social Security benefits.3! The benefit formula, which would be imple-
mented beginning in 2009, would gradually reduce benefits, which over time
would be cubstantial. A CBO analysis found that the proposed change would save
significantly more than is needed to close Social Security’s long-term financing
gap. 2

Under the current formula, as mentioned above, an average wage earner who
retires in 2027, when the full retirement age will be sixty-seven, will receive
Social Security benefits that replace 36 percent of his or her preretirement earn-
ings (as opposed to 42 percent for an average wage earner at age sixty-five in
2004). Uncler the proposal to lower replacement rates by adopting a “price index-
ing” rather than the current “wage indexing” formula, Social Security would only
replace 27 percent of the income of the average wage earner who retires in 2042,
and just 20 percent of the income of the average wage earner who retires in 2075.
The result is that the standard-of-living support that Social Security would pro-
vide for retirees will decline appreciably, relative to the standard of living the
worker had before retiring and relative to the standard of living the rest of society
enjoys.33

The government would have to borrow about $2 trillion to offset the reduction
in payroll taxes, in order to prevent a shortfall in payments owed to current
retirees. Proponents of the plan have suggested that the $2 trillion is a necessary
“bailout™ of the system. However, it is the individual accounts that would create a
cash flow shortfall by diverting funds away from Social Security long before bene-
fits will be reduced. In fact, it is the private accounts that would push the Social
Security trust fund into insolvency and threaten its financial condition.

Another major objection to this plan is that the stock market goes down as well
as up. Obviously, as a retirement system, the stock market cannot offer the security
that Sociz] Security provides. Moreover, the less a wage earner makes, the less he
or she has to invest and the smaller his or her return will be. It would be especially
shortsighted to make retirement benefits more risky for those who earn low wages.
In contrast, under the current system, Social Security deliberately distributes bene-
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fits to provide a slightly more generous annuity to those recipients whose incomes
were low during their wage-earning years. There is also the obvious problem, espe-
cially for those less well off, of preretirement withdrawals to pay for family health
or other emergencies, as well as for education. The result is that these funds would
not actually provide retirement security.

The problem of achieving retirement security is compounded by the fact that
the proposed shift to the stock market for Social Security corresponds to a shift in
employer-provided retirement plans. In 1980, almost two out of five households
(39 percent) had defined-benefit pension plans; in 2005, only about one in five (21
percent) do. Increasingly, workers in 401(k) investment plans are dependent on the
vagaries of the stock market in the primary pension plan. It would make more
sense to permit wage earners to add to the basic Social Security contribution with
tax-deferred investment contributions, not reduce it.

The administration’s view appears to be driven largely by ideology. It holds
the view that private markets are more efficient. Despite the fact that over 99 per-
cent of Social Security’s current revenues go toward benefits and less than 1 per-
cent to overhead, the administration suggests that the private sector would be more
efficient. However, the CBO’s own analysis shows that the administrative costs of
private accounts in Social Security will incur overhead charges that would result in
benefit cuts of about 20 percent.3* And Paul Krugman has observed that the risks of
privatization may make the problem worse. He notes that the government of Chile
is often cited as the model for privatization; however, after more than twenty years
the Chilean government must pour in additional money because it must “provide
subsidies for workers failing to accumulate enough capital to provide a minimum
pension.’3%

More Modest Proposals

Most scholarly opinion holds that the basic structure of Social Security is sound
and does not justify a complete overhaul. If no changes are made to Social
Security, it will not run out of money before 2052, allowing time to make adjust-
ments to guarantee the program’s long-term health. To put the “crisis™ in perspec-
tive, a study by the Center on Budget and Policy Priorities found that the deficit in
Social Security over the next seventy-five years will equal 0.4 percent of GDP,
according to the CBO. By comparison, the cost over the next seventy-five years of
the tax cuts enacted from 2001 to 2003 will be roughly 2 percent of GDP. If the tax
cuts are made permanent, their cost will be five times larger, over the next seventy-
five years, than the amount of the Social Security shortfall. Furthermore, just the
cost of the tax cuts for the top 1 percent of the population, a group whose annual
average income exceeds $1 million, is half again as large as the Social Security
shortfall (0.4 versus 0.6 percent of GDP).3¢

213



214 PusLic Pouicy

Peter Orszag, a senior fellow at the Brookings Institution, and Peter Diamond,
a leading scholar on Social Security at the Massachusetts Institute of Technology,
propose progressive reforms. Under their plan, the payroll tax would be increased
gradually from 12.4 to 13.7 percent over forty years. They propose trimming bene-
fits by about 4 percent in 2032 and 12 percent in 2052. The increase in life
expectancy has made Social Security less progressive, since those who earn higher
wages tend to live longer than those who earn lower wages. To address this issue,
Orszag proposes to reduce benefits to the top 15 percent of beneficiaries.3”

Also, the proportion of earnings that go untaxed has accelerated in the past two
decades, us income for the already affluent has increased rapidly while that for
middle- and low-income workers has stagnated. The maximum taxable earnings
base could be gradually raised about 15 percent above the current $90,000 maxi-
mum and ndexed to inflation. Orszag and Diamond would also require mandatory
coverage for newly hired state and local workers, which would also widen the base
of workers paying into the system.

Conclusion

The theory of John Maynard Keynes provided the intellectual framework of wel-
fare capitalism, to justify government’s role in guiding the economy when it failed
to live up to society’s expectations. In the United States, the New Deal under
Franklin Roosevelt tried to correct the weaknesses in the economy and to strength-
en its workings. During the New Deal, government stepped in to manage the econ-
omy to a greater extent than had ever been done before. By the end of World War
II, there was an acceptance of the idea that government had a responsibility to
manage the economy to create the conditions that would provide for employment
opportunities.

The experience of the war showed that economic policy could bring about high
levels of enployment and resulted in the Employment Act of 1946. The govern-
ment is evzn more fully committed to these goals by the Full Employment and
Balanced Growth Act of 1978. which established specific goals for unemployment
(4 percent), inflation (3 percent), and economic growth (4 percent). The govern-
ment has rerely attained all these goals, however. Achieving them would go a long
way towarc creating the conditions to promote the general welfare through various
social policies. There was hope at the end of the Clinton administration that, with
full employment, low inflation, and a growing economy, new programs could be
undertaken to extend social welfare programs.

There are many reasons why these goals may be difficult to attain, including
problems o” measurement. design, and policy implementation. Perhaps even more
important in the failure to achieve the economic goals that are necessary to effec-
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tively pursue social welfare policies is the increasing ideological dimension in pol-
itics. The economic theory is fairly settled, even if coordinating monetary and fis-
cal policies to achieve the basic goals is far from foolproof. Ideology not only pro-
vides different perspectives regarding sound social welfare policy, but it also
elevates ideological commitment over pragmatic problem solving. Ideology fre-
quently trumps practical politics. Years of conservative marketing have convinced
many Americans that government programs always create inefficient, bloated
bureaucracies, while private markets are always more efficient despite evidence to
the contrary, as in the case of Social Security and Medicare administration.
Government is seen as a “necessary evil” rather than as a “necessary good” that
can improve the social welfare of the nation’s citizens.

For example, the political consensus that government should take action to
generally reduce great inequalities has broken down over the past several decades.
The consensus of using the tools of monetary and fiscal policy to encourage a
long trend of greater equalization in U.S. society receded. It is clear that the same
tools can be used to increase inequality, as supply-side economics and the tax cuts
from 2001 to 2003 illustrate. Considerable disagreement has arisen over what the
role of government should be in using the power of taxation to redistribute
income. And the social safety net is weakened when policies such as raising the
minimum wage or expanding the Earned Income Tax Credit for the working poor
are ignored.

Social Security has become the nation’s greatest retirement program and is of
particular importance to lower-income workers when they reach retirement.
Opponents of Social Security have put forward proposals that would severely
weaken its ability to provide needed support, especially for lower-income workers,
who frequently are not covered by a pension. A change is of course necessary to
ensure that workers reaching retirement will have sufficient assets to maintain a
reasonable standard of living. Political consensus may be lacking in this crucial
area of social welfare policy, as it is elsewhere in public policy. Policies proposed
by the Republican majority, who currently control the White House and both hous-
es of Congress, may unfortunately exacerbate the problems of the most needy.

Questions for Discussion

1. In what way has history provided a test for Keynes and a theory of govern-
ment spending? Was it conclusive?

2. What kinds of problems do large budget deficits pose for the nation’s econ-
omy? What are the different problems in the short run as opposed to the
long run?
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3. “Budgets are a serious problem.” What additional information does a policy
analyst need to make an assessment of this statement?

4, Why are investments critical in determining the level of prosperity?

5. Is a balanced-budget amendment a wise policy? Why or why not?

6. What alternative tax policies are available to the government? What are the
pos tives and negatives associated with each?

7. What are the characteristics of a “good” tax system? Why are vertical and
horizontal equity important?
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CHAPTER /

The Politics and
Economics of Inequality

This chapter focuses on the oldest story in every society: the tension between the
haves and the have-nots. As Plutarch observed early in the first millennium, “An
imbalance between rich and poor is the oldest and most fatal ailment of all
republics.” Throughout history, elites have boldly justified their special claim to
wealth, power, and privilege through the development of national myths that legit-
imize their position at the expense of the masses. Democracy in its most narrow
formal requirement of individual freedom of expression, regular elections with full
citizen participation, and a responsive government, was not possible where an aris-
tocracy not only controlled all political power, but also had tight control over land,
labor, and capital. Democracy, based on the fundamental principle of equality,
sweeps aside all claims of privilege. As Supreme Court Justice Louis Brandeis
said, *“We can have democracy in this country or we can have great wealth concen-
trated in the hands of a few, but we cannot have both.”! When great wealth is con-
centrated in relatively few hands that also control the institutions of governmental
power, government will serve the interests of those elites first. Democratic govern-
ment’s stated primary purpose of serving “we the people” to “promote the general
welfare™ can become an illusion manipulated by the powerful to gain approval of
the nonelites. Democracy is always threatened by the possible collusion between
the rich to take control of government for their own benefit. When that effort suc-
ceeds, the institutions of democracy will continue to exist long after the political
system has degenerated into an oligarchy.

The study of income distribution is concerned with an analysis of the way
national income is divided among persons. There are several issues of normative
and positive theory that crop up when examining income distribution. For econo-
mists such as Adam Smith, Thomas Malthus, David Ricardo, and Karl Marx, distri-
bution was a central issue. At the end of the nineteenth and the beginning of the
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twentieth century, many policy analysts and economists were not significantly con-
cerned with the distribution of wealth and income. The Great Depression and the
theory of John Maynard Keynes renewed interest in the subject.

Major questions regarding the distribution of wealth and income include
whether or not inequality is inevitable. If so, how much inequality is optimal? Is
there a thieshold beyond which inequality in wealth or income undermines politi-
cal democracy? What kinds of public policies regarding inequalities would
improve tie quality of life for most citizens? Should there be a coordination of
policies by democratic forms of government to reduce the variability of inequality
in various nations?

The Promise of Equality in the First New Nation

Politics is often defined as the ongoing struggle over who gets what, when, and
how. Thronghout history much of the struggle was determined by the ability of a
powerful a:tor, whether a warlord, a monarch, or an oligarch, to maintain his life of
wealth and privilege at the expense of others. The eighteenth-century Enlightenment
thinkers challenged the domination of society by a hereditary and tyrannical aristoc-
racy. They believed that human reason was the indispensable weapon needed to bat-
tle ignorance, superstition, and tyranny and build a better world. Thinkers of the
Enlightenment stressed individualism over community, and freedom replaced
authority as a core value. Many Enlightenment thinkers were merchants who resent-
ed paying tixes to support a privileged aristocracy who contributed little of value to
society. It vsas particularly galling that the aristocrats were unwilling to share power
with the merchants and manufacturers who actually created the national wealth.

The intellectual leaders of the American Revolution were captivated by the
Enlightenment’s opposition to unchecked privilege, since they hoped to build a
democracy that would require tolerance, respect for evidence, and informed public
opinion. Tteir notion of democracy was one in which government would make
decisions 01 behalf of the “general welfare,” not for the advantage of the privi-
leged few. ‘The concept of equality written into the Declaration of Independence,
together with the concept of “human rights,” which has become an essential part of
U.S. culture, has been called our “civil religion.”

These rotions from the Enlightenment were not seen by early Americans as
naive optimism, but as the promise of the American Dream—the widespread
belief in an dpen, vigorous, and progressive community committed to equal oppor-
tunities for all in which life would improve for each generation. It includes the
belief that the income and wealth the economy generated would become more
evenly distributed.

The leaders of the American Revolution wanted to do more than free them-
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selves from forced obedience to a monarch; they wanted to create a government that
would offer greater freedom and dignity to the average citizen. Some went so far as
to propose that all free white males be allowed to vote. Other influential members of
the delegation in Philadelphia in 1787 were more dubious and proposed a govern-
ment administered by gentlemen of property to maintain their life of privilege at the
expense of others. The constitution that resulted from all the compromises provided
a system of separation of powers between the president, Congress, and the judiciary.
It specifically provided for a house of representatives to represent the interests of
“the people.” Congress, aware of the unprecedented grant of power to the people,
used the words of Roman poet Virgil in the Great Seal of the United States—"a new
age now begins.”? The principle of checks and balances resulted from the inability
of the framers of the Constitution to agree on precisely how power should be dis-
tributed among the branches. Although the commitment to hold all men as being
created equal and endowed by their creator with inalienable rights to life, liberty,
and the pursuit of happiness was not enforced, a war on inequality began immedi-
ately to force the government to live up to the promise. Property rights for voting
were abolished, but it took a civil war to free slaves, and another century passed
before civil rights legislation gave substance to that freedom.

Equity and Equality
To many of the leaders of the American Revolution, democracy was looked upon
as the completion of the human struggle for freedom. The framers of the
Constitution were well aware of the difficulty of reconciling individuality and lib-
erty with democratic equality. James Madison expressed his concern over the
inherent conflicts a democratic society would have to address when he wrote that
the “most common and durable source of factions™ in society is “the various and
unequal distribution of property.”

Thomas Jefferson’s bias in favor of equality is well known. He believed that
the innate differences between men were small:3

I am conscious that an equal division of property is impracticable. But the conse-
quences of this enormous inequality producing so much misery to the bulk of
mankind, legislators cannot invent too many devices for subdividing property. . . .
Another means of silently lessening the inequality of property is to exempt all
from taxation below a certain point, and to tax the higher portions of property in
geometrical progression as they rise.

He went on to say that the government should provide “that as few as possible
shall be without a little portion of land™ as the “small landholders are the most pre-
cious part of a state.™

223



224 Puslic PoLicy

Opponents of the trend toward equality used the vocabulary of the
Enlightenment and Jeffersonian liberalism, but provided their own definitions to
words like “individualism™ and “progress.” They even claimed support from those
who were clearly concerned about the problem. For example, Charles Darwin
expressed concern for the poor when he wrote, “If the misery of the poor be caused
not by the laws of nature, but by our institutions, great is our sin.”® Nevertheless,
his theory of natural selection, which led to the theory of evolution, was revised by
Herbert Shencer into “social Darwinism™ and endorsed as a scientific finding that
the destruction of the weak and the “survival of the fittest” constituted the essence
of progress.

Americans have often boastfully quoted Alexis de Tocqueville’s observation of
“the equality of conditions” in the United States in the 1830s. U.S. culture has
always em phasized equality rather than deference. Politicians, especially wealthy
politicians, claim that they share the same social and cultural values of the average
American, even if they do not share the same tax bracket. Indeed, de Tocqueville
believed that the Americanization of the world in terms of the ever-increasing
equality of conditions was inevitable. He realized that the creation of democratic
forms of gyvernment was not the end of the struggle, but that it was a continuous
process. And he believed that inevitably the rest of humanity would finally arrive
at an almost complete equality of conditions. He sensed a growing “aristocracy of
manufactuiers” who had no sense of public responsibility and whose aim was to
use the workers and then abandon them to public charity. He believed that the man-
ufacturing iristocracy “is one of the harshest which ever existed in the world. . . .
[T]he friends of democracy should keep their eyes anxiously fixed in this direction;
for if ever ¢ permanent inequality of conditions and aristocracy again penetrate into
the world, it may be predicted that this is the channel by which they will enter.””

Writing a century later, Keynes pointed out that we could hardly expect busi-
ness to act on behalf of the well-being of the workers, let alone the entire society.
He noted that in democracies the government has the responsibility to protect the
economic vell-being of the nation. The main failure of capitalism, according to
Keynes, is its “failure to provide for full employment and its arbitrary and
inequitable distribution of wealth and incomes.”® Keynes was not opposed to eco-
nomic inequality. What was required, he said, was a collective management of the
system that would be as efficient as possible without offending our notions of a
satisfactory way of life. The problem then becomes, what is a socially optimal
amount of economic inequality?

U.S. political institutions declare the equality of citizens. However, capitalism
creates ecoromic and social inequalities. The disparity between presumed equal
rights and economic inequality creates tension between capitalism and the princi-
ples of demccracy. Owners of capital may use money or their position of power in
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imperfect markets to deny others a minimum standard of living. Beginning in the
Progressive era and reaching its high points during the administrations of Franklin
Roosevelt and Lyndon Johnson, democratic institutions were used to keep market
excesses within acceptable limits. During the 1930s, President Roosevelt inaugu-
rated the New Deal. The Great Depression caused a national crisis that resulted in a
third of the nation being ill-fed, ili-housed, and ill-clothed. The minimum wage,
the eight-hour day, Social Security, trade union legislation, civil rights, women's
rights, a progressive federal income tax, and civil service reform based on merit
rather than a spoils system were all achieved over the vigorous opposition of busi-
ness interests, which were concerned that such benefits to workers would reduce
profits. The American Dream was reinforced by the notion that business prospers
when workers are paid wages sufficient to allow them to buy what they produce.
We prosper as “one nation, indivisible” when workers are paid wages that allowed
a “middle-class” income. A broad middle class contributes to prosperity for all.
Government responsibility to narrow the gap between rich and poor was largely
accepted by liberals and conservatives alike after the New Deal. Others sought to
preserve equality of opportunity by opposing any alliance between government and
business elites. That effort, and the unsteady progress by reformers in advancing
the American Dream of equality, was seriously challenged in the 1980s by a resur-
gence of conservatism under President Ronald Reagan. Supply-side economic
thinking defended economic inequality as a source of productivity and economic
growth,

The successive federal tax cuts proposed by the George W. Bush administra-
tion and enacted by Congress were for most Americans actually tax shifts that
redistributed after-tax income from the bottom 99 percent to the top | percent,
exacerbating the inequality between the rich and everybody else. The federal gov-
ernment has concentrated on eliminating estate taxes and reducing taxes especially
for the wealthy, while ignoring social safety net policies for the poor, like raising
the minimum wage, providing health care for the uninsured, or providing more
funds for housing the poor.

Many of those most adversely affected by the economic changes did not
respond with anger toward those primarily responsible for their economic decline.
Rather than focusing their anger on the corporate and financial elite derided by
Roosevelt as “economic royalists™ and “malefactors of great wealth,” they identi-
fied their antagonists as “liberals.” Conservative strategists successfully cast the
problem as “cultural” rather than “economic.” These activists, with the support of
conservative think tanks, pundits, lobbyists, ministers, and right-wing radio talk-
show hosts, provided a smoke screen that shielded the dismantling of middle- and
working-class protections while they added fuel to their anger against “liberals.”

A recent study by Thomas Frank titled What's the Matter with Kansas? ana-
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lyzes how many vulnerable Americans have been persuaded that cultural issues
override economic issues, and therefore persuaded to vote against their economic
and social interests.? Political liberals are portrayed as waging cultural warfare
against a fundamentally Protestant Christian culture that is perceived as the basis
of U.S. so:iety. Conservatives argue that this is a battle to determine whether U.S.
culture as we have known it can be saved. On issue after issue, they feel threat-
ened: gay marriage, abortion rights, the Pledge of Allegiance, prayer in schools,
the promiscuity portrayed in movies and television programming, to name just a
few.

The economically disadvantaged segment of the U.S. population provided crit-
ical electo-al support in the 2004 elections to politicians who acted against their
economic nterest by implementing policies that increased the gap between them-
selves and the affluent. Political campaigns increasingly rely on professional man-
agers, constant polling, focus groups to test appeals to voters, and expensive televi-
sion advertising. This has forced political fundraising to become increasingly
dependent on large contributors. The wealthy are not surprisingly inclined to con-
tribute money to politicians and organizations that endorse reductions in most gov-
ernment programs, including social welfare programs, taxes, and government regu-
lation of business. They are very aware of the benefits of economic inequality for
themselves and focus clearly on the goal of protecting their economic status when
they contridute to political candidates. It is estimated that the richest 3 percent of
the voting population accounts for 35 percent of all private campaign contributions
during presidential elections.!0 The major corporate political action committees did
not hedge taeir bets in the 2004 elections. They favored Republicans ten to one. Of
268 corporate political action committees that donated $1 million or more to presi-
dential and congressional candidates from January 2003 through October 2004,
245 gave the majority of their contributions to Republicans.!!

The nonelites are aware of the downside of economic inequality, but vote on
the basis ol noneconomic issues like crime, abortion, or immigration.!2 The poor
are more cynical regarding government and are less likely to register and vote.!3
The federa government’s response is to advance the economic interests of the
wealthy anc the noneconomic interests of the less affluent.

As labor organizer Oscar Ameringer observed, in such a scenario, politics
becomes the art of winning votes from the poor and campaign contributions from
the rich thrcugh promises “to defend each from the other.”14

Elites’ contributions give them greater political influence than less affluent vot-
ers. The prccess then results in economic policies that add to elites’ share of total
wealth and ncome, which is at variance with theories of democracy. The alliance
between government and the rich (the U.S. equivalent of the aristocrats’ relationship
to King George II1), so long feared by the reformers, has been realized.
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Income Distribution

It has long been known that extreme inequality is a major cause of political insta-
bility in many developing countries. Even in a wealthy country like the United
States, economic inequality is associated with poverty, crime, political alienation,
and social unrest. Great inequality in income and wealth is a social problem and
therefore an issue for the policy agenda. Whether the government should reduce
the great inequality between the rich and the poor is the focus of contention. Part of
the uncertainty arises from the imperfect knowledge about the relationship between
inequality and economic growth. It is often held that there is a tradeoff between
equality and efficiency, suggesting that policies aimed at reducing inequality
reduce economic growth.

The concept of liberty and egalitarianism has been a cornerstone of U.S. social
and political culture. Liberty, protected by government as the pursuit of one’s own
self-interest, permits each to acquire material goods according to one’s circum-
stances and abilities. The result has been a great disparity in income and wealth
that undermines equality. We hear a great deal about political equality, which typi-
cally means that individuals are equal before the law, and that regardless of ability
or income, each has the right to vote. There appears to be an assumption that this
narrow technical political equality is the significant equality in the United States,
and we disregard or minimize the fact of economic inequality. Most countries of
the Western world have policies designed to reduce the differences between rich
and poor. In those countries most concede that the role of government should not
be to widen the gap between rich and poor, but rather to reduce it.

How Has U.S. Income Distribution Changed?
Between 1935 and 1945 there was a clear trend toward a more equal distribution of
income in the United States, primarily because of four factors. (1) The end of the
Great Depression and a wartime economy provided full employment, significantly
raising the wages of labor. (2) During World War II a more progressive income tax
and excess-profits taxes reduced the after-tax income of the rich more than that of
the poor. (3) Labor scarcity during the war reduced discrimination against minori-
ties and increased economic opportunities for them. (4) Union membership quadru-
pled and increased the relative income of labor.s

In the decade between 1945 and 1955, the trend toward greater equality con-
tinued, but at a much slower pace as unions began meeting more resistance after
the war, and as continued prosperity meant continued employment and educational
opportunities for minorities. From 1955 through about 1980 the distribution of
income remained relatively constant, largely because governments at all levels
imposed taxes that were less progressive than in former years. Since 1980, inequal-
ity in income has increased.
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Factors Contributing to Greater Economic Inequality

The gap bztween pay for higher- and lower-paid workers has accelerated at least
since 198C, particularly among men.!¢ Between 1980 and 2003, real wages fell for
those at th: bottom of the income distribution, while they remained rather stagnant
for those close to or just above the average and rose briskly for those at the top.
Women'’s 1eal wages on average grew about | percent faster annually during the
same period.

The question is, why did wage inequality expand so rapidly in the past quarter
century? A variety of factors contribute to wage differentials that exist between and
within the same occupation. And not surprisingly, different scholars tend to focus
on different explanations. Marvin Kosters and Murray Ross emphasize supply-side
factors, such as the maturing baby boom generation and the growing role of
women in the labor force.!” Others emphasize demand-side factors, such as the
shift from ¢ manufacturing to a service-oriented economy.'s

Severa policies contributed to the reversal. Since the Reagan administration,
enforcemert of antitrust laws has been given a very low priority. Mergers of large
corporations have become a method for concentrating wealth, undertaken because
of the huge payouts received by chief executive officers and senior executives
when two companies merge. Historically, an increase in worker productivity result-
ed in a simular increase in income for the average worker. But from 1973 to 2002,
median family income grew only about one-third as fast as productivity.!? The pay
gap between more highly educated workers and less educated workers has indeed
increased. Those with more human capital can demand more for their more highly
skilled labo-, which pushes up pay levels. Highly educated (or skilled) workers are
often in a more inelastic supply position, and rising demand forces up their wage
rate.

Globalization is increasingly put forward as an explanation for a growing
income inequality. Undoubtedly, free trade does exert a downward pressure on
U.S. wages, but some scholars are skeptical that it is a major cause of rising
inequality.20 Rising inequality also results from the decline in the number of mid-
dle-class jobs and the accompanying rise in the proportion of jobs in the service
sector that pay lower wages.2!

In 1983 the first year for which comparable statistics are available, 20.1 per-
cent of the labor force belonged to a union; by 2003 the number of private sector
union members had declined to 8.2 percent of the labor force. The minimum wage
of $5.15 an hour was just 34 percent of the average hourly wage in 2003, down
from about 45 percent of the average wage in the mid-1970s. The decline in the
minimum wzge relative to the average wage is clearly a relevant factor. The cover-
age of workers with employer-provided pensions or health care has also declined
for middle- and low-income workers over the past two decades.
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Immigration policy is related to globalization. It increases the pool of labor
and also exerts a greater downward pressure, particularly on middle- and low-wage
workers. Many immigrants who enter the United States are attracted by the avail-
ability of jobs, even though they pay low wages by U.S. standards. But this is
preferable to unemployment or even lower wages in their native countries. While
they are a labor safety valve in their native countries, they clearly increase income
inequality in the United States.

It is largely a matter of public choice as to how much inequality the society
will permit. Growing inequality has become a politically charged topic in recent
years, which raises the question, is there something public policy can or should do
to reduce growing inequalities? Some conservatives have argued that significant
differences in economic inequalities do not necessarily have policy implications.
They argue that the wealthy are inclined to invest their money, creating jobs and
contributing to faster economic growth. Conservatives accuse liberals of fomenting
class warfare when they point to the growing inequality of income and wealth in
society.

Others see the growing inequality as a serious threat to society’s political,
social, and economic well-being. They argue that income inequality causes
spillover effects into the quality of life, even for those not necessarily in poverty.
Wide economic disparities resuit in frustration, stress, and family discord, which
increases the rate of crime, violence, and homicide. Robert Putnam has suggested
that the breakdown of social cohesion brought about by income inequality threat-
ens the functioning of democracy. He found that low levels of civic trust spill over
into a lack of confidence in government and low voter turnout at elections.?? There
is a serious concern that too much inequality could lead to a cycle in which lack of
trust and civic engagement reinforce a public policy that does not result from the
collective deliberation about the public interest, but merely reflects the success of
campaign strategies. In a democracy, the electorate pick their representatives.
However, members of Congress increasingly choose who can vote for them
through gerrymandering. In the 2004 election fewer than 3 percent of the seats
were competitive.2?

Although the current intellectual climate is less supportive of an egalitarian
position than a decade or two ago, it is still true that in most Western countries,
including the United States, significant majorities believe that a bias in favor of
equality to reduce a large income gap accords with a democratic approach.24

Americans’ Bias in Favor of Equality
While we may declare our sympathy for policies favoring equality, most of us
would support inequality if it resulted from certain conditions:
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1. Pecple would agree that inequality is justified if everyone has a fair (not
necessaril equal) chance to get ahead.? Not only would most people not object to
inequality in the distribution of wealth or income if the race was run under fair
conditions with no one handicapped at the start, but they would actively support it
as well. However, the situation quickly becomes murky. Many people do try to
compete for scarce highly paid jobs by attending college so their future incomes
will be higher. Some may choose not to attend college, while others may have
grown up in families who could not afford to send them to college or provide a
background conducive to preparation for it. For those people, the resulting lower
income is not voluntary.

What parameters make conditions fair? Of particular concern is the fairness of
inheritances. What of the genetic inheritance of talent? Much of our most impor-
tant human capital is carried in our genes, with the ownership of productive
resources just an accident of birth. Is it fair that some individuals through their
genetic endowment, a factor beyond the control of the person so equipped, have
high innate intelligence, the physical ability that allows them to become profes-
sional athletes, or the physical attributes that allow them to become highly paid
models, while the genetic inheritance of others determines that they will be mental-
ly or physically limited or even both? We usually do not worry too much over this
kind of inheritance, but its effects are very real.

What of the inheritance of gender? Studies make it plain that females born in
the United States doing the same job as men receive approximately 70 percent of
the pay reczived by a male. Is that fair? What about the inheritance of those who
do not pick their parents wisely and grow up as an ethnic minority, in a culturally
deprived family in a ghetto neighborhood, as opposed to a child born to a white
privileged family who can afford the richest environment and best schools avail-
able for the r children?

Then there is the income differential resulting from inherited wealth. Many of
the super-rich in the United States got that way through merely inheriting large
sums of money. That it should be possible to pass some wealth on from one gener-
ation to another is generally conceded, but the passing on of large fortunes virtual-
ly intact is irequently challenged. Classical conservatives tend to be most support-
ive of the theory of social Darwinism, which holds that society is a place of

‘competition based on the principle of “survival of the fittest,” in which those who
are most fi: win in the competition for material goods. Social Darwinists are
opposed to the passing on of large inheritances from one generation to the next,
because it nullifies the fairness of the competition. Someone who inherits a fortune
may have mediocre ability. but does not have to “compete” with others and prove
their ability through competition. As Barry Switzer famously said, “some people
are born on third base and go through life thinking they hit a triple.”26 The wealthy
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who truly believe in the theory maintain their consistency by opposing the repeal
of estate taxes. They are not a large group.

Any discussion of inheritances suggests the role of chance in income distribu-
tion. Chance operates not only in inheritances, but also in the wider region of
income differentials. One individual hits a lottery jackpot, another finds a super-
highway built adjacent to her farm, increasing its value several times, another
unexpectedly finds oil on his land. On the other hand, a worker may find himself
out of work for a prolonged period due to a recession beyond his control, or the
victim of an expensive debilitating illness, or that a highly paid position she was
trained for disappears.

2. No one objects to inequality if it reflects individual choice. If an individual
decides to turn his back on the secular world, become a Franciscan, and take a
vow of poverty, no one would object. If someone decides to take a job that offers
financial incentives because of unpleasant or inconvenient working conditions, or
because it is more dangerous, we will not object to her higher wages. The problem
is that frequently these decisions do not result from free choices but are brought
about by circumstances. A person raised in a ghetto with no opportunity to sacri-
fice current income to improve skills through education so that a furure income
will be higher, may not have the option of choosing to work in a highly paid pro-
fession.

3. People accept inequality when it reflects merit. Nearly everyone believes in
the correctness of higher pay when we can show that it is justified by a different
contribution to output.2” Some people work longer hours than others, or work hard-
er when on the job. This may result in income differences that are largely volun-
tary. Other workers acquire experience and technical skills over time that may
result in their earning a higher wage. This is part of the justification for a wage dif-
ferential based on seniority.

4. People accept and even support inequality when we are persuaded that the
inequality will benefit everyone. Often the common good is thought to include an
increase in the gross domestic product (GDP), since greater productivity typically
means a brisk demand for labor, higher wages, and greater economic activity.
Therefore, the argument is often made by some politicians and some economists
that policies encouraging inequalities that benefit those with higher incomes are
justified because they will lead to higher savings for the wealthy, which in turn will
ultimately be translated into investments, which will create the jobs enriching the
prospects of everyone else. The proposal for a lower capital gains tax is just such a
suggestion. This is the trickle-down theory, which suggests that if the wealthy
only had more money, they would be more highly motivated to invest more of it in
the hope of making a profit, and these investments would then create more jobs,
thus helping society in general .28
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These four general principles describe how the unequal distribution of income and
wealth is defended. There is no suggestion that this is the way we should think
about inequality.

The Funct onal Theory of Inequality

There is a 'heory that maintains that inequality is functionally imperative, because
no stable svstem can long survive without it.29 According to the functional theory
of inequality, society must first distribute its members into the various jobs or
roles defined by the society and then motivate them to perform their tasks efficient-
ly. Some jobs are more important than others in the sense that successful perform-
ance of them is crucial to the welfare of the whole society.30 Additionally, some
tasks require skills that are either difficult or scarce because they require special
training. To ensure that the most important jobs are performed competently, every
society provides a system of unequal rewards to produce incentives to channel the
most competent people into the most important and difficult jobs. This ensures the
greatest efficiency in the performance of these jobs.

It should be emphasized that, according to this theory, “a position does not
bring power and prestige because it draws a high income. Rather it draws a high
income because it is functionally important and the available personnel is for one
reason or arother scarce.”™! So the population comes to understand that inequality
is functiona . The system of unequal rewards works to the advantage of the whole
system by guaranteeing that jobs essential to society's welfare are performed effi-
ciently and competently.32

Milton FFriedman believes that the market is the most efficient way of filling
the most important positions with the most capable people. Equality of opportunity
is the principle that allows the market to select the most competent individuals:
“No society can be stable unless there is a basic core of value judgments that are
unthinkingly accepted by the great bulk of its members. I believe that payment in
accordance with product has been, and in large measure still is, one of these
accepted valie judgments or institutions.”3 The functional theory of inequality is
intuitively appealing, but it immediately raises several problems.

Tradeoffs Between Equality, Equity, and Efficiency
Equality of income and equity of income are not the same. Equality deals with
incomes in terms of “the same amount,” while equity refers to “fairness.” Equality
deals with what incomes are and variance from a standard, while equity is the nor-
mative question of what incomes should be.

The main argument against an equal distribution of income is based on effi-
ciency. An unequal distribution does provide incentives. To illustrate the point,
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imagine the consequences if the society decided to achieve equality by taxing away
all individual income and then dividing the taxes collected equally among the
entire population. Realizing that harder work would no longer lead to a higher
income would eliminate an important incentive. Any incentive to forgo current
consumption to purchase capital goods would also be abolished, since there would
be no chance of additional income. Since all rewards for harder work, investing,
entrepreneurship, and taking risks by developing capital and acquiring land would
disappear, the gross domestic product would decline dramatically. This suggests
that policies that increase the amount of economic equality (or reduce inequality)
may reduce economic efficiency—that is, lower the incentive to produce (thus
lowering the GDP).

A second argument against an equal distribution of income or wealth is based
on the concept of equity. As noted earlier, people with different natural abilities
and who make unequal contributions to output should not receive the same income.
An equal distribution is not equitable if individual contributions are unequal. U.S.
society has been based on the idea of equality of opportunity rather than equality of
results.

The case in favor of an equal distribution of income must include the argument
that an unequal distribution leads to unequal opportunities. Some income differ-
ences arise because of differences in wealth. Many with income-producing assets
such as stocks and bonds may receive sizable incomes from them. Not only are
these individuals able to acquire additional income-producing assets such as land
or capital investments (i.e., more stocks and bonds), but they are also more able to
invest in human capital through training and education to increase even further the
amount of income they can earn in the future. A person with less wealth is, by con-
trast, less able to invest in other productive factors such as land and capital, or in
education. Therefore, an unequal distribution tends to be perpetuated and even
increased because of the unequal market power of those who already have wealth,
unless the government intervenes through taxes and transfers of income.

A second argument made by those in favor of a more equal income distribution
is that a highly unequal distribution that provided a great deal for the few and little
or nothing for the many creates political unrest and threatens the stability of the
society. When 25 percent of the population live at the subsistence level and the top
10 percent, who receive most of the income, also dominate the political and eco-
nomic levers of power, the poor may be driven to rebel against the economic and
political elites.

Third, it may be argued that a highly unequal distribution of income can, con-
trary to the conservative view, inhibit investment in capital, which is crucial to eco-
nomic growth. While it is true that investment usually comes from people with
higher incomes, if relatively few members of a society have most of its income, the
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rest of the population cannot put significant demand into the economy to stimulate
growth. With a lack of investment incentives, the wealthy may opt to use their
incomes for personal consumption instead.

Liberils sometimes undermine their case for more equality*by denying that
their proposals will have any harmful effects on incentives. Conservatives, on the
other hand, undermine their case against greater equality by making greatly exag-
gerated claims about the loss of efficiency that would arise.

Qualifica‘tions to the Theory

The functional theory of inequality is open to some criticisms that do not demolish
it, but tha significantly narrow the range of inequalities that can be justified as
functional y imperative:

1. It is relatively easy to determine which skills are in scarce supply, but diffi-
culr to tell which jobs are the most important to the welfare of a particular society.
Questions of comparable worth, for example, are notoriously complex problems.
After agre:ment is reached regarding the extremes—for example, the importance
of the cardiovascular surgeon compared to the street-sweeper—it becomes very
difficult to determine the relative importance of jobs more at the “center,” manag-
ing a corporation versus teaching young children, for instance, or working as an
accountant versus being a dentist. How does one decide?

Those supporting the functionalist approach usually shift from an assessment
of the relaiive importance of any particular position to assessing its relative skill
level and the scarcity of that skill in the society.

2. Con'rived scarcity can affect the supply of skilled personnel. Once we shift
attention from the importance of the job to the scarcity of talent., we must confront
the reality that a critically located profession can control the supply of talent. Any
profession tries to promote the economic interest of its members by increasing
their inconie. Competitive conditions would attract more members, potentially
developing a surplus and driving incomes down. So the profession will typically
try to limit its membership through occupational licensing, creating a contrived
scarcity. Many occupations require a state license. Frequently, the licensing
process is very strongly influenced by the profession, whose members claim that
they alone ure competent 1o judge the criteria necessary for training and certifica-
tion. Membears justify their control by citing the need to exclude “quacks.” But the
certification, whether for architects, accountants, lawyers, or physicians, has sub-
stantial econromic value. Frequently, the license is fundamentally a way to raise
wages in a particular profession by limiting competition. Typically, licenses are
granted by ¢ panel of practitioners in the field, who determine how many are to be
granted and to whom. The potential for conflicts of interest is apparent.34
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Restricting competition raises the income of the rent seekers. But if those who ben-
efit can then buy more political influence, which further increases their share of
income, it undermines the democratic notion of equality of competition.

The point is that once the first criterion of the functionalists—the importance
of a particular kind of job—recedes into the background, the functionalist interpre-
tation of the second criterion—the scarcity of needed skills—becomes doubtful.

3. Functionalists emphasize the positive side of their theory and ignore its neg-
ative aspects. The theory does icentify the value of talent and shows how reward-
ing various talents motivates those who possess them to work efficiently. However,
it ignores the demotivating effects for those with fewer talents. Those at the higher
end of the income stream can be motivated with the aspiration to bonuses, higher
wages, life and health insurance benefits, promotions, and pension programs. But
workers at the lower end of the income stream cannot be motivated by higher pay,
for at least two main reasons. First, low income at this end of the pay scale must
provide the differential to fill the higher positions with competent and conscien-
tious workers. Second, the money needed to pay some people more must be taken
from those who will be paid less. Thus, in functionalist theory, the workers on
garbage trucks who are quick and efficient cannot be rewarded by higher pay or
bonuses, although they may be valued employees. As these individuals get older,
and slower, they must continue to work because of the need to provide for their
fami