INTRODUCTION

Ever since the first settlement of Europeans in the New World
America has been a magnet for people seeking adventure, fleeing
from tyranny, or simply trying to make a better life for themselves

and their children.
An initial trickle swelled after the American Revolution and

the establishment of the United States of America and became
a flood in the nineteenth century, when millions of people
streamed across the Atlantic, and a smaller number across the
Pacific, driven by misery and tyranny, and attracted by the
promise of freedom and affluence.

When they arrived, they did not find streets paved with gold;
they did not find an easy life. They did find freedom and an op-
portunity to make the most of their talents. Through hard work,
ingenuity, thrift, and luck, most of them succeeded in realizing
enough of their hopes and dreams to encourage friends and rela-
tives to join them.

The story of the United States is the story of an economic
miracle and a political miracle that was made possible by the
translation into practice of two sets of ideas—both, by a curious -
coincidence, formulated in documents published in the same year,
1776.

One set of ideas was embodied in The Wealth of Nations, the
masterpiece that established the Scotsman Adam Smith as the
father of modern economics. It analyzed the way in which a
market system could combine the freedom of individuals to pur-
sue their own objectives with the extensive cooperation and col-
laboration needed in the economic field to produce our food, our
clothing, our housing. Adam Smith’s key insight was that both
parties to an exchange can benefit and that, so long as cooperation
is strictly voluntary, no exchange will take place unless both
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parties do benefit. No external force, no coercion, no violation
of freedom is necessary to produce cooperation among indi-
viduals all of whom can benefit. That is why, as Adam Smith put
it, an individual who “intends only his own gain” is “led by an
invisible hand to promote an end which was no part of his inten-
tion. 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. I have never known much good done by those who
affected to trade for the public good.” !

The second set of ideas was embodied in the Declaration of
Independence, drafted by Thomas Jefferson to express the general
sense of his fellow countrymen. It proclaimed a new nation, the
first in history established on the principle that every person is
entitled to pursue his own values: “We hold these truths to be
self-evident, that all men are created equal, that they are endowed
by their Creator with certain unalienable Rights; that among
these are Life, Liberty, and the pursuit of Happiness.”

Or, as stated in more extreme and unqualified form nearly a
century later by John Stuart Mill,

The sole end for which mankind are warranted, individually or col-
lectively, in interfering with the liberty of action of any of their
number, is self protection. . . . [Tlhe only purpose for which power
can be tightfully exercised over any member of a civilized commu-
nity, against his will, is to prevent harm to others. His own good,
either physical or moral, is not a sufficient warrant. . . . The only
part of the conduct of any one, for which he is amenable to society,
is that which concerns others. In the part which merely concerns
himself, his independence s, of right, absolute. Over himself, over his
own body and mind, the individual is sovereign.?

Much of the history of the United States revolves about the
attempt to translate the principles of the Declaration of Inde-
pendence into practice—from the struggle over slavery, finally
settled by a bloody civil war, to the subsequent attempt to promote

equality of opportunity, to the more recent attempt to achieve
equality of results,

Economic freedom is an essential requisite for political free-
dom. By enabling people to cooperate with one another without
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coercion or central direction, it reduces the area over which politi-
cal power is exercised. In addition, by dispersing power, the free
market provides an offset to whatever concentration of political
power may arise. The combination of economic and political
power in the same hands is a sure recipe for tyranny,

The combination of economic and political freedom produced
a golden age in both Great Britain and the United States in the
nineteenth century. The United States prospered even more than
Britain. It started with a clean slate: fewer vestiges of class and
status; fewer government restraints; a more fertile field for energy,
drive, and innovation; and an empty continent to conquer.

The fecundity of freedom is demonstrated most dramatically
and clearly in agriculture. When the Declaration of Independence
was enacted, fewer than 3 million persons of European and Afri-
can origin (i.e., omitting the native Indians) occupied a narrow
fringe along the eastern coast. Agriculture was the main economic
activity. It took nineteen out of twenty workers to feed the
country’s inhabitants and provide a surplus for export in exchange
for foreign goods. Today it takes fewer than one out of twenty
workers to feed the 220 million inhabitants and provide a surplus
that makes the United States the largest single exporter of food
in the world.

What produced this miracle? Clearly not central direction by
government—nations like Russia and its satellites, mainland
China, Yugoslavia, and India that today rely on central direction
employ from one-quarter to one-half of their workers in agri-
culture, yet frequently rely on U.S. agriculture to avoid mass -
starvation. During most of the period of rapid agricultural ex-
pansion in the United States the government played a negligible
role, Land was made available—but it was land that had been
unproductive before. After the middle of the nineteenth century
land-grant colleges were established, and they disseminated in-
formation and technology through governmentally financed ex-
tension services. Unquestionably, however, the main source of the
agricultural revolution was private initiative operating in a free
market open to all-—the shame of slavery only excepted. And
the most rapid growth came after slavery was abolished. The
millions of immigrants from all over the world were free to work
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for themselves, as independent farmers or businessmen, or to work
for others, at terms mutually agreed. They were free to experi-
ment with new techniques—at their risk if the experiment failed,
and to their profit if it succeeded. They got little assistance from
government. Even more important, they encountered little in-
terference from government.

Government started playing a major role in agriculture during
and after the Great Depression of the 1930s. It acted primarily to
restrict output in order to keep prices artificially high.

The growth of agricultural productivity depended on the ac-
companying industrial revolution that freedom stimulated. Thence
came the new machines that revolutionized agriculture. Con-
versely, the industrial revolution depended on the availability of
the manpower released by the agricultural revolution. Industry
and agriculture marched hand in hand.

Smith and Jefferson alike had seen concentrated government
power as a great danger to the ordinary man; they saw the pro-
tection of the citizen against the tyranny of government as the per-
petual need. That was the aim of the Virginia Declaration of
Rights (1776) and the United States Bill of Rights (1791); the
purpose of the separation of powers in the U.S. Constitution: the
moving force behind the changes in the British legal structure
from the issuance of the Magna Carta in the thirteenth century to
the end of the nineteenth century. To Smith and Jefferson, gov-
ernment’s role was as an umpire, not a participant. Jefferson’s
ideal, as he expressed it in his first inaugural address (1801), was
“[a] wise and frugal government, which shall restrain men from
injuring one another, which shall leave them otherwise free to
regulate their own pursuits of industry and improvement.”

Ironically, the very success of economic and political freedom
reduced its appeal to later thinkers. The narrowly limited govern-
ment of the late nineteenth century possessed little concentrated
power that endangered the ordinary man. The other side of that
coin was that it possessed little power that would enable good
people to do good. And in an imperfect world there were still
many evils. Indeed, the very progress of society made the residual
evils seem all the more objectionable. As always, people took the
favorable developments for granted. They forgot the danger to
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freedom from a strong government. Instead, they were attracted
by the good that a stronger government could achieve—if only
government power were in the “right” hands.

These ideas began to influence government policy in Great
Britain by the beginning of the twentieth century. They gained
increasing acceptance among intellectuals in the United States
but had little effect on government policy until the Great De-
pression of the early 1930s. As we show in Chapter 3, the depres-
sion was produced by a failure of government in one area—money
—where it had exercised authority ever since the beginning of
the Republic. However, government’s responsibility for the de-
pression was not recognized—either then or now. Instead, the
depression was widely interpreted as a failure of free market
capitalism. That myth led the public to join the intellectuals in a
changed view of the relative responsibilities of individuals and
government. Emphasis on the responsibility of the individual for
his own fate was replaced by emphasis on the individual as a
pawn buffeted by forces beyond his control. The view that gov-
ernment’s role is to serve as an umpire to prevent individuals from
coercing one another was replaced by the view that government’s
role is to serve as a parent charged with the duty of coercing
some to aid others.

These views have dominated developments in the United States
during the past half-century. They have led to a growth in govern-
ment at all levels, as well as to a transfer of power from local
government and local control to central government and central
control. The government has increasingly undertaken the task of .
taking from some to give to others in the name of security and
equality. One government policy after another has been set up to
“regulate” our “pursuits of industry and improvement,” standing
Jefferson’s dictum on its head (Chapter 7).

These developments have been produced by good intentions
with a major assist from self-interest. Even the strongest support-
ers of the welfare and paternal state agree that the results have
been disappointing. In the government sphere, as in the market,
there seems to be an invisible hand, but it operates in precisely
the opposite direction from Adam Smith’s: an individual who in-
tends only to serve the public interest by fostering government
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intervention is “led by an invisible hand to promote” private in-
terests, “which was no part of his intention.” That conclusion is
driven home again and again as we examine, in the chapters that
follow, the several areas in which government power has been
exercised—whether to achieve security (Chapter 4) or equality
(Chapter 5), to promote education (Chapter 6), to protect the
consumer (Chapter 7) or the worker (Chapter 8), or to avoid
inflation and promote employment (Chapter 9).

So far, in Adam Smith’s words, “the uniform, constant, and
uninterrupted effort of every man to better his condition, the
principle from which public and national, as well as private
opulence is originally derived,” has been “powerful enough to
maintain the natural progress of things toward improvement, in
spite both of the extravagance of governments and of the greatest
errors of administration. Like the unknown principle of animal
life, it frequently restores health and vigour to the constitution,
in spite, not only of the disease, but of the absurd prescriptions of
the doctor.” ® So far, that is, Adam Smith’s invisible hand has been
powerful enough to overcome the deadening effects of the invisible
hand that operates in the political sphere.

The experience of recent years—slowing growth and declining
productivity—raises a doubt whether private ingenuity can con-
tinue to overcome the deadening effects of government control if
we continue to grant ever more power to government, to authof-
ize a “new class” of civil servants to spend ever larger fractions
of our income supposedly on our behalf. Sooner or later—and
perhaps sooner than many of us expect—an ever bigger govern-
ment would destroy both the prosperity that we owe to the free
market and the human freedom proclaimed so eloquently in the
Declaration of Independence.

We have not yet reached the point of no return. We are still
free as a people to choose whether we shall continue speeding
down the “road to serfdom,” as Friedrich Hayek entitled his pro-
found and influential book, or whether we shall set tighter limits
on government and rely more heavily on voluntary cooperation
among free individuals to achieve our several objectives. Will our
golden age come to an end in a relapse into the tyranny and
misery that has always been, and remains today, the state of most
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of mankind? Or shall we have the wisdom, the foresight, and the
courage to change our course, to learn from experience, and to
benefit from a “rebirth of freedom”?

If we are to make that choice wisely, we must understand the
fundamental principles of our system, both the economic prin-
ciples of Adam Smith, which explain how it is that a complex,
organized, smoothly running system can develop and flourish
without central direction, how coordination can be achieved
without coercion (Chapter 1); and the political principles ex-
pressed by Thomas Jefferson (Chapter 5). We must understand
why it is that attempts to replace cooperation by central direction
are capable of doing so much harm (Chapter 2). We must under-
stand also the intimate connection between political freedom and
economic freedom.

Fortunately, the tide is turning. In the United States, in Great
Britain, the countries of Western Europe, and in many other
countries around the world, there is growing recognition of the
dangers of big government, growing dissatisfaction with the pol-
icies that have been followed. This shift is being reflected not
only in opinion, but also in the political sphere. It is becoming
politically profitable for our representatives to sing a different
tune—and perhaps even to act differently. We are experiencing
another major change in public opinion. We have the opportunity
to nudge the change in opinion toward greater reliance on indi-
vidual initiative and voluntary cooperation, rather than toward
the other extreme of total collectivism.

In our final chapter, we explore why it is that in a supposedly
democratic political system special interests prevail over the gen-
eral interest. We explore what we can do to correct the defect in
our system that accounts for that result, how we can limit govern-
ment while enabling it to perform its essential functions of de-
fending the nation from foreign enemies, protecting each of us
from coercion by our fellow citizens, adjudicating our disputes,
and enabling us to agree on the rules that we shall follow.




CHAPTER 1

The Power
of the Market

Every day each of us uses innumerable goods and services—to
eat, to wear, to shelter us from the elements, or simply to enjoy.
We take it for granted that they will be available when we want
to buy them. We never stop to think how many people have
played a part in one way or another in providing those goods and
services. We never ask ourselves how it is that the corner grocery
store—or nowadays, supermarket—has the items on its shelves
that we want to buy, how it is that most of us are able to earn the
money to buy those goods.

It is natural to assume that someone must give orders to make
sure that the “right” products are produced in the “right” amounts
and available at the “right” places. That is one method of
coordinating the activities of a large number of people—the
method of the army. The general gives orders to the colonel, the
colonel to the major, the major to the lieutenant, the lieutenant to
the sergeant, and the sergeant to the private.

But that command method can be the exclusive or even prin-
cipal method of organization only in a very small group. Not even
the most autocratic head of a family can control every act of other
family members entirely by order. No sizable army can really be.
run entirely by command. The general cannot conceivably have
the information necessary to direct every movement of the low-
liest private. At every step in the chain of command, the soldier,
whether officer or private, must have discretion to take into
account information about specific circumstances that his com-
manding officer could not have. Commands must be supplemented
by voluntary cooperation—a less obvious and more subtle, but
far more fundamental, technique of coordinating the activities
of large numbers of people.

Russia is the standard example of a large economy that is sup-
posed to be organized by command—a centrally planned econ-
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omy. But that is more fiction than fact. At every level of the
economy, voluntary cooperation enters to supplement central
planning or to offset its rigidities—sometimes legally, sometimes
illegally.!

In agriculture, full-time workers on government farms are per-
mitted to grow food and raise animals on small private plots in
their spare time for their own use or to sell in relatively free
markets. These plots account for less than 1 percent of the agri-
cultural land in the country, yet they are said to provide nearly a
third of total farm output in the Soviet Union (are “said to” be-
cause it is likely that some products of government farms are
clandestinely marketed as if from private plots).

In the labor market individuals are seldom ordered to work
at specific jobs; there is little actual direction of labor in this
sense. Rather, wages are offered for various jobs, and individuals
apply for them—much as in capitalist countries. Once hired, they
may subsequently be fired or may leave for jobs they prefer.
Numerous restrictions affect who may work where, and, of course,
the laws prohibit anyone from setting up as an employer—al-
though numerous clandestine workshops serve the extensive black
market. Allocation of workers on a large scale primarily by com-
pulsion is just not feasible; and neither, apparently, is complete
suppression of private entrepreneurial activity.

The attractiveness of different jobs in the Soviet Union often
depends on the opportunities they offer for extralegal or illegal
moonlighting. A resident of Moscow whose household equipment
fails may have to wait months to have it repaired if he calls the
state repair office. Instead, he may hire a moonlighter—very likely
someone who works for the state repair office. The householder
gets his equipment repaired promptly; the moonlighter gets some
extra income. Both are happy.

These voluntary market elements flourish despite their in-
consistency with official Marxist ideology because the cost of
climinating them would be too high. Private plots could be for-
bidden—but the famines of the 1930s are a stark reminder of the
cost. The Soviet economy is hardly a model of efficiency now.
Without the voluntary elements it would operate at an even lower
level of effectiveness. Recent experience in Cambodia tragically
illustrates the cost of trying to do without the market entirely.

The Power of the Market 1:

Just as no society operates entirely on the command principle,
so none operates entirely through voluntary cooperation. Every
society has some command elements. These take many forms.
They may be as straightforward as military conscription or forbid-
ding the purchase and sale of heroin or cyclamates or court orders
to named defendants to desist from or perform specified actions.
Or, at the other extreme, they may be as subtle as imposing a
heavy tax on cigarettes to discourage smoking—a hint, if not a
command, by some of us to others of us.

It makes a vast difference what the mix is—whether voluntary
exchange is primarily a clandestine activity that flourishes because
of the rigidities of a dominant command element, or whether
voluntary exchange is the dominant principle of organization,
supplemented to a smaller or larger extent by command elements.
Clandestine voluntary exchange may prevent a command economy
from collapsing, may enable it to creak along and even achieve
some progress. It can do little to undermine the tyranny on which
a predominantly command economy rests. A predominantly vol-
untary exchange economy, on the other hand, has within it the
potential to promote both prosperity and human freedom. It may
not achieve its potential in either respect, but we know of no soci-
ety that has ever achieved prosperity and freedom unless volun-
tary exchange has been its dominant principle of organization.
We hasten to add that voluntary exchange is not a sufficient con-
dition for prosperity and freedom. That, at least, is the lesson of
history to date. Many societies organized predominantly by vol-
untary exchange have not achieved either prosperity or freedom, -
though they have achieved a far greater measure of both than
authoritarian societies. But voluntary exchange is a necessary con-
dition for both prosperity and freedom.

COOPERATION THROUGH VOLUNTARY EXCHANGE

A delightful story called I, Pencil: My Family Tree as Told to
Leonard E. Read” * dramatizes vividly how voluntary exchange
enables millions of people to cooperate with one another. Mr.
Read, in the voice of the “Lead Pencil—the ordinary wooden
pencil familiar to all boys and girls and adults who can read and
write,” starts his story with the fantastic statement that “not a
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single person . . . knows how to make me.” Then he proceeds
to tell about all the things that go into the making of a pencil.
First, the wood comes from a tree, “a cedar of straight grain that
grows in Northern California and Oregon.” To cut down the tree
and cart the logs to the railroad siding requires “saws and trucks
and rope and . . . countless other gear.” Many persons and
numberless skills are involved in their fabrication: in “the mining
of ore, the making of steel and its refinement into saws, axes,
motors; the growing of hemp and bringing it through all the stages
to heavy and strong rope; the logging camps with their beds
fmd mess halls, . . . untold thousands of persons had a hand
mn every cup of coffee the loggers drink!”

And s0 Mr. Read goes on to the bringing of the logs to the mill,
the millwork involved in converting the logs to slats, and the
transportation of the slats from California to Wilkes-Barre, where
the particular pencil that tells the story was manufactured. And
so far we have only the outside wood of the pencil. The “lead”
center is not really lead at all. It starts as graphite mined in
Ceylon. After many complicated processes it ends up as the lead
in the center of the pencil.

The bit of metal—the ferrule—near the top of the pencil is
brass. “Think of all the persons,” he says, “who mine zinc and
copper and those who have the skills to make shiny sheet brass
from these products of nature.”

What we call the eraser is known in the trade as “the plug.” It
is thought to be rubber. But Mr. Read tells us the rubber is only
for binding purposes. The erasing is actually done by “Factice,”
a rubberlike product made by reacting rape seed oil from the
Dutch East Indies (now Indonesia) with sulfur chloride.

After all of this, says the pencil, “Does anyone wish to chal-
lenge my earlier assertion that no single person on the face of this
earth knows how to make me?”

None of the thousands of persons involved in producing the
pencil performed his task because he wanted a pencil. Some
among them never saw a pencil and would not know what it is
for. Each saw his work as a way to get the goods and services
he wanted— goods and services we produced in order to get the
pencil we wanted. Every time we go to the store and buy a pencil,
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we are exchanging a little bit of our services for the infinitesimal
amount of services that each of the thousands contributed toward
producing the pencil.

It is even more astounding that the pencil was ever produced.
No one sitting in a central office gave orders to these thousands of
people. No military police enforced the orders that were not given.
These people live in many lands, speak different languages, prac-
tice different religions, may even hate one another—yet none of
these differences prevented them from cooperating to produce a
pencil. How did it happen? Adam Smith gave us the answer two
hundred years ago.

THE ROLE OF PRICES

The key insight of Adam Smith’s Wealth of Nations is mislead-
ingly simple: if an exchange between two parties is voluntary, it
will not take place unless both believe they will benefit from it.
Most economic fallacies derive from the neglect of this simple
insight, from the tendency to assume that there is a fixed pie, that
one party can gain only at the expense of another.

This key insight is obvious for a simple exchange between two
individuals. It is far more difficult to understand how it can enable
people living all over the world to cooperate to promote their
separate interests.

The price system is the mechanism that performs this task with-
out central direction, without requiring people to speak to cne
another or to like one another. When you buy your pencil or your
daily bread, you don’t know whether the pencil was made or the
wheat was grown by a white man or a black man, by a Chinese or
an Indian. As a result, the price system enables people to co-
operate peacefully in one phase of their life while each one goes
about his own business in respect of everything else.

Adam Smith’s flash of genius was his recognition that the prices
that emerged from voluntary transactions between buyers and
sellers—for short, in a free market—could coordinate the activity
of millions of people, each seeking his own interest, in such a way
as to make everyone better off. It was a startling idea then, and it
remains one today, that economic order can emerge as the unin-
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tended consequence of the actions of many people, each seeking
his own inferest.

The price system works so well, so efliciently, that we are not
aware of it most of the time. We never realize how well it func-
tions until it is prevented from functioning, and even then we
seldom recognize the scurce of the trouble.

The long gasoline lines that suddenly emerged in 1974 after
the OPEC oil embargo, and again in the spring and summer of
1979 after the revolution in Iran, are a striking recent example.
On both occasions there was a sharp disturbance in the supply of
crude oil from abroad. But that did not lead to gasoline lines in
Germany or Japan, which are wholly dependent on imported oil.
It led to long gasoline lines in the United States, even though we
produce much of our own ocil, for one reason and one reason
only: because legislation, administered by a government agency,
did not permit the price system to function, Prices in some areas
were kept by command below the level that would have equated
the amount of gasoline available at the gas stations to the amount
consumers wanted to buy at that price. Supplies were allocated to
different areas of the country by command, rather than in re-
sponse to the pressures of demand as reflected in price. The result
was surpluses in some areas and shortages plus long gasoline lines
in others. The smooth operation of the price system—which for
many decades had assured every consumer that he could buy
gasoline at any of a large number of service stations at his con-
venience and with a minimal wait—was replaced by bureaucratic
improvisation.

Prices perform three functions in organizing economic activity:
first, they transmit information; second, they provide an incentive
to adopt those methods of production that are least costly and
thereby use available resources for the most highly valued pur-
poses; third, they determine who gets how much of the product—
the distribution of income. These three functions are closely in-
terrelated,

Transmission of Information

Suppose that, for whatever reason, there is an increased demand
for lead pencils—perhaps because a baby boom increases school
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enrollment. Retail stores will find that they are selling more
pencils. They will order more pencils from their wholesalers. The
wholesalers will order more pencils from the manufacturers. The
manufacturers will order more wood, more brass, more graphite
—all the varied products used to make a pencil. In order to induce
their suppliers to produce more of these items, they will have to
offer higher prices for them. The higher prices will induce the
suppliers to increase their work force to be able to meet the
higher demand. To get more workers they will have to offer
higher wages or better working conditions. In this way ripples
spread out over ever widening circles, transmitting the informa-
tion to people all over the world that there is a greater demand
for pencils—or, to be more precise, for some product they are
engaged in producing, for reasons they may not and need not
know.

The price system transmits only the important information
and only to the people who need to know. The producers of wood,
for example, do not have to know whether the demand for pencils
has gone up because of a baby boom or because 14,000 more
government forms have to be filled out in pencil. They don’t even
have to know that the demand for pencils has gone up. They
need to know only that someone is willing to pay more for wood
and that the higher price is likely to last long enough to make
it worthwhile to satisfy the demand. Both items of information
are provided by market prices—the first by the current price, the
second by the price offered for future delivery.

A major problem in transmitting information efficiently is to
make sure that everyone who can use the information gets it
without clogging the “in” baskets of those who have no use for it.
The price system automatically solves this problem. The people
who transmit the information have an incentive to search out
the people who can use it and they are in a position to do so.
People who can use the information have an incentive to get it
and they are in a position to do so. The pencil manufacturer is
in touch with people selling the wood he uses. He is always try-
ing to find additional suppliers who can offer him a better
product or a lower price. Similarly, the producer of wood is in
touch with his customers and is always trying to find new ones.
On the other hand, people who are not currently engaged in these
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activities and are not considering them as future activities have
no interest in the price of wood and will ignore it.

The transmission of information through prices is enormously
facilitated these days by organized markets and by specialized
communication facilities. It is a fascinating exercise to look
through the price quotations published daily in, say, the Wall
Street Journal, not to mention the numerous more specialized
trade publications. These prices mirror almost instantly what is
happening all over the world. There is a revolution in some
remote country that is a major producer of copper, or there is a
disruption of copper production for some other reason. The cur-
rent price of copper will shoot up at once. To find out how long
knowledgeable people expect the supplies of copper to be affected,
you need merely examine the prices for future delivery on the
same page.

Few readers even of the Wall Street Journal are interested in
more than a few of the prices quoted. They can readily ignore the
rest. The Wall Street Journal does not provide this information
out of altruism or because it recognizes how important it is for
the operation of the economy. Rather, it is led to provide this
information by the very price system whose functioning it facili-
tates. It has found that it can achieve a larger or a more profitable
circulation by publishing these prices—information transmitted
to it by a different set of prices.

Prices not only transmit information from the ultimate buyers
to retailers, wholesalers, manufacturers, and owners of resources;
they also transmit information the other way. Suppose that a
forest fire or strike reduces the availability of wood. The price of
wood will go up. That will tell the manufacturer of pencils that
it will pay him to use less wood, and it will not pay him to
produce as many pencils as before unless he can sell them for a
higher price. The smaller production of pencils will enable the
retailer to charge a higher price, and the higher price will inform
the final user that it will pay him to wear his pencil down to a
shorter stub before he discards it, or shift to a mechanical pencil.
Again, he doesn’t need to know why the pencil has become more
expensive, only that it has.

Anything that prevents prices from expressing freely the condi-
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tions of demand or supply interferes with the transmission of
accurate information. Private monopoly-—control over a par-
ticular commodity by one producer or a cartel of producers—is
one example. That does not prevent the transmission of informa-
tion through the price system, but it does distort the information
transmitted. The quadrupling of the price of oil in 1973 by the
oil cartel transmitted very important information. However, the
information it transmitted did not reflect a sudden reduction in
the supply of crude oil, or a sudden discovery of new technical
knowledge about future supplies of oil, or anything else of a
physical or technical character bearing on the relative availability
of oil and other sources of energy. It simply transmitted the in-
formation that a group of countries had succeeded in organizing
a price-fixing and market-sharing arrangement.

Price controls on oil and other forms of energy by the U.S.
government in their turn prevented information about the effect
of the OPEC cartel from being transmitted accurately to users
of petroleum. The result both strengthened the OPEC cartel,
by preventing a higher price from leading U.S. consumers to
economize on the use of oil, and required the introduction of
major command elements in the United States in order to allocate
the scarce supply (by a Department of Energy spending in 1979
about $10 billion and employing 20,000 people).

Important as private distortions of the price system are, these
days the government is the major source of interference with a
free market system—through tariffs and other restraints on in-
ternational trade, domestic action fixing or affecting individual .
prices, including wages (see Chapter 2), government regulation
of specific industries (see Chapter 7), monetary and fiscal poli-
cies producing erratic inflation (see Chapter 9), and numerous
other channels.

One of the major adverse effects of erratic inflation is the in-
troduction of static, as it were, into the transmission of informa-
tion through prices. If the price of wood goes up, for example,
producers of wood cannot know whether that is because inflation
is raising all prices or because wood is now in greater demand or
lower supply relative to other products than it was before the
price hike. The information that is important for the organization



18 FREE TO CHOOSE: A Personal Statement

of production is primarily about relative prices—the price of one
item compared with the price of another. High inflation, and
particularly highly variable inflation, drowns that information in
meaningless static.

Incentives

The effective transmission of accurate information is wasted un-
less the relevant people have an incentive to act, and act cor-
rectly, on the basis of that information. It does no good for the
producer of wood to be told that the demand for wood has gone
up unless he has some incentive to react to the higher price of
wood by producing more wood. One of the beauties of a free
price system is that the prices that bring the information also
provide both an incentive to react to the information and the
means to do so.

This function of prices is intimately connected with the third
function—determining the distribution of income—and cannot
be explained without bringing that function into the account. The
producer’s income—what he gets for his activities—is determined
by the difference between the amount he receives from the sale
of his output and the amount he spends in order to produce it. He
balances the one against the other and produces an output such
that producing a little more would add as much to his costs as to
his receipts. A higher price shifts this margin.

In general, the more he produces, the higher the cost of produc-
ing still more. He must resort to wood in less accessible or other-
wise less favorable locations; he must hire less skilled workers or
pay higher wages to attract skilled workers from other pursuits,
But now the higher price enables him to bear these higher costs
and so provides both the incentive to increase output and the
means to do so.

Prices also provide an incentive to act on information not only
about the demand for output but also about the most efficient
way to produce a product. Suppose one kind of wood becomes
scarcer and therefore more expensive than another. The pencil
manufacturer gets that information through a rise in the price of
the first kind of wood. Because his income, too, is determined by
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the difference between sales receipts and costs, he has an incen-
tive to economize on that kind of wood. To take a different ex-
ample, whether it is less costly for loggers to use a chain saw or
handsaw depends on the price of the chain saw and the handsaw,
the amount of labor required with each, and the wages of differ-
ent kinds of labor. The enterprise doing the logging has an incen-
tive to acquire the relevant technical knowledge and to combine
it with the information transmitted by prices in order to minimize
costs.

Or take a more fanciful case that illustrates the subtlety of the
price system. The rise in the price of oil engineered by the OPEC
cartel in 1973 altered slightly the balance in favor of the hand-
saw by raising the cost of operating a chain saw. If that seems
far-fetched, consider the effect on the use of diesel-powered versus
gasoline-powered trucks to haul logs out of the forests and to the
sawmill.

To carry this example one step further, the higher price of oil,
insofar as it was permitted to occur, raised the cost of products
that used more oil relative to products that used less. Consumers
had an incentive to shift from the one to the other. The most
obvious examples are shifts from large cars to small ones and
from heating by oil to heating by coal or wood. To go much
further afield to more remote effects: insofar as the relative price
of wood was raised by the higher cost of producing it or by the
greater demand for wood as a substitute source of energy, t'he
resulting higher price of lead pencils gave consumers an incentive
to economize on pencils! And so on in infinite variety.

We have discussed the incentive effect so far in terms of
producers and consumers. But it also operates with respect to
workers and owners of other productive resources. A higher de-
mand for wood will tend to produce a higher wage for loggers.
This is a signal that labor of that type is in greater demand than
before. The higher wage gives workers an incentive to act on
that information. Some workers who were indifferent about being
loggers or doing something else may now choose to become
loggers. More young people entering the labor market may be-
come loggers. Here, too, interference by government, through
minimum wages, for example, or by trade unions, through re-
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stricting entry, may distort the information transmitted or may
prevent individuals from freely acting on that information (see
Chapter 8).

Information about prices—whether it be wages in different
activities, the rent of land, or the return to capital from different
uses—is not the only information that is relevant in deciding how
to use a particular resource. It may not even be the most im-
portant information, particularly about how to use one’s own
labor. That decision depends in addition on one’s own interests
and capacities—what the great economist Alfred Marshall called
the whole of the advantages and disadvantages of an occupation,
monetary and nonmonetary. Satisfaction in a job may compensate
for low wages. On the other hand, higher wages may compensate
for a disagreeable job.

Distribution of Income

The income each person gets through the market is determined,
as we have seen, by the difference between his receipts from the
sale of goods and services and the costs he incurs in producing
those goods and services. The receipts consist predominantly of
direct payments for the productive resources we own—payments
for labor or the use of land or buildings or other capital. The case
of the entrepreneur—like the manufacturer of pencils—is dif-
ferent in form but not in substance. His income, too, depends on
how much of each productive resource he owns and on the price
that the market sets on the services of those resources, though in
his case the major productive resource he owns may be the
capacity to organize an enterprise, coordinate the resources it
uses, assume risks, and so on. He may also own some of the other
productive resources used in the enterprise, in which case part
of his income is derived from the market price for their services.
Similarly, the existence of the modern corporation does not alter
matters. We speak loosely of the “corporation’s income” or of
“business” having an income. That is figurative language. The
corporation is an intermediary between its owners—the stock-
holders—and the resources other than the stockholders’ capital,
the services of which it purchases. Only people have incomes and
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they derive them through the market from the resources they own,
whether these be in the form of corporate stock, or of bonds, or
of land, or of their personal capacity.

In countries like the United States the major productive re-
source is personal productive capacity—what economists call
“human capital.” Something like three-quarters of all income
generated in the United States through market transactions takes
the form of the compensation of employees (wages and salaries
plus supplements), and about half the rest takes the form of the
income of proprietors of farms and nonfarm enterprises, which
is a mixture of payment for personal services and for owned
capital.

The accumulation of physical capital—of factories, mines,
office buildings, shopping centers; highways, railroads, airports,
cars, trucks, planes, ships; dams, refineries, power plants; houses,
refrigerators, washing machines, and so on and on in endless
variety—has played an essential role in economic growth. With-
out that accumulation the kind of economic growth that we have
enjoyed could never have occurred. Without the maintenance of
inherited capital the gains made by one generation would be
dissipated by the next.

But the accumulation of human capital—in the form of in-
creased knowledge and skills and improved health and longevity
—has also played an essential role. And the two have reinforced
one another. The physical capital enabled people to be far more
productive by providing them with the tools to work with. And the
capacity of people to invent new forms of physical capital, to.
learn how to use and get the most out of physical capital, and to
organize the use of both physical and human capital on a larger
and larger scale enabled the physical capital to be more produc-
tive. Both physical and human capital must be cared for and
replaced. That is even more difficult and costly for human than
for physical capital—a major reason why the return to human
capital has risen so much more rapidly than the return to physical
capital.

The amount of each kind of resource each of us owns is partly
the result of chance, partly of choice by ourselves or others.
Chance determines our genes and through them affects our physi-



22 FREE TO CHOOSE: A Personal Statement

cal and mental capacities. Chance determines the kind of family
and cultural environment into which we are born and as a result
our opportunities to develop our physical and mental capacity.
Chance determines also other resources we may inherit from our
parents or other benefactors. Chance may destroy or enhance
the resources we start with. But choice also plays an important
role. Our decisions about how to use our resources, whether to
work hard or take it easy, to enter one occupation or another,
to engage in one venture or another, to save or spend—these may
determine whether we dissipate our resources or improve and
add to them. Similar decisions by our parents, by other benefac-
tors, by millions of people who may have no direct connection
with us will affect our inheritance.

The price that the market sets on the services of our resources
is similarly affected by a bewildering mixture of chance and
choice. Frank Sinatra’s voice was highly valued in twentieth-
century United States. Would it have been highly valued in
twentieth-century India, if he had happened to be born and to
live there? Skill as a hunter and trapper had a high value in
eighteenth- and nineteenth-century America, a much lower value
in twentieth-century America. Skill as a baseball player brought
much higher returns than skill as a basketball player in the 1920s;
the reverse is true in the 1970s. These are all matters involving
chance and choice—in these examples, mostly the choices made
by consumers of services that determine the relative market prices
of different items. But the price we receive for the services of our
resources through the market also depends on our own choices—
where we choose to settle, how we choose to use those resources,
to whom we choose to sell their services, and so on.

In every society, however it is organized, there is always dis-
satisfaction with the distribution of income. All of us find it hard
to understand why we should receive less than others who seem
no more deserving—or why we should be receiving more than so
many others whose needs seem as great and whose deserts seem
no less. The farther fields always look greener—so we blame the
existing system. In a command system envy and dissatisfaction
are directed at the rulers. In a free market system they are
directed at the market.
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One result has been an attempt to separate this function of the
price system—distributing income—from its other functions—
transmitting information and providing incentives. Much govern-
ment activity during recent decades in the United States and
other countries that rely predominantly on the market has been
directed at altering the distribution of income generated by the
market in order to produce a different and more equal distribution
of income. There is a strong current of opinion pressing for still
further steps in this direction. We discuss this movement at greater
length in Chapter 5.

However we might wish it otherwise, it simply is not possible
to use prices to transmit information and provide an incentive to
act on that information without using prices also to affect, even
if not completely determine, the distribution of income. If what a
person gets does not depend on the price he receives for the
services of his resources, what incentive does he have to seek out
information on prices or to act on the basis of that information?
If Red Adair’s income would be the same whether or not he per-
forms the dangerous task of capping a runaway oil well, why
should he undertake the dangerous task? He might do so once,
for the excitement. But would he make it his major activity? If
your income will be the same whether you work hard or not, why
should you work hard? Why should you make the effort to search
out the buyer who values most highly what you have to sell if you
will not get any benefit from doing so? If there is no reward for
accumulating capital, why should anyone postpone to a later date
what he could enjoy now? Why save? How would the existing
physical capital ever have been built up by the voluntary restraint
of individuals? If there is no reward for maintaining capital, why
should people not dissipate any capital which they have either
accumulated or inherited? If prices are prevented from affecting
the distribution of income, they cannot be used for other purposes.
The only alternative is command. Some authority would have to
decide who should produce what and how much. Some authority
would have to decide who should sweep the streets and who man-
age the factory, who should be the policeman and who the physi-
cian.

The intimate connection among the three functions of the
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price system has manifested itself in a different way in the com-
munist countries. Their whole ideology centers on the alleged ex-
ploitation of labor under capitalism and the associated superiority
of a society based on Marx’s dictum: “to each according to his
needs, from each according to his ability.” But the inability to
run a pure command economy has made it impossible for them
to separate income completely from prices.

For physical resources—land, buildings, and the like—they
have been able to go farthest by making them the property of the
government. But even here the effect is a lack of incentive to
maintain and improve the physical capital. When everybody owns
something, nobody owns it, and nobody has a direct interest in
maintaining or improving its condition. That is why buildings in
the Soviet Union—Ilike public housing in the United States—look
decrepit within a year or two of their construction, why machines
in government factories break down and are continuously in need
of repair, why citizens must resort to the black market for main-
taining the capital that they have for their personal use.

For human resources the communist governments have not
been able to go as far as with physical resources, though they
have tried to. Even they have had to permit people to own them-
selves to some extent and to let them make their own decisions,
and have had to let prices affect and guide those decisions and
determine the income received. They have, of course, distorted
those prices, prevented them from being free market prices, but
they have been unable to eliminate market forces.

The obvious inefficiencies that have resulted from the com-
mand system have led to much discussion by planners in socialist
countries—Russia, Czechoslovakia, Hungary, China—of the pos-
sibility of making greater use of the market in organizing produc-
tion. At a conference of economists from East and West, we once
heard a brilliant talk by a Hungarian Marxist economist. He had
rediscovered for himself Adam Smith’s invisible hand—a remark-
able if somewhat redundant intellectual achievement. He tried,
however, to improve on it in order to use the price system to
transmit information and organize production efficiently but not
to distribute income. Needless to say, he failed in theory, as the
communist countries have failed in practice.
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A BROADER VIEW

Adam Smith’s “invisible hand” is generally regarded as referring
to purchases or sales of goods or services for money. But economic
activity is by no means the only area of human life in which a
complex and sophisticated structure arises as an unintended con-
sequence of a large number of individuals cooperating while each
pursues his own interests.

Consider, for example, language. It is a complex structure
that is continually changing and developing. It has a well-defined
order, yet no central body planned it. No one decided what words
should be admitted into the language, what the rules of grammar
should be, which words should be adjectives, which nouns. The
French Academy does try to control changes in the French lan-
guage, but that was a late development. It was established lon_g
after French was already a highly structured language and it
mainly serves to put the seal of approval on changes over which
it has no control. There have been few similar bodies for other
languages.

How did language develop? In much the same way as an
economic order develops through the market—out of the volun-
tary interaction of individuals, in this case seeking to trade ideas
or information or gossip rather than goods and services with one
another. One or another meaning was attributed to a word, or
words were added as the need arose. Grammatical usages devel-
oped and were later codified into rules. Two parties wi?o want
to communicate with one another both benefit from coming to a
common agreement about the words they use. As a wider afld
wider circle of people find it advantageous to communicate with
one another, a common usage spreads and is codified in dic-
tionaries. At no point is there any coercion, any central planner
who has power to command, though in more recent times govern-
ment school systems have played an important role in standardiz-
ing usage.

Another example is scientific knowledge. The structure of
disciplines—physics, chemistry, meteorology, philosophy, h_uman-
ities, sociology, economics—was not the product of a deliberate



26 FREE TO CHOOSE: A Personal Statement

decision by anyone. Like Topsy, it “just growed.” It did so because
scholars found it convenient. It is not fixed, but changes as dif-
ferent needs develop.

Within any discipline the growth of the subject strictly parallels
the economic marketplace. Scholars cooperate with one another
because they find it mutually beneficial. They accept from one
another’s work what they find useful. They exchange their find-
ings—by verbal communication, by circulating unpublished
papers, by publishing in journals and books. Cooperation is
worldwide, just as in the economic market. The esteem or ap-
proval of fellow scholars serves very much the same function
that monetary reward does in the economic market. The desire
to earn that esteem, to have their work accepted by their peers,
leads scholars to direct their activities in scientifically efficient
directions. The whole becomes greater than the sum of its parts,
as one scholar builds on another’s work. His work in turn be-
comes the basis for further development. Modern physics is as
much a product of a free market in ideas as a modern automobile
is a product of a free market in goods. Here again, developments
have been much influenced, particularly recently, by government
involvement, which has affected both the resources available and
the kinds of knowledge that have been in demand. Yet govern-
ment has played a secondary role. Indeed, one of the ironies of
the situation is that many scholars who have strongly favored
government central planning of economic activity have recognized
very clearly the danger to scientific progress that would be im-
posed by central government planning of science, the danger of
having priorities imposed from above rather than emerging spon-
taneously from the gropings and explorations of individual scien-
tists.

A society’s values, its culture, its social conventions—all these
develop in the same way, through voluntary exchange, spon-
taneous cooperation, the evolution of a complex structure through
trial and error, acceptance and rejection. No monarch ever
decreed that the kind of music that is enjoyed by residents of
Calcutta, for example, should differ radically from the kind
enjoyed by residents of Vienna. These widely different musical
cultures developed without anyone’s “planning” them that way,
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through a kind of social evolution paralleling biological evolu-
tion—though, of course, individual sovereigns or even elected
governments may have affected the direction of social evolution
by sponsoring one or another musician or type of music, just as
wealthy private individuals did.

The structures produced by voluntary exchange, whether they
be language or scientific discoveries or musical styles or economic
systems, develop a life of their own. They are capable of taking
many different forms under different circumstances. Voluntary
exchange can produce uniformity in some respects combined with
diversity in others. It is a subtle process whose general principles
of operation can fairly readily be grasped but whose detailed
results can seldom be foreseen.

These examples may suggest not only the wide scope for
voluntary exchange but also the broad meaning that must be
attached to the concept of “self-interest.” Narrow preoccupation
with the economic market has led to a narrow interpretation of
self-interest as myopic selfishness, as exclusive concern with im-
mediate material rewards. Economics has been berated for
allegedly drawing far-reaching conclusions from a wholly un-
realistic “economic man” who is little more than a calculating
machine, responding only to monetary stimuli. That is a great
mistake. Self-interest is not myopic selfishness. It is whatever it
is that interests the participants, whatever they value, whatever
goals they pursue. The scientist seeking to advance the frontiers
of his discipline, the missionary seeking to convert infidels to the
true faith, the philanthropist seeking to bring comfort to the needy .
—all are pursuing their interests, as they see them, as they judge
them by their own values.

THE ROLE OF GOVERNMENT

Where does government enter into the picture? To some extent
government is a form of voluntary cooperation, a way in which
people choose to achieve some of their objectives through gov-
ernmental entities because they believe that is the most effective
means of achieving them.

The clearest example is local government under conditions
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where people are free to choose where to live. You may decide to
live in one community rather than another partly on the basis of
the kind of services its government offers. If it engages in activi-
ties you object to or are unwilling to pay for, and these more
than balance the activities you favor and are willing to pay for,
you can vote with your feet by moving elsewhere. There is com-
petition, limited but real, so long as there are available alterna-
tives.

But government is more than that. It is also the agency that is
widely regarded as having a monopoly on the legitimate use of
force or the threat of force as the means through which some of
us can legitimately impose restraints through force upon others
of us. The role of government in that more basic sense has
changed drastically over time in most societies and has differed
widely among societies at any given time. Much of the rest of
this book deals with how its role has changed in the United States
in recent decades, and what the effects of its activities have been.

In this initial sketch we want to consider a very different ques-
tion. In a society whose participants desire to achieve the greatest
possible freedom to choose as individuals, as families, as mem-
bers of voluntary groups, as citizens of an organized government,
what role should be assigned to government?

It is not easy to improve on the answer that Adam Smith gave
to this question two hundred years ago:

All systems either of preference or of restraint, therefore, being thus
completely taken away, the obvious and simple system of natural
liberty establishes itself of its own accord. Every man, as long as he
does not violate the laws of justice, is left perfectly free to pursue his
own interest his own way, and to bring both his industry and capital
into competition with those of any other man, or order of men. The
sovereign is completely discharged from a duty, in the attempting to
perform which he must always be exposed to innumerable delusions,
and for the proper performance of which no human- wisdom or
knowledge could ever be sufficient: the duty of superintending the
industry of private people, and of directing it towards the employ-
ments most suitable to the interest of the society. According to the
system of natural liberty, the sovereign has only three duties to attend
to; three duties of great importance, indeed, but plain and intelligible
to common understandings: first, the duty of protecting the society
from the violence and invasion of other independent societies;
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secondly, the duty of protecting, as far as possible, every member of
the society from the injustice or oppression of every other member
of it, or the duty of establishing an exact administration of justice;
and, thirdly, the duty of erecting and maintaining certain public
works and certain public institutions, which it can never be for the
interest of any individual, or small number of individuals, to erect
and maintain; because the profit could never repay the expence to
any individual or small number of individuals, though it may fre-
quently do much more than repay it to a great society.?

The first two duties are clear and straightforward: the protection
of individuals in the society from coercion whether it comes from
outside or from their fellow citizens. Unless there is such protec-
tion, we are not really free to choose. The armed robber’s “Your
money or your life” offers me a choice, but no one would de-
scribe it as a free choice or the subsequent exchange as voluntary.

Of course, as we shall see repeatedly throughout this book, it
is one thing to state the purpose that an institution, particularly
a governmental institution, “ought” to serve; it is quite another
to describe the purposes the institution actually serves. The in-
tentions of the persons responsible for setting up the institution
and of the persons who operate it often differ sharply. Equally
important, the results achieved often differ widely from those in-
tended.

Military and police forces are required to prevent coercion
from without and within. They do not always succeed and the
power they possess is sometimes used for very different purposes.
A major problem in achieving and preserving a free society is
precisely how to assure that coercive powers granted to govern- -
ment in order to preserve freedom are limited to that function and
are kept from becoming a threat to freedom. The founders of our
country wrestled with that problem in drawing up the Constitu-
tion. We have tended to neglect it.

Adam Smith’s second duty goes beyond the narrow police func-
tion of protecting people from physical coercion; it includes “an
exact administration of justice.” No voluntary exchange that is at
all complicated or extends over any considerable period of time
can be free from ambiguity. There is not enough fine print in the
world to specify in advance every contingency that might arise
and to describe precisely the obligations of the various parties to
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the exchange in each case. There must be some way to mediate
disputes. Such mediation itself can be voluntary and need not
involve government. In the United States today, most disagree-
ments that arise in connection with commercial contracts are
settled by resort to private arbitrators chosen by a procedure
specified in advance. In response to this demand an extensive
private judicial system has grown up. But the court of last resort
is provided by the governmental judicial system.

This role of government also includes facilitating voluntary
exchanges by adopting general rules—the rules of the economic
and social game that the citizens of a free society play. The most
obvious example is the meaning to be attached to private prop-
erty. I own a house. Are you “trespassing” on my private property
if you fly your private airplane ten feet over my roof? One
thousand feet? Thirty thousand feet? There is nothing “natural”
about where my property rights end and yours begin. The major
way that society has come to agree on the rules of property is
through the growth of common law, though more recently legisla-
tion has played an increasing role.

Adam Smith’s third duty raises the most troublesome issues.
He himself -egarded it as having a narrow application. It has
since been used to justify an extremely wide range of govern-
ment activities. In our view it describes a valid duty of a govern-
ment directed to preserving and strengthening a free society; but
it can also be interpreted to justify unlimited extensions of gov-
ernment power.

The valid element arises because of the cost of producing some
goods or services through strictly voluntary exchanges. To take
one simple example suggested directly by Smith’s description of
the third duty: city streets and general-access highways could be
provided by private yoluntary exchange, the costs being paid for
by charging tolls. But the costs of collecting the tolls would
often be very large compared to the cost of building and main-
taining the streets or highways. This is a “public work” that it

might not “be for the interest of any individual . . . to erect
and maintain . . . though it” might be worthwhile for “a great
society.”

A more subtle example involves effects on “third parties,”
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people who are not parties to the particular exchange—the classic
“smoke nuisance” case. Your furnace pours forth sooty smoke
that dirties a third party’s shirt collar. You have unintentionally
imposed costs on a third party. He would be willing to let you
dirty his collar for a price—but it is simply not feasible for you
to identify all of the people whom you affect or for them to dis-
cover who has dirtied their collars and to require you to indemnify
them individually or reach individual agreements with them.

The effect of your actions on third parties may be to confer
benefits rather than impose costs. You landscape your house
beautifully, and all passersby enjoy the sight. They would be
willing to pay something for the privilege but it is not feasible
to charge them for looking at your lovely flowers.

To lapse into technical jargon, there is a “market failure” be-
cause of “external” or “neighborhood” effects for which it is not
feasible (i.e., would cost too much) to compensate or charge
the people affected; third parties have had involuntary exchanges
imposed on them.

Almost everything we do has some third-party effects, how-
ever small and however remote. In consequence, Adam Smith’s
third duty may at first blush appear to justify almost any proposed
government measure. But there is a fallacy. Government measures
also have third-party effects. “Government failure” no less than
“market failure” arises from “external” or “neighborhood” effects.
And if such effects are important for a market transaction, they
are likely also to be important for government measures intended
to correct the “market failure.” The primary source of significant
third-party effects of private actions is the difficulty of identifying
the external costs or benefits. When it is casy to identify who is
hurt or who is benefited, and by how much, it is fairly straight-
forward to replace involuntary by voluntary exchange, or at least
to require individual compensation. If your car hits someone
else’s because of your negligence, you can be made to pay him
for damages even though the exchange was involuntary. If it
were easy to know whose collars were going to be dirtied, it would
be possible for you to compensate the people affected, or alterna-
tively, for them to pay you to pour out less smoke.

If it is difficult for private parties to identify who imposes costs
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or benefits on whom, it is difficult for government to do so. As a
result a government attempt to rectify the situation may very
well end up making matters worse rather than better—imposing
costs on innocent third parties or conferring benefits on lucky
bystanders. To finance its activities it must collect taxes, which
themselves affect what the taxpayers do—-still another third-
party effect. In addition, every accretion of government power for
whatever purpose increases the danger that government, instead
of serving the great majority of its citizens, will become a means
whereby some of its citizens can take advantage of others. Every
government measure bears, as it were, a smokestack on its back.

Voluntary arrangements can allow for third-party effects to a
much greater extent than may at first appear. To take a trivial
example, tipping at restaurants is a social custom that leads you
to assure better service for people you may not know or ever
meet and, in return, be assured better service by the actions of
still another group of anonymous third parties. Nonetheless, third-
party effects of private actions do occur that are sufficiently im-
portant to justify government action. The lesson to be drawn from
the misuse of Smith’s third duty is not that government interven-
tion is never justified, but rather that the burden of proof should
be on its proponents. We should develop the practice of examining
both the benefits and the costs of proposed government interven-
tions and require a very clear balance of benefits over costs be-
fore adopting them. This course of action is recommended not
only by the difficulty of assessing the hidden costs of government
intervention but also by another consideration. Experience shows
that once government undertakes an activity, it is seldom ter-
minated. The activity may not live up to expectation but that is
more likely to lead to its expansion, to its being granted a larger
budget, than to its curtailment or abolition.

A fourth duty of government that Adam Smith did not ex-

plicitly mention is the duty to protect members of the community
who cannot be regarded as “responsible” individuals. Like Adam
Smith’s third duty, this one, too, is susceptible of great abuse. Yet
it cannot be avoided.

Freedom is a tenable objective only for responsible individuals.
We do not believe in freedom for madmen or children. We must
somehow draw a line between responsible individuals and others,
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yet doing so introduces a fundamental ambiguity into our ulti-
mate objective of freedom. We cannot categorically reject pater-
nalism for those whom we consider as not responsible.

For children we assign responsibility in the first instance to
parents. The family, rather than the individual, has always been
and remains today the basic building block of our society, though
its hold has clearly been weakening—one of the most unfortunate
consequences of the growth of government paternalism. Yet the
assignment of responsibility for children to their parents is largely
a matter of expediency rather than principle. We believe, and
with good reason, that parents have more interest in their children
than anyone else and can be relied on to protect them and to
assure their development into responsible adults. However, we
do not believe in the right of the parents to do whatever they will
with their children—to beat them, murder them, or sell them into
slavery. Children are responsible individuals in embryo. They
have ultimate rights of their own and are not simply the play-
things of their parents.

Adam Smith’s three duties, or our four duties of government,
are indeed “of great importance,” but they are far less “plain and
intelligible to common understandings™ than he supposed. Though
we cannot decide the desirability or undesirability of any actual
or proposed government intervention by mechanical reference to
one or another of them, they provide a set of principles that we
can use in casting up a balance sheet of pros and cons. Even on
the loosest interpretation, they rule out much existing govern-
ment intervention—all those “systems either of preference or of -
restraint” that Adam Smith fought against, that were subsequently
destroyed, but have since reappeared in the form of today’s
tariffs, governmentally fixed prices and wages, restrictions on
entry into various occupations, and numerous other departures
from his “simple system of natural liberty.” (Many of these are
discussed in later chapters.)

LIMITED GOVERNMENT IN PRACTICE

In today’s world big government seems pervasive. We may well
ask whether there exist any contemporaneous examples of socie-
ties that rely primarily on voluntary exchange through the market
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to organize their economic activity and in which government is
limited to our four duties.

Perhaps the best example is Hong Kong—a speck of land next
to mainland China containing less than 400 square miles with a
population of roughly 4.5 million people. The density of popula-
tion is almost unbelievable—14 times as many people per square
mile as in Japan, 185 times as many as in the United States. Yet
they enjoy one of the highest standards of living in all of Asia—
second only to Japan and perhaps Singapore.

Hong Kong has no tariffs or other restraints on international
trade (except for a few “voluntary” restraints imposed by. the
United States and some other major countries). It has no gov-
ernment direction of economic activity, no minimum wage laws,
no fixing of prices. The residents are free to buy from whom they
want, to sell to whom they want, to invest however they want, to
hire whom they want, to work for whom they want.

Government plays an important role that is limited primarily
to our four duties interpreted rather narrowly. It enforces law and
order, provides a means for formulating the rules of conduct,
adjudicates disputes, facilitates transportation and communica-
tion, and supervises the issuance of currency. It has provided
public housing for arriving refugees from China. Though govern-
ment spending has grown as the economy has grown, it remains
among the lowest in the world as a fraction of the income of the
people. As a result, low taxes preserve incentives. Businessmen
can reap the benefits of their success but must also bear the costs
of their mistakes.

It is somewhat ironic that Hong Kong, a Crown colony of
Great Britain, should be the modern exemplar of free markets
and limited government. The British officials who govern it have
enabled Hong Kong to flourish by following policies radically at
variance with the welfare state policies that have been adopted
by the mother country.

Though Hong Kong is an excellent current example, it is by
no means the most important example of limited government and
free market societies in practice. For this we must go back in
time to the nineteenth century. One example, Japan in the first
thirty years after the Meiji Restoration in 1867, we leave for
Chapter 2.
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Two other examples are Great Britain and the United States.
Adam Smith’s Wealth of Nations was one of the early blows in
the battle to end government restrictions on industry and trade.
The final victory in that battle came seventy years later, in 1846,
with the repeal of the so-called Corn Laws—Ilaws that imposed
tariffs and other restrictions on the importation of wheat and
other grains, referred to collectively as “corn.” That ushered in
three-quarters of a century of complete free trade lasting until
the outbreak of World War T and completed a transition that had
begun decades earlier to a highly limited government, one that
left every resident of Britain, in Adam Smith’s words quoted
earlier, “perfectly free to pursue his own interest his own way,
and to bring both his industry and capital into competition with
those of any other man, or order of men.”

Economic growth was rapid. The standard of life of the ordi-
nary citizen improved dramatically—making all the more visible
the remaining areas of poverty and misery portrayed so movingly
by Dickens and other contemporary novelists. Population in-
creased along with the standard of life. Britain grew in power and
influence around the world. All this while government spending
fell as a fraction of national income—from close to one-quarter
of the national income early in the nineteenth century to about
one-tenth of national income at the time of Queen Victoria’s
Jubilee in 1897, when Britain was at the very apex of its power
and glory.

The United States is another striking example. There were
tariffs, justified by Alexander Hamilton in his famous Report on
Manufactures in which he attempted—with a decided lack of
success—to refute Adam Smith’s arguments in favor of free
trade. But they were modest, by modern standards, and few other
government restrictions impeded free trade at home or abroad.
Until after World War I immigration was almost completely free
(there were restrictions on immigration from the Orient). As the
Statue of Liberty inscription has it:

Give me your tired, your poor,

Your huddled masses yearning to breathe free,
The wretched refuse of your teeming shore.
Send these, the homeless, tempest-tossed to me:
1 lift my lamp beside the golden door.
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They came by the millions, and by the millions they were ab-
sorbed. They prospered because they were left to their own
devices.

A myth has grown up about the United States that paints the
nineteenth century as the era of the robber baron, of rugged,
unrestrained individualism. Heartless monopoly capitalists al-
legedly exploited the poor, encouraged immigration, and then
fleeced the immigrants unmercifully. Wall Street is pictured as
conning Main Street, as bleeding the sturdy farmers in the Middle
West, who survived despite the widespread distress and misery
inflicted on them.

The reality was very different. Immigrants kept coming. The
early ones might have been fooled, but it is inconceivable that
millions kept coming to the United States decade after decade to
be exploited. They came because the hopes of those who had
preceded them were largely realized. The streets of New York
were not paved with gold, but hard work, thrift, and enterprise
brought rewards that were not even imaginable in the Old World.
The newcomers spread from east to west. As they spread, cities
sprang up, ever more land was brought into cultivation. The
country grew more prosperous and more productive, and the im-
migrants shared in the prosperity.

If farmers were exploited, why did their number increase? The
prices of farm products did decline. But that was a sign of suc-
cess, not of failure, reflecting the development of machinery, the
bringing under cultivation of more land, and improvements in
communication, all of which led to a rapid growth in farm out-
put. The final proof is that the price of farmland rose steadily—
hardly a sign that farming was a depressed industry!

The charge of heartlessness, epitomized in the remark that
William H. Vanderbilt, a railroad tycoon, is said to have made
to an inquiring reporter, “The public be damned,” is belied by
the flowering of charitable activity in the United States in the
nineteenth century. Privately financed schools and colleges mul-
tiplied; foreign missionary activity exploded; nonprofit private
hospitals, orphanages, and numerous other institutions sprang up
like weeds. Almost every charitable or public service organiza-
tion, from the Society for the Prevention of Cruelty to Animals
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to the YMCA and YWCA, from the Indian Rights Association
to the Salvation Army, dates from that period. Voluntary coopera-
tion is no less effective in organizing charitable activity than in
organizing production for profit.

The charitable activity was matched by a burst of cultural
activity—art museums, opera houses, symphonies, museums, pub-
lic libraries arose in big cities and frontier towns alike.

The size of government spending is one measure of govern-
ment’s role. Major wars aside, government spending from 1800
to 1929 did not exceed about 12 percent of the national income.
Two-thirds of that was spent by state and local governments,
mostly for schools and roads. As late as 1928, federal govern-
ment spending amounted to about 3 percent of the national in-
come.

The success of the United States is often attributed to its
generous natural resources and wide open spaces. They certainly
played a part—but then, if they were crucial, what explains the
success of nineteenth-century Great Britain and Japan or twen-
tieth-century Hong Kong?

It is often maintained that while a let-alone, limited govern-
ment policy was feasible in sparsely settled nineteenth-century
America, government must play a far larger, indeed dominant,
role in a modern urbanized and industrial society. One hour in
Hong Kong will dispose of that view.

Our society is what we make it. We can shape our institutions.
Physical and human characteristics limit the alternatives available
to us. But none prevents us, if we will, from building a society that
relies primarily on voluntary cooperation to organize both eco-
nomic and other activity, a society that preserves and expands
human freedom, that keeps government in its place, keeping it
our servant and not letting it become our master.




CHAPTER 2

The Tyranny
of Controls

In discussing tariffs and other restrictions on international trade
in his Wealth of Nations, Adam Smith wrote:

What is prudence in the conduct of every private family, can scarce
be folly in that of a great kingdom. If a foreign country can supply
us with a commodity cheaper than we oursclves can make it, better
buy it of them with some part of the produce of our own industry,
employed in a way in which we have some advantage. . . . In every
country, it always is and must be the interest of the great body of the
pecople to buy whatever they want of those who sell it cheapest. The
proposition is so very manifest, that it scems ridiculous to take any
pains to prove it; nor could it ever have been called in question, had
not the interested sophistry of merchants and manufacturers con-
founded the common sense of mankind. Their interest is, in this
respect, directly opposite to that of the great body of the people.!

These words are as true today as they were then. In domestic as
well as foreign trade, it is in the interest of “the great body of the
people” to buy from the cheapest source and sell to the dearest.
Yet “interested sophistry” has led to a bewildering proliferation of
restrictions on what we may buy and sell, from whom we may buy
and to whom we may sell and on what terms, whom we may em-
ploy and whom we may work for, where we may live, and what
we may eat and drink.

Adam Smith pointed to “the interested sophistry of merchants
and manufacturers.” They may have been the chief culprits in his
day. Today they have much company. Indeed, there is hardly one
of us who is not engaged in “interested sophistry” in one area or
another. In Pogo’s immortal words, “We have met the enemy and
they is us.” We rail against “special interests” except when the
“special interest” happens to be our own. Each of us knows that
what is good for him is good for the country—so our “special
interest” is different. The end result is a maze of restraints and
restrictions that makes almost all of us worse off than we would
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be if they were all eliminated. We lose far more from measures
that serve other “special interests™ than we gain from measures
that serve our “special interest.”

The clearest example is in international trade. The gains to
some producers from tariffs and other restrictions are more than
offset by the loss to other producers and especially to consumers
in general. Free trade would not only promote our material wel-
fare, it would also foster peace and harmony among nations and
spur domestic competition.

Controls on foreign trade extend to domestic trade. They be-
come intertwined with every aspect of economic activity. Such
controls have often been defended, particularly for underdevel-
oped countries, as essential to provide development and progress.
A comparison of the experience of Japan after the Meiji Restora-
tion in 1867 and of India after independence in 1947 tests this
view. It suggests, as do other examples, that free trade at home
and abroad is the best way that a poor country can promote the
well-being of its citizens.

The economic controls that have proliferated in the United
States in recent decades have not only restricted our freedom to
use our economic resources, they have also affected our freedom
of speech, of press, and of religion.

INTERNATIONAIL TRADE

It is often said that bad economic policy reflects disagreement
among the experts; that if all economists gave the same advice,
economic policy would be good. Economists often do disagree,
but that has not been true with respect to international trade.
Ever since Adam Smith there has been virtual unanimity among
economists, whatever their ideological position on other issues,
that international free trade is in the best interest of the trading
countries and of the world. Yet tariffs have been the rule. The
only major exceptions are nearly a century of free trade in Great
Britain after the repeal of the Corn Laws in 1846, thirty years
of free trade in Japan after the Meiji Restoration. and free trade
in Hong Kong today. The United States had tariffs throughout
the nineteenth century and they were raised still higher in the
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twentieth century, especially by the Smoot-Hawley tariff bill of
1930, which some scholars regard as partly responsible for the
severity of the subsequent depression. Tariffs have since been re-
duced by repeated international agreements, but they remain high,
probably higher than in the nineteenth century, though the vast
changes in the kinds of items entering international trade make a
precise comparison impossible.

Today, as always, there is much support for tariffs—euphemis-
tically labeled “protection,” a good label for a bad cause. Pro-
ducers of steel and steelworkers’ unions press for restrictions on
steel imports from Japan. Producers of TV sets and their workers
lobby for “voluntary agreements” to limit imports of TV sets or
components from Japan, Taiwan, or Hong Kong. Producers of
textiles, shoes, cattle, sugar—they and myriad others complain
about “unfair” competition from abroad and demand that gov-
ernment do something to “protect” them. Of course, no group
makes its claim on the basis of naked self-interest. Every group
speaks of the “general interest,” of the need to preserve jobs or
to promote national security. The need to strengthen the dollar
vis-a-vis the mark or the yen has more recently joined the tradi-
tional rationalizations for restrictions on imports.

The Economic Case for Free Trade

One voice that is hardly ever raised is the consumer’s. So-called
consumer special interest groups have proliferated in recent years.
But you will search the news media, or the records of congres-
sional hearings in vain, to find any record of their launching a
concentrated attack on tariffs or other restrictions on imports,
even though consumers are major victims of such measures. The
self-styled consumer advocates have other concerns—as we shall
see in Chapter 7.

The individual consumer’s voice is drowned out in the cacoph-
ony of the “interested sophistry of merchants and manufacturers”
and their employees. The result is a serious distortion of the issue.
For example, the supporters of tariffs treat it as self-evident that
the creation of jobs is a desirable end, in and of itself, regardless
of what the persons employed do. That is clearly wrong. If all we
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want are jobs, we can create any number—for example, have
people dig holes and then fill them up again, or perform other
useless tasks. Work is sometimes its own reward. Mostly, however,
it is the price we pay to get the things we want. Our real objective
is not just jobs but productive jobs—jobs that will mean more
goods and services to consume.

Another fallacy seldom contradicted is that exports are good,
imports bad. The truth is very different. We cannot eat, wear, or
enjoy the goods we send abroad. We eat bananas from Central
America, wear Italian shoes, drive German automobiles, and
enjoy programs we see on our Japanese TV sets. Our gain from
foreign trade is what we import. Exports are the price we pay to
get imports. As Adam Smith saw so clearly, the citizens of a na-
tion benefit from getting as large a volume of imports as possible
in return for its exports, or equivalently, from exporting as little
as possible to pay for its imports.

The misleading terminology we use reflects these erroneous
ideas. “Protection” really means exploiting the consumer. A “fa-
vorable balance of trade” really means exporting more than we
import, sending abroad goods of greater total value than the goods
we get from abroad. In your private household, you would surely
prefer to pay less for more rather than the other way around, yet
that would be termed an “unfavorable balance of payments” in
foreign trade.

The argument in favor of tariffs that has the greatest emotional
appeal to the public at large is the alleged need to protect the high
standard of living of American workers from the “unfair” com- .
petition of workers in Japan or Korea or Hong Kong who are
willing to work for a much lower wage. What is wrong with this
argument? Don’t we want to protect the high standard of living
of our people?

The fallacy in this argument is the loose use of the terms “high”
wage and “low” wage. What do high and low wages mean?
American workers are paid in dollars; Japanese workers are paid
in yen. How do we compare wages in dollars with wages in yen?
How many yen equal a dollar? What determines that exchange
rate?

Consider an extreme case. Suppose that, to begin with, 360 yen




42 FREE TO CHOOSE: A Personal Statement

equal a dollar. At this exchange rate, the actual rate of exchange
for many years, suppose that the Japanese can produce and sell
everything for fewer dollars than we can in the United States—
TV sets, automobiles, steel, and even soybeans, wheat, milk, and
ice cream. If we had free international trade, we would try to buy
all our goods from Japan. This would seem to be the extreme
horror story of the kind depicted by defenders of tariffs—we
would be flooded with Japanese goods and could sell them noth-
ing.

Before throwing up your hands in horror, carry the analysis one
step further. How would we pay the Japanese? We would offer
them dollar bills. What would they do with the dollar bills? We
have assumed that at 360 yen to the dollar everything is cheaper
in Japan, so there is nothing in the U.S. market that they would
want to buy. If the Japanese exporters were willing to burn or
bury the dollar bills, that would be wonderful for us. We would
get all kinds of goods for green pieces of paper that we can pro-
duce in great abundance and very cheaply. We would have the
most marvelous export industry conceivable.

Of course, the Japanese would not in fact sell us useful goods
in order to get useless pieces of paper to bury or burn. Like us,
they want to get something real in return for their work. If all
goods were cheaper in Japan than in the United States at 360 yen
to the dollar, the exporters would try to get rid of their dollars,
would try to sell them for 360 yen to the dollar in order to buy
the cheaper Japanese goods. But who would be willing to buy the
dollars? What is true for the Japanese exporter is true for every-
one in Japan. No one will be willing to give 360 yen in exchange
for one dollar if 360 yen will buy more of everything in Japan
than one dollar will buy in the United States. The exporters, on
discovering that no one will buy their dollars at 360 yen, will offer
to take fewer yen for a dollar. The price of the dollar in terms of
yen will go down—to 300 yen for a dollar, or 250 yen, or 200
yen. Put the other way around, it will take more and more dollars
to buy a given number of Japanese yen. Japanese goods are priced
in yen, so their price in dollars will go up. Conversely, U.S. goods
are priced in dollars, so the more dollars the Japanese get for a
given number of yen, the cheaper U.S. goods become to the Jap-
anesc in terms of yen. ‘
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The price of the dollar in terms of yen would fall until, on the
average, the dollar value of goods that the Japanese buy from
the United States roughly equaled the dollar value of goods that
the United States buys from Japan. At that price everybody who
wanted to buy yen for dollars would find someone who was will-
ing to sell him yen for dollars.

The actual situation is, of course, more complicated than this
hypothetical example. Many nations, and not merely the United
States and Japan, are engaged in trade, and the trade often takes
roundabout directions. The Japanese may spend some of the dol-
lars they earn in Brazil, the Brazilians in turn may spend those
dollars in Germany, and the Germans in the United States, and
so on in endless complexity. However, the principle is the same.
People, in whatever country, want dollars primarily to buy useful
items, not to hoard.

Another complication is that dollars and yen are used not only
to buy goods and services from other countrics but also to invest
and make gifts. Throughout the nineteenth century the United
States had a balance of payments deficit almost every year—an
“unfavorable” balance of trade that was good for everyone. For-
eigners wanted to invest capital in the United States. The British,
for example, were producing goods and sending them to us in
return for pieces of paper—not dollar bills, but bonds promising
to pay back a sum of money at a later time plus interest. The
British were willing to send us their goods because they regarded
those bonds as a good investment. On the average, they were
right. They received a higher return on their savings than was
available in any other way. We, in turn, benefited by foreign in-
vestment that enabled us to develop more rapidly than we could
have developed if we had been forced to rely solely on our own
savings.

In the twentieth century the situation was reversed. U.S. citizens
found that they could get a higher return on their capital by in-
vesting abroad than they could at home. As a result the United
States sent goods abroad in return for evidence of debt—bonds
and the like. After World War II, the U.S. government made
gifts abroad in the form of the Marshall Plan and other foreign
aid programs. We sent goods and services abroad as an expression
of our belief that we were thereby contributing to a more peaceful
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world. These government gifts supplemented private gifts—from
charitable groups, churches supporting missionaries, individuals
contributing to the support of relatives abroad, and so on.

None of these complications alters the conclusion suggested by
the hypothetical extreme case. In the real world, as well as in that
hypothetical world, there can be no balance of payments problem
so long as the price of the dollar in terms of the yen or the mark
or the franc is determined in a free market by voluntary transac-
tions. Tt is simply not true that high-wage American workers are,
as a group, threatened by “unfair” competition from low-wage
foreign workers. Of course, particular workers may be harmed if
a new or improved product is developed abroad, or if foreign pro-
ducers become able to produce such products more cheaply. But
that is no different from the effect on a particular group of workers
of other American firms’ developing new or improved products
or discovering how to produce at lower costs. That is simply mar-
ket competition in practice, the major source of the high standard
of life of the American worker. If we want to benefit from a vital,
dynamic, innovative economic system, we must accept the need
for mobility and adjustment. It may be desirable to ease these
adjustments, and we have adopted many arrangements, such as
unemployment insurance, to do so, but we should try to achieve
that objective without destroying the flexibility of the system—
that would be to kill the goose that has been laying the golden
eggs. In any event, whatever we do should be evenhanded with
respect to foreign and domestic trade.

What determines the items it pays us to import and to export?
An American worker is currently more productive than a Japanese
worker. It is hard to determine just how much more productive—
estimates differ. But suppose he is one and a half times as pro-
ductive. Then, on average, the American’s wages would buy about
one and a half times as much as a Japanese worker’s wages. It
is wasteful to use American workers to do anything at which they
are less than one and a half times as efficient as their Japanese
counterparts. In the economic jargon coined more than 150 years
ago, that is the principle of comparative advantage. Even if we
were more efficient than the Japanese at producing everything, it
would not pay us to produce everything. We should concentrate
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on doing those things we do best, those things where our superi-
ority is the greatest.

As a homely illustration, should a lawyer who can type twice
as fast as his secretary fire the secretary and do his own typing?
If the lawyer is twice as good a typist but five times as good a
lawyer as his secretary, both he and the secretary are better off if
he practices law and the secretary types letters.

Another source of “unfair competition” is said to be subsidies
by foreign governments to their producers that enable them to
sell in the United States below cost. Suppose a foreign govern-
ment gives such subsidies, as no doubt some do. Who is hurt and
who benefits? To pay for the subsidies the foreign government
must tax its citizens. They are the ones who pay for the subsidies.
U.S. consumers benefit. They get cheap TV sets or automobiles
or whatever it is that is subsidized. Should we complain about
such a program of reverse foreign aid? Was it noble of the United
States to send goods and services as gifts to other countries in the
form of Marshall Plan aid or, later, foreign aid, but ignoble for
foreign countries to send us gifts in the indirect form of goods and
services sold to us below cost? The citizens of the foreign govern-
ment might well complain. They must suffer a lower standard of
living for the benefit of American consumers and of some of their
fellow citizens who own or work in the industries that are subsi-
dized. No doubt, if such subsidies are introduced suddenly or
erratically, that will adversely affect owners and workers in U.S.
industries producing the same products. However, that is one of
the ordinary risks of doing business. Enterprises never complain
about unusual or accidental events that confer windfall gains. The
free enterprise system is a profit and loss system. As already noted,
any measures to ease the adjustment to sudden changes should be
applied evenhandedly to domestic and foreign trade.

In any event, disturbances are likely to be temporary. Suppose
that, for whatever reason, Japan decided to subsidize steel very
heavily. If no additional tariffs or quotas were imposed, imports
of steel into the United States would go up sharply. That would
drive down the price of steel in the United States and force steel
producers to cut their output, causing unemployment in the steel
industry. On the other hand, products made of steel could be
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purchased more cheaply. Buyers of such products would have
extra money to spend on other things. The demand for other
items would go up, as would employment in enterprises producing
those items. Of course, it would take time to absorb the now un-
employed steelworkers. However, to balance that effect, workers
in other industries who had been unemployed would find jobs
available. There need be no net loss of employment, and there
would be a gain in output because workers no longer needed to
produce steel would be available to produce something else.

The same fallacy of looking at only one side of the issue is
present when tariffs are urged in order to add to employment. If
tariffs are imposed on, say, textiles, that will add to output and
employment in the domestic textile industry. However, foreign
producers who no longer can sell their textiles in the United States
earn fewer dollars. They will have less to spend in the United
States. Exports will go down to balance decreased imports. Em-
ployment will go up in the textile industry, down in the export
industries. And the shift of employment to less productive uses
will reduce total output.

The national security argument that a thriving domestic steel
industry, for example, is needed for defense has no better basis.
National aefense needs take only a small fraction of total steel
used in the United States. And it is inconceivable that complete
free trade in steel would destroy the U.S. steel industry. The ad-
vantages of being close to sources of supply and fuel and to the
market would guarantee a relatively large domestic steel industry.
Indeed, the need to meet foreign competition, rather than being
sheltered behind governmental barriers, might very well produce
a stronger and more efficient steel industry than we have today.

Suppose the improbable did happen. Suppose it did prove
cheaper to buy all our steel abroad. There are alternative ways
to provide for national security. We could stockpile steel. That is
easy, since steel takes relatively little space and is not perishable.
We could maintain some steel plants in mothballs, the way we
maintain ships, to go into production in case of need. No doubt
there are still other alternatives. Before a steel company decides
to build a new plant, it investigates alternative ways of doing so,
alternative locations, in order to choose the most efficient and eco-
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nomical. Yet in all its pleas for subsidies on national security
grounds, the steel industry has never presented cost estimates for
alternative ways of providing national security. Until they do, we
can be sure the national security argument is a rationalization of
industry self-interest, not a valid reason for the subsidies.

No doubt the executives of the steel industry and of the steel
labor unions are sincere when they adduce national security argu-
ments. Sincerity is a much overrated virtue. We are all capable of
persuading ourselves that what is good for us is good for the coun-
try. We should not complain about steel producers making such
arguments, but about letting ourselves be taken in by them.

What about the argument that we must defend the dollar, that
we must keep it from falling in value in terms of other currencies—
the Japanese yen, the German mark, or the Swiss franc? That is
a wholly artificial problem. If foreign exchange rates are deter-
mined in a free market, they will settle at whatever level will clear
the market. The resulting price of the dollar in terms of the yen,
say, may temporarily fall below the level justified by the cost in
dollars and yen respectively of American and Japanese goods. If
so, it will give persons who recognize that situation an incentive
to buy dollars and hold them for a while in order to make a profit
when the price goes up. By lowering the price in yen of American
exports to Japanese, it will stimulate American exports; by raising
the price in dollars of Japanese goods, it will discourage imports
from Japan. These developments will increase the demand for
dollars and so correct the initially low price. The price of the dol-
lar, if determined freely, serves the same function as all other
prices. It transmits information and provides an incentive to act
on that information because it affects the incomes that participants
in the market receive.

Why then all the furor about the “weakness” of the dollar? Why
the repeated foreign exchange crises? The proximate reason is
because foreign exchange rates have not been determined in a
free market. Government central banks have intervened on a
grand scale in order to influence the price of their currencies. In
the process they have lost vast sums of their citizens’ money (for
the United States close to $2 billion from 1973 to early 1979).
Even more important, they have prevented this important set of
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prices from performing its proper function. They have not been
able to prevent the basic underlying economic forces from ulti-
mately having their effect on exchange rates, but have been able
to maintain artificial exchange rates for substantial intervals. The
effect has been to prevent gradual adjustment to the underlying
forces. Small disturbances have accumulated into large ones, and
ultimately there has been a major foreign exchange “crisis.”

Why have governments intervened in foreign exchange mar-
kets? Because foreign exchange rates reflect internal policies. The
U.S. dollar has been weak compared to the Japanese yen, the
German mark, and the Swiss franc primarily because inflation has
been much higher in the United States than in the other countries.
Inflation meant that the dollar was able to buy less and less at
home. Should we be surprised that it has also been able to buy
less abroad? Or that Japanese or Germans or Swiss should not be
willing to exchange as many of their own currency units for a
dollar? But governments, like the rest of us, go to great lengths
to try to conceal or offset the undesirable consequences of their
own policies. A government that inflates is therefore led to try
to manipulate the foreign exchange rate. When it fails, it blames
internal inflation on the decline in the exchange rate, instead of
acknowledging that cause and effect run the other way.

In all the voluminous literature of the past several centuries on
free trade and protectionism, only three arguments have ever been
advanced in favor of tariffs that even in principle may have some
validity.

First is the national security argument already mentioned. Al-
though that argument is more often a rationalization for particular
tariffs than a valid reason for them, it cannot be denied that on
occasion it might justify the maintenance of otherwise uneco-
nomical productive facilities. To go beyond this statement of
possibility and establish in a specific case that a tariff or other
trade restriction is justified in order to promote national security,
it would be necessary to compare the cost of achieving the specific
security objective in alternative ways and establish at least a prima
facie case that a tariff is the least costly way. Such cost compari-
sons are seldom made in practice.

The second is the “infant industry” argument advanced, for
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example, by Alexander Hamilton in his Report on Manufactures.
There is, it is said, a potential industry which, if once established
and assisted during its growing pains, could compete on equal
terms in the world market. A temporary tariff is said to be justi-
fied in order to shelter the potential industry in its infancy and
enable it to grow to maturity, when it can stand on its own feet.
Even if the industry could compete successfully once established,
that does not of itself justify an initial tariff. It is worthwhile for
consumers to subsidize the industry initially—which is what they
in effect do by levying a tariffi—only if they will subsequently get
back at least that subsidy in some other way, through prices later
lower than the world price, or through some other advantages of
having the industry. But in that case, is a subsidy needed? Will it
then not pay the original entrants into the industry to suffer ini-
tial losses in the expectation of being able to recoup them later?
After all, most firms experience losses in their early years, when
they are getting established. That is true if they enter a new in-
dustry or if they enter an existing one. Perhaps there may be some
special reason why the original entrants cannot recoup their initial
losses even though it be worthwhile for the community at large to
make the initial investment. But surely the presumption is the
other way.

The infant industry argument is a smoke screen. The so-called
infants never grow up. Once imposed, tariffs are seldom elimi-
nated. Moreover, the argument is seldom used on behalf of true
unborn infants that might conceivably be born and survive if given
temporary protection. They have no spokesmen. It is used to jus-
tify tariffs for rather aged infants that can mount political pres-
sure.

The third argument for tariffs that cannot be dismissed out of
hand is the “beggar-thy-neighbor” argument. A country that is a
major producer of a product, or that can join with a small num-
ber of other producers that together control a major share of
production, may be able to take advantage of its monopoly posi-
tion by raising the price of the product (the OPEC cartel is the
obvious current example). Instead of raising the price directly,
the country can do so indirectly by imposing an export tax on the
product—an export tariff. The benefit to itself will be less than
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the cost to others, but from the national point of view, there can
be a gain. Similarly, a country that is the primary purchaser of
a product—in economic jargon, has monopsony power—may be
able to benefit by driving a hard bargain with the sellers and im-
posing an unduly low price on them. One way to do so is to im-
pose a tariff on the import of the product. The net return to the
seller is the price less the tariff, which is why this can be equiva-
lent to buying at a lower price. In effect, the tariff is paid by the
foreigners (we can think of no actual example). In practice this
nationalistic approach is highly likely to promote retaliation by
other countries. In addition, as for the infant industry argument,
the actual political pressures tend to produce tariff structures that
do not in fact take advantage of any monopoly or monopsony
positions.

A fourth argument, one that was made by Alexander Hamilton
and continues to be repeated down to the present, is that free
trade would be fine if all other countries practiced free trade but
that so long as they do not, the United States cannot afford to.
This argument has no validity whatsoever, either in principle or
in practice. Other countries that impose restrictions on interna-
tional trade do hurt us. But they also hurt themselves. Aside from
the three cases just considered, if we impose restrictions in turn,
we simply add to the harm to ourselves and also harm them as
well. Competition in masochism and sadism is hardly a prescrip-
tion for sensible international economic policy! Far from leading
to a reduction in restrictions by other countries, this kind of re-
taliatory action simply leads to further restrictions.

We are a great nation, the leader of the free world. It ill be-
hooves us to require Hong Kong and Taiwan to impose export
quotas on textiles to “protect” our textile industry at the expense
of U.S. consumers and of Chinese workers in Hong Kong and
Taiwan. We speak glowingly of the virtues of free trade, while
we use our political and economic power to induce Japan to re-
strict exports of steel and TV sets. We should move unilaterally
to free trade, not instantaneously, but over a period of, say, five
years, at a pace announced in advance.

Few measures that we could take would do more to promote
the cause of freedom at home and abroad than complete free
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trade. Instead of making grants to foreign governments in the
name of economic aid—thereby promoting socialism—uwhile at
the same time imposing restrictions on the products they produce
—thereby hindering free enterprise—we could assume a consistent
and principled stance. We could say to the rest of the world: we
believe in freedom and intend to practice it. We cannot force you
to be free. But we can offer full cooperation on equal terms to all.
Our market is open to you without tariffs or other restrictions.
Sell here what you can and wish to. Buy whatever you can and
wish to. In that way cooperation among individuals can be world-
wide and free.

The Political Case for Free Trade

Interdependence is a pervasive characteristic of the modern world:
in the economic sphere proper, between one set of prices and an-
other, between one industry and another, between one country and
another; in the broader society, between economic activity and
cultural, social, and charitable activities; in the organization of
society, between economic arrangements and political arrange-
ments, between economic freedom and political freedom.

In the international sphere as well, economic arrangements are
intertwined with political arrangements. International free trade
fosters harmonious relations among nations that differ in culture
and institutions just as free trade at home fosters harmonious re-
lations among individuals who differ in beliefs, attitudes, and in-
terests.

In a free trade world, as in a free economy in any one country,
transactions take place among private entities—individuals, busi-
ness enterprises, charitable organizations. The terms at which any
transaction takes place are agreed on by all the parties to that
transaction. The transaction will not take place unless all parties
believe they will benefit from it. As a result, the interests of the
various parties are harmonized. Cooperation, not conflict, is the
rule.

When governments intervene, the situation is very different.
Within a country, enterprises seek subsidies from their govern-
ment, either directly or in the form of tariffs or other restrictions
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on trade. They will seek to evade economic pressures from com-
petitors that threaten their profitability or their very existence by
resorting to political pressure to impose costs on others. Interven-
tion by one government in behalf of local enterprises leads enter-
prises in other countries to seek the aid of their own government
to counteract the measures taken by the foreign government. Pri-
vate disputes become the occasion for disputes between govern-
ments. Every trade negotiation becomes a political matter. High
government officials jet around the world to trade conferences.
Frictions develop. Many citizens of every country are disappointed
at the outcome and end up feeling they got the short end of the
stick. Conflict, not cooperation, is the rule.

The century from Waterloo to the First World War offers a
striking example of the beneficial effects of free trade on the rela-
tions among nations. Britain was the leading nation of the world,
and during the whole of that century it had nearly complete free
trade. Other nations, particularly Western nations, including the
United States, adopted a similar policy, if in somewhat diluted
form. People were in the main free to buy and sell goods from
and to anyone, wherever he lived, whether in the same or a differ-
ent country, at whatever terms were mutually agreeable. Perhaps
even more surprising to us today, people were free to travel all
over Europe and much of the rest of the world without a passport
and without repeated customs inspection. They were free to emi-
grate and in much of the world, particularly the United States,
free to enter and become residents and citizens.

As a result, the century from Waterloo to the First World War
was one of the most peaceful in human history among Western
nations, marred only by some minor wars—the Crimean War and
the Franco-Prussian Wars are the most memorable—and, of
course, a major civil war within the United States, which itself
was a result of the major respect—slavery—in which the United
States departed from economic and political freedom.

In the modern world, tariffs and similar restrictions on trade
have been one source of friction among nations. But a far more
troublesome source has been the far-reaching intervention of the
state into the economy in such collectivist states as Hitler’'s Ger-
many, Mussolini’s Italy, and Franco’s Spain, and especially the
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communist countries, from Russia and its satellites to China.
Tariffs and similar restrictions distort the signals transmitted by
the price system, but at least they leave individuals free to respond
to those distorted signals. The collectivist countries have intro-
duced much farther-reaching command elements.

Completely private transactions are impossible between citizens
of a largely market economy and of a collectivist state. One side
is necessarily represented by government officials. Political con-
siderations are unavoidable, but friction would be minimized if
the governments of market economies permitted their citizens the
maximum possible leeway to make their own deals with collec-
tivist governments. Trying to use trade as a political weapon or
political measures as a means to increase trade with collectivist
countries only makes the inevitable political frictions even worse.

Free International Trade and Internal Competition

The extent of competition at home is closely related to interna-
tional trade arrangements. A public outcry against “trusts” and
“monopolies” in the late nineteenth century led to the establish-
ment of the Interstate Commerce Commission and the adoption of
the Sherman Anti-Trust Law, later supplemented by many other
legislative actions to promote competition. These measures have
had very mixed effects. They have contributed in some ways to
increased competition, but in others they have had perverse effects.

But no such measure, even if it lived up to every expectation of
its sponsors, could do as much to assure effective competition as
the elimination of all barriers to international trade. The existence
of only three major automobile producers in the United States—
and one of those on the verge of bankruptcy—does raise a threat
of monopoly pricing, But let the automobile producers of the
world compete with General Motors, Ford, and Chrysler for the
custom of the American buyer, and the specter of monopoly pric-
ing disappears.

So it is throughout. A monopoly can seldom be established
within a country without overt and covert government assistance
in the form of a tariff or some other device. It is close to im-
possible to do so on a world scale. The De Beers diamond monop-
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oly is the only one we know of that appears to have succeeded.
We know of no other that has been able to exist for long without
the direct assistance of governments—the OPEC cartel and earlier
rubber and coffee cartels being perhaps the most prominent exam-
ples. And most such government-sponsored cartels have not lasted
long. They have broken down under the pressure of international
competition—a fate that we believe awaits OPEC as well. In a
world of free trade, international cartels would disappear even
more quickly. Even in a world of trade restrictions, the United
States, by free trade, unilateral if necessary, could come close to
eliminating any danger of significant internal monopolies.

CENTRAL ECONOMIC PLANNING

Traveling in underdeveloped countries, we have over and over
again been deeply impressed by the striking contrast between the
ideas about facts held by the intellectuals of those countries and
many intellectuals in the West, and the facts themselves.

Intellectuals everywhere take for granted that free enterprise
capitalism and a free market are devices for exploiting the masses,
while central economic planning is the wave of the future that will
set their countries on the road to rapid economic progress. We
shall not soon forget the tongue-lashing one of us received from a
prominent, highly successful, and extremely literate Indian entre-
preneur—ophysically the very model of the Marxist caricature of
an obese capitalist—in reaction to remarks that he correctly in-
terpreted as criticism of India’s detailed central planning. He in-
formed us in no uncertain terms that the government of a country
as poor as India simply had to control imports, domestic produc-
tion, and the allocation of investment—and by implication grant
him the special privileges in all these areas that are the source of
his own affluence—in order to assure that social priorities over-
ride the selfish demands of individuals. And he was simply echoing
the views of the professors and other intellectuals in India and
elsewhere.

The facts themselves are very different. Wherever we find any
large element of individual freedom, some measure of progress
in the material comforts at the disposal of ordinary citizens, and
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widespread hope of further progress in the future, there we also
find that economic activity is organized mainly through the free
market. Wherever the state undertakes to control in detail the
economic activities of its citizens, wherever, that is, detailed cen-
tral economic planning reigns, there ordinary citizens are in po-
litical fetters, have a low standard of living, and have little power
to control their own destiny. The state may prosper and produce
impressive monuments. Privileged classes may enjoy a full measure
of material comforts. But the ordinary citizens are instruments to
be used for the state’s purposes, receiving no more than necessary
to keep them docile and reasonably productive.

The most obvious example is the contrast between East and
West Germany, originally part of one whole, torn asunder by the
vicissitudes of warfare. People of the same blood, the same civiliza-
tion, the same level of technical skill and knowledge inhabit the
two parts. Which has prospered? Which had to erect a wall to
pen in its citizens? Which must man it today with armed guards,
assisted by fierce dogs, minefields, and similar devices of devilish
ingenuity in order to frustrate brave and desperate citizens who
are willing to risk their lives to leave their communist paradise
for the capitalist hell on the other side of the wall?

On one side of that wall the brightly lit streets and stores are
filled with cheerful, bustling people. Some are shopping for goods
from all over the globe. Others are going to the numerous movie
houses or other places of entertainment. They can buy freely news-
papers and magazines expressing every variety of opinion. They
speak with one another or with strangers on any subject and ex-
press a wide range of opinions without a single backward glance
over the shoulder. A walk of a few hundred feet, after an hour
spent in line, filling in forms and waiting for passports to be re-
turned, will take you, as it took us, to the other side of that wall.
There, the streets appear empty; the city, gray and pallid; the
store windows, dull; the buildings, grimy. Wartime destruction has
not yet been repaired after more than three decades. The only
sign of cheerfulness or activity that we found during our brief
visit to East Berlin was at the entertainment center. One hour in
East Berlin is enough to understand why the authorities put up
the wall.
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It seemed a miracle when West Germany—a defeated and dev-
astated country—became one of the strongest economies on the
continent of Europe in less than a decade. It was the miracle of
a free market. Ludwig Erhard, an economist, was the German
Minister of Economics. On Sunday, the twentieth of June, 1948,
he simultaneously introduced a new currency, today’s Deutsche
mark, and abolished almost all controls on wages and prices. He
acted on a Sunday, he was fond of saying, because the offices of
the French, American, and British occupation authorities were
closed that day. Given their favorable attitudes toward controls,
he was sure that if he had acted when the offices were open, the
occupation authorities would have countermanded his orders. His
measures worked like a charm. Within days the shops were full
of goods. Within months the German economy was humming
away.

Even two communist countries, Russia and Yugoslavia, offer
a similar, though less extreme, contrast. Russia is closely con-
trolled from the center. It has not been able to dispense wholly
with private property and free markets, but it has tried to limit
their scope as much as possible. Yugoslavia started down the
same road. However, after Yugoslavia under Tito broke with
Stalin’s Russia, it changed its course drastically. It is still com-
munist but deliberately promotes decentralization and the use of
market forces. Most agricultural land is privately owned, its pro-
duce sold on relatively free markets. Small enterprises (those that
have fewer than five employees) may be privately owned and
operated. They are flourishing, particularly in handicrafts and
tourism. Larger enterprises are workers’ cooperatives—an ineffi-
cient form of organization but one that at least provides some
opportunity for individual responsibility and initiative. The in-
habitants of Yugoslavia are not free. They have a much lower
standard of living than the inhabitants of neighboring Austria or
other similar Western countries. Yet Yugoslavia strikes the ob-
servant traveler who comes to it from Russia, as we did, as a
paradise by comparison.

In the Middle East, Israel, despite an announced socialist phi-
losophy and policy and extensive government intervention into
the economy, has a vigorous market sector, primarily as an in-
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direct consequence of the importance of foreign trade. Its so-
cialist policies have retarded its economic growth, yet its citizens
enjoy both more political freedom and a far higher standard of
living than the citizens of Egypt, which has suffered from a much
more extensive centralization of political power and which has
imposed much more rigid controls on economic activity.

In the Far East, Malaysia, Singapore, Korea, Taiwan, Hong
Kong, and Japan—all relying extensively on private markets—
are thriving. Their people are full of hope. An economic explo-
sion is under way in these countries. As best such things can be
measured, the annual income per person in these countries in the
late 1970s ranged from about $700 in Malaysia to about $5,000
in Japan. By contrast, India, Indonesia, and Communist China,
all relying heavily on central planning, have experienced eco-
nomic stagnation and political repression. The annual income
per person in those countries was less than $250.

The intellectual apologists for centralized economic planning
sang the praises of Mao’s China until Mao’s successors trumpeted
China’s backwardness and bemoaned the lack of progress during
the past twenty-five years. Part of their design to modernize the
country is to let prices and markets play a larger role. These
tactics may produce sizable gains from the country’s present low
economic level—as they did in Yugoslavia. However, the gains
will be severely limited so long as political control over economic
activity remains tight and private property is narrowly limited.
Moreover, letting the genie of private initiative out of the bottle
even to this limited extent will give rise to political problems that,
sooner or later, are likely to produce a reaction toward greater
authoritarianism. The opposite outcome, the collapse of com-
munism and its replacement by a market system, seems far less
likely, though as incurable optimists, we do not rule it out com-
pletely. Similarly, once the aged Marshal Tito dies, Yugoslavia
will experience political instability that may produce a reaction
toward greater authoritarianism or, far less likely, a collapse of
existing collectivist arrangements.

An especially illuminating example, worth examining in greater
detail, is the contrast between the experiences of India and Japan
—India during the first thirty years after it achieved independence
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in 1947, and Japan not today but during the first thirty years
after the Meiji Restoration in 1867. Economists and social sci-
entists in general can seldom conduct controlled experiments of
the kind that are so important in testing hypotheses in the physical
sciences. However, experience has here produced something very
close to a controlled experiment that we can use to test the im-
portance of the difference in methods of economic organization.

There is a lapse of eight decades in time. In all other respects
the two countries were in very similar circumstances at the outset
of the periods we compare. Both were countries with ancient
civilizations and a sophisticated culture. Each had a highly struc-
tured population. Japan had a feudal structure with daimyos
(feudal lords) and serfs. India had a rigid caste system with
Brahmans at the top and the untouchables, designated by the
British the “scheduled castes,” at the bottom.

Both countries experienced a major political change that per-
mitted a drastic alteration in political, economic, and social ar-
rangements. In both countries a group of able, dedicated leaders
took power. They were imbued with national pride and determined
to convert economic stagnation into rapid growth, to transform
their countries into great powers.

Almost all differences favored India rather than Japan. The
prior rules of Japan had enforced almost complete isolation from
the rest of the world. International trade and contact was limited
to one visit from one Dutch ship a year. The few Westerners per-
mitted to stay in the country were confined to a small enclave on
an island in the harbor of Osaka. Three or more centuries of en-
forced isolation had left Japan ignorant of the outside world, far
behind the West in science and technology, and with almost no
one who could speak or read any foreign language other than
Chinese.

India was much more fortunate. It had enjoyed substantial
economic growth before World War 1. That growth was con-
verted into stagnation between the two world wars by the struggle
for independence from Britain, but was not reversed. Improve-
ments in transportation had ended the localized famines that had
earlier been a recurrent curse. Many of its leaders had been edu-
cated in advanced countries of the West, particularly in Great
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Britain. British rule left it with a highly skilled and trained civil
service, modern factories, and an excellent railroad system. None
of these existed in Japan in 1867. India was technologically back-
ward compared to the West, but the differential was less than that
between Japan in 1867 and the advanced countries of that day.

India’s physical resources, too, were far superior to Japan’s.
About the only physical advantage Japan had was the sea, which
offered easy transportation and a plentiful supply of fish. For the
rest, India is nearly nine times as large as Japan, and a much
larger percentage of its area consists of relatively level and ac-
cessible land. Japan is mostly mountainous. It has only a narrow
fringe of habitable and arable land along the seacoasts.

Finally, Japan was on its own. No foreign capital was invested
in Japan; no foreign governments or foreign foundations in capi-
talist countries formed consortiums to make grants or offer low-
interest loans to Japan. It had to depend on itself for capital to
finance its economic development. It did have one lucky break.
In the early years after the Meiji Restoration, the European silk
crops experienced a disastrous failure that enabled Japan to earn
more foreign exchange by silk exports than she otherwise could
have. Aside from that, there were no important fortuitous or or-
ganized sources of capital.

India fared far better. Since it achieved independence in 1947,
it has received an enormous volume of resources from the rest of
the world, mostly as gifts. The flow continues today.

Despite the similar circumstances of Japan in 1867 and India
in 1947, the outcome was vastly different. Japan dismantled its
feudal structure and extended social and economic opportunity
to all its citizens. The lot of the ordinary man improved rapidly,
even though population exploded. Japan became a power to be
reckoned with on the international political scene. It did not
achieve full individual human and political freedom, but it made
great progress in that direction.

India paid lip service to the elimination of caste barriers yet
made little progress in practice. Differences in income and wealth
between the few and the many grew wider, not narrower. Popula-
tion exploded, as it did in Japan eight decades earlier, but eco-
nomic output per capita did not. It remained nearly stationary.
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Indeed, the standard of life of the poorest third of the population
has probably declined. In the aftermath of British rule, India
prided itself on being the largest democracy in the world, but
it lapsed for a time into a dictatorship that restricted freedom
of speech and press. It is in danger of doing so again.

What explains the difference in results? Many observers point
to different social institutions and human characteristics. Reli-
gious taboos, the caste system, a fatalistic philosophy—all these
are said to imprison the inhabitants of India in a straitjacket of
tradition. The Indians are said to be unenterprising and slothful.
By contrast, the Japanese are lauded as hardworking, energetic,
eager to respond to influences from abroad, and incredibly in-
genious at adapting what they learn from outside to their own
needs.

This description of the Japanese may be accuratc today. It was
not in 1867. An early foreign resident in Japan wrote: “Wealthy
we do not think it [Japan] will ever become. The advantages
conferred by Nature, with exception of the climate, and the love
of indolence and pleasure of the people themselves forbid it.
The Japanese are a happy race, and being content with little are
not likely to achieve much.” Wrote another: “In this part of the
world, principles, established and recognized in the West, appear
to lose whatever virtue and vitality they originally possessed and
to tend fatally toward weediness and corruption.”

Similarly, the description of the Indians may be accurate today
for some Indians in India, even perhaps for most, but it certainly
is not accurate for Indians who have migrated elsewhere. In
many African countries, in Malaya, Hong Kong, the Fiji Islands,
Panama, and, most recently, Great Britain, Indians are successful
entrepreneurs, sometimes constituting the mainstay of the entre-
preneurial class. They have often been the dynamo initiating
and promoting economic progress. Within India itself, enclaves
of enterprise, drive, and initiative exist wherever it has been pos-
sible to escape the deadening hand of government control.

In any event, economic and social progress do not depend
on the attributes or behavior of the masses. In every country a
tiny minority sets the pace, determines the course of events. In
the countries that have developed most rapidly and successfully,

The Tyranny of Controls 61

a minority of enterprising and risk-taking individuals have forged
ahead, created opportunities for imitators to follow, have enabled
the majority to increase their productivity.

The characteristics of the Indians that so many outside ob-
servers deplore reflect rather than cause the lack of progress.
Sloth and lack of enterprise flourish when hard work and the
taking of risks are not rewarded. A fatalistic philosophy is an
accommodation to stagnation. India has no shortage of people
with the qualities that could spark and fuel the same kind of
economic development that Japan experienced after 1867, or
even that Germany and Japan did after World War II. Indeed,
the real tragedy of India is that it remains a subcontinent teeming
with desperately poor people when it could, we believe, be a
flourishing, vigorous, increasingly prosperous and free society.

We recently came across a fascinating example of how an eco-
nomic system can affect the qualities of people. Chinese refugees
who streamed into Hong Kong after the communists gained
power sparked its remarkable economic development and gained
a deserved reputation for initiative, enterprise, thrift, and hard
work. The recent liberalization of emigration from Red China
has produced a new stream of immigrants—from the same racial
stock, with the same fundamental cultural traditions, but raised
and formed by thirty years of communist rule. We hear from
several firms that hired some of these refugees that they are very
different from the earlier Chinese entrants into Hong Kong. The
new immigrants show little initiative and want to be told precisely
what to do. They are indolent and uncooperative. No doubt a few
years in Hong Kong’s free market will change all that.

What then accounts for the different experiences of Japan from
1867 to 1897 and of India from 1947 to date? We believe that
the explanation is the same as for the difference between West
and East Germany, Israel and Egypt, Taiwan and Red China.
Japan relied primarily on voluntary cooperation and free mar-
kets—on the model of the Britain of its time. India relied on
central economic planning—on the model of the Britain of its
time.

The Meiji government did intervene in many ways and played
a key role in the process of development. It sent many Japanese
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abroad for technical training. It imported foreign experts. It
established pilot plants in many industries and gave numerous
subsidies to others. But at no time did it try to control the total
amount or direction of investment or the structure of output. The
state maintained a large interest only in shipbuilding and iron
and steel industrics that it thought necessary for military power. It
retained these industries because they were not attractive to
private enterprise and required heavy government subsidies.
These subsidies were a drain on Japanese resources. They im-
peded rather than stimulated Japanese economic progress. Finally,
an international treaty prohibited Japan during the first three
decades after the Meiji Restoration from imposing tariffs higher
than 5 percent. This restriction proved an unmitigated boon to
Japan, though it was resented at the time, and tariffs were raised
after the treaty prohibitions expired.

India is following a very different policy. Its leaders regard
capitalism as synonymous with imperialism, to be avoided at all
costs. They embarked on a series of Russian-type five-year plans
that outlined detailed programs of investment. Some areas of pro-
duction are reserved to government; in others private firms are
permitted to operate, but only in conformity with The Plan.
Tariffs and quotas control imports, subsidies control exports. Self-
sufliciency is the ideal. Needless to say, these measures produce
shortages of foreign exchange. These are met by detailed and
extensive foreign exchange control—a major source both of in-
efficiency and of special privilege. Wages and prices are controlled.
A government permit is required to build a factory or to make any
other investment. Taxes are ubiquitous, highly graduated on
paper, evaded in practice. Smuggling, black markets, illegal trans-
actions of all kinds are every bit as ubiquitous as taxes, under-
mining all respect for law, yet performing a valuable social service
by offsetting to some extent the rigidity of central planning and
making it possible for urgent needs to be satisfied.

Reliance on the market in Japan relcased hidden and unsus-
pected resources of energy and ingenuity. It prevented vested
interests from blocking change. Tt forced development to conform
to the harsh test of efficiency. Reliance on government controls
in India frustrates initiative or diverts it into wasteful channels.
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It protects vested interests from the forces of change. It substitutes
bureaucratic approval for market efliciency as the criterion of
survival.

The experience in the two countries with homemade and fac-
tory-made textiles serves to illustrate the difference in policy.
Both Japan in 1867 and India in 1947 had extensive production
of textiles in the home. In Japan foreign competition did not have
much effect on the home production of silk, perhaps because of
Japan’s advantage in raw silk reinforced by the failure of the
European crop, but it all but wiped out the home spinning of
cotton and later the hand-loom weaving of cotton cloth. A Japa-
nese factory textile industry developed. At first, it manufactured
only the coarsest and lowest-grade fabrics, but then moved to
higher and higher grades and ultimately became a major export
industry.

In India hand-loom weaving was subsidized and guaranteed a
market, allegedly to ease the transition to factory production.
Factory production is growing gradually but has been deliberately
held back to protect the hand-loom industry. Protection has meant
expansion. The number of hand looms roughly doubled from
1948 to 1978. Today, in thousands of villages throughout India,
the sound of hand looms can be heard from early morning to late
at night. There is nothing wrong with a hand-loom industry, pro-
vided it can compete on even terms with other industries. In
Japan a prosperous, though extremely small, hand-loom industry
still exists. It weaves luxury silk and other fabrics. In India the
hand-loom industry prospers because it is subsidized by the gov-
ernment. Taxes are, in effect, imposed on people who are no
better off than the ones who operate the looms in order to pay
them a higher income than they could earn in a free market.

Early in the nincteenth century Great Britain faced precisely
the same problem that Japan did a few decades later and India
did more than a century later. The power loom threatened to
destroy a prosperous hand-loom weaving industry. A royal com-
mission was appointed to investigate the industry. It considered
explicitly the policy followed by India: subsidizing hand-loom
weaving and guaranteeing the industry a market. Tt rejected. that
policy out of hand on the ground that it would only make the
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basic problem, an excess of hand-loom weavers, worse—precisely
what happened in India. Britain adopted the same solution as
Japan—the temporarily harsh but ultimately beneficent policy of
letting market forces work.?

The contrasting experiences of India and Japan are interesting
because they bring out so clearly not only the different results of
the two methods of organization but also the lack of relation
between objectives pursued and policies adopted. The objectives
of the new Meiji rulers—who were dedicated to strengthening the
power and glory of their country and who attached little value to
individual freedom—were more in tune with the Indian policies
than with those they themselves adopted. The objectives of the
new Indian leaders—who were ardently devoted to individual
freedom—were more in tune with the Japanese policies than with
those they themselves adopted.

CONTROLS AND FREEDOM

Though the United States has not adopted central economic plan-
ning, we have gone very far in the past fifty years in expanding
the role of government in the economy. That intervention has
been costly in economic terms. The limitations imposed on our
economic freedom threaten to bring two centuries of economic
progress to an end. Intervention has also been costly in political
terms. It has greatly limited our human freedom.

The United States remains a predominantly free country—one
of the freest major countries in the world. However, in the words
of Abraham Lincoln’s famous “House Divided” speech, “A house
divided against itself cannot stand. . . . I do not expect the
house to fall, but I do expect it will cease to be divided. It will
become all one thing or all the other.” He was talking about
human slavery. His prophetic words apply equally to government
intervention into the economy. Were it to go much further, our
divided house would fall on the collectivist side. Fortunately, evi-
dence grows that the public is recognizing the danger and is
determined to stop and reverse the trend toward ever bigger
government.

All of us are affected by the status quo. We tend to take for

r
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granted the situation as it is, to regard it as the natural state of
affairs, especially when it has been shaped by a series of small
gradual changes. It is hard to appreciate how great the cumulative
effect has been. It takes an effort of the imagination to get outside
the existing situation and view it with fresh eyes. The effort is
well worth making. The result is likely to come as a surprise, not
to say a shock.

Economic Freedom

An essential part of economic freedom is freedom to choose how
to use our income: how much to spend on ourselves and on what
items; how much to save and in what form; how much to give
away and to whom. Currently, more than 40 percent of our in-
come is disposed of on our behalf by government at federal, state,
and local levels combined. One of us once suggested a new na-
tional holiday, “Personal Independence Day—that day in the
year when we stop working to pay the expenses of government

. and start working to pay for the items we severally and indi-
vidually choose in light of our own needs and desires.” * In 1929
that holiday would have come on Abraham Lincoln’s birthday,
February 12; today it would come about May 30; if present trends
were to continue, it would coincide with the other Independence
Day, July 4, around 1988.

Of course, we have something to say about how much of our
income is spent on our behalf by government. We participate in
the political process that has resulted in government’s spending -
an amount equal to more than 40 percent of our income. Majority
rule is a necessary and desirable expedient. It is, however, very
different from the kind of freedom you have when you shop at a
supermarket. When you enter the voting booth once a year, you
almost always vote for a package rather than for specific items.
If you are in the majority, you will at best get both the items you
favored and the ones you opposed but regarded as on balance
less important. Generally, you end up with something different
from what you thought you voted for. If you are in the minority,
you must conform to the majority vote and wait for your turn to
come. When you vote daily in the supermarket, you get precisely
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what you voted for, and so does everyone else. The ballot box
produces conformity without unanimity; the marketplace, una-
nimity without conformity. That is why it is desirable to use the
ballot box, so far as possible, only for those decisions where con-
formity is essential.

As consumers, we are not even free to choose how to spend
the part of our income that is left after taxes. We are not free to
buy cyclamates or laetrile, and soon, perhaps, saccharin. Our
physician is not free to prescribe many drugs for us that he may
regard as the most effective for our ailments, even though the
drugs may be widely available abroad. We are not free to buy an
automobile without seat belts, though, for the time being, we are
still free to choose whether or not to buckle up.

Another essential part of economic freedom is freedom to use
the resources we possess in accordance with our own values—
freedom to enter any occupation, engage in any business enter-
prise, buy from and sell to anyone else, so long as we do so on a
strictly voluntary basis and do not resort to force in order to
coerce others.

Today you are not free to offer your services as a lawyer, a
physician, a dentist, a plumber, a barber, a mortician, or engage
in a host of other occupations, without first getting a permit or
license from a government official. You are not free to work over-
time at terms mutually agreeable to you and your employer, unless
the terms conform to rules and regulations laid down by a govern-
ment official.

You are not free to set up a bank, go into the taxicab business,
or the business of selling electricity or telephone service, or run-
ning a railroad, busline, or airline, without first receiving permis-
sion from a government official.

You are not free to raise funds on the capital markets unless
you fill out the numerous pages of forms the SEC requires and
unless you satisfy the SEC that the prospectus you propose to
issue presents such a bleak picture of your prospects that no in-
vestor in his right mind would invest in your project if he took
the prospectus literally. And getting SEC approval may cost up-
wards of $100,000—which certainly discourages the small firms
our government professes to help.
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Freedom to own property is another essential part of economic
freedom. And we do have widespread property ownership. Well
over half of us own the homes we live in. When it comes to
machines, factories, and similar means of production, the situa-
tion is very different. We refer to ourselves as a free private enter-
prise society, as a capitalist society. Yet in terms of the owncrs}.np
of corporate enterprise, we are about 46 percent socialist. O\f\fnmg
| percent of a corporation means that you are entit].ed to receive 1
percent of its profits and must share 1 percent of its losse§ up to
the full value of your stock. The 1979 federal corporate income
tax is 46 percent on all income over $100,000 (reduced from 48
percent in prior years). The federal government is entitled to 46
cents out of every dollar of profit, and it shares 46 cents out of
every dollar of losses (provided there are some earlier profits to
offset those losses). The federal government owns 46 percent of
every corporation—though not in a form that entitles it to vote
directly on corporate affairs.

It would take a book much longer than this one even to list in
full all the restrictions on our economic freedom, let alone describe
them in detail. These examples are intended simply to suggest how
pervasive such restrictions have become.

Human Freedom

Restrictions on economic freedom inevitably affect freedom in
general, even such areas as freedom of speech and press.

Consider the following excerpts from a 1977 letter from Lee
Grace, then executive vice-president of an oil and gas association.
This is what he wrote with respect to energy legislation:

As you know, the recal issuc more so than the price per thousand
cubic feet is the continuation of the First Amendment of the Consti-
tution, the guarantee of freedom of speech. With increasing regula-
tion, as big brother looks closer over our shoulder, we grow timid
against speaking out for truth and our beliefs against falsehoods and
wrong doings. Fear of IRS audits, burcaucratic strangulation or gov-
ernment harassment is a powerful weapon against freedom of specch.

In the October 31 [1977] edition of the U.S. News & World Report,
the Washington Whispers section noted that, “Oil industry officials
claim that they have received this ultimatum from Energy Seccretary
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James Schlesinger: ‘Support the Administration's proposed tax on
crude oil—or else face tougher regulation and a possible drive to
break up the oil compahiecs.””

His judgment is amply confirmed by the public behavior of oil
officials. Tongue-lashed by Senator Henry Jackson for earning
“obscene profits,” not a single member of a group of oil industry
executives answered back, or even left the room and refused to
submit to further personal abuse. Oil company executives, who in
private express strong opposition to the present complex structure
of federal controls under which they operate or to the major
extension of government intervention proposed by President
Carter, make bland public statements approving the objectives of
the controls.

Few businessmen regard President Carter’s so-called voluntary
wage and price controls as a desirable or effective way to combat
inflation. Yet one businessman after another, one business organi-
zation after another, has paid lip service to the program, said
nice things about it, and promised to cooperate. Only a few, like
Donald Rumsfeld, former congressman, White House official, and
Cabinet member, had the courage to denounce it publicly. They
were joined by George Meany, the crusty octogenarian former
head of the AFL-CIO.

It is entirely appropriate that people should bear a cost—if only
of unpopularity and criticism—for speaking freely. However, the
cost should be reasonable and not disproportionate. There should
not be, in the words of a famous Supreme Court decision, “a
chilling effect” on free speech. Yet there is little doubt that cur-
rently there is such an effect on business executives.

The “chilling effect” is not restricted to business executives. It
affects all of us. We know most intimately the academic com-
munity. Many of our colleagues in economics and the natural
science departments receive grants from the National Science
Foundation; in the humanities, from the National Foundation for
the Humanities; all those who teach in state universities get their
salaries partly from the state legislatures. We believe that the Na-
tional Science Foundation, the National Foundation for the
Humanities, and tax subsidies to higher education are all un-
desirable and should be terminated. That is undoubtedly a minor-
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ity view in the academic community, but the minority is much
larger than anyone would gather from public statements to that
effect.

The press is highly dependent on government—not only as a
major source of news but in numerous other day-to-day operating
matters. Consider a striking example from Great Britain. The
London Times, a great newspaper, was prevented from publishing
one day several years ago by one of its unions because of a story
that it was planning to publish about the union’s attempt to in-
fluence the content of the paper. Subsequently, labor disputes
closed down the paper entirely. The unions in question are able to
exercise this power because they have been granted special im-
munities by government. A national Union of Journalists in
Britain is pushing for a closed shop of journalists and threatening
to boycott papers that employ nonmembers of the union. All this
in the country that was the source of so many of our liberties.

With respect to religious freedom, Amish farmers in the United
States have had their houses and other property seized because
they refused, on religious grounds, to pay Social Security taxes—
and also to accept Social Security benefits. Church schools have
had their students cited as truants in violation of compulsory
attendance laws because their teachers did not have the requisite
slips of paper certifying to their having satisfied state requirements.

Although these examples only scratch the surface, they illus-
trate the fundamental proposition that freedom is one whole, that
anything that reduces freedom in one part of our lives is likely to
affect freedom in the other parts.

Freedom cannot be absolute. We do live in an interdependent
society, Some restrictions on our freedom are necessary to avoid
other, still worse, restrictions. However, we have gone far beyond
that point. The urgent need today is to eliminate restrictions, not
add to them.




