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CHAPTER 1

Introduction

conomic freedom is the distinguishing feature of the United States

to millions around the world. Democracy, liberty, freedom of speech,

and the separation of church and state all characterize the United
States. However, it is primarily economic freedom that defines America.
The present book Economic Freedom and the American Dream (EFAD)
explores the overwhelming effect of freedom to profit on America; so pow-
erful is the effect that it shapes nearly all aspects of American life, including
politics, media, culture, and, of course, the economy. The benefits include
a general level of affluence and opportunities for attaining the American
dream, especially for the well educated, entrepreneurially gifted, and well
organized. However, unrestricted economic freedom also inflicts a heavy
toll on democracy, economic efficiency, and, paradoxically, economic free-
dom itself.

EFAD challenges the orthodoxy that our economic system is “free mar-
ket” as well as the presumption that unchecked economic freedom necessar-
ily enhances the nation’s economic well-being and political freedoms. It is
proposed that, for the sake of illusory economic gains and a dubious descrip-
tion of economic freedom, America is sacrificing some of its finest attributes.
The recent bailouts have brought attention to the topic more so than in the
past 70 years. With the socialization of risk for giant financial organizations,
and “heads they win, tails we lose” type choices for the public, the bailouts
represent striking examples of the consequences of what is described here as
unrestricted freedom to profit.

Examined are three economic freedoms distinctive of American capital-
ism: (1) Best known among them is the individual liberty to pursue personal
gain or economic self-interest. This freedom represents the nation’s driving
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force and is at the root of the other two freedoms. (2) The freedom of cor-
porations to pursue profits is less heralded but no less important because
giant corporations are the predominant form of economic organization.
They command vast resources and possess substantial economic and polit-
ical power, and their influence extends to all facets of life. (3) The freedom
to enter markets and engage in business plays a significant role in America’s
economic success; in addition, free markets represent the nation’s underlying
political-economic philosophy. Free markets, specifically competitive free
markets, are also used here as a frame of reference with which to evaluate the
effects of the first two freedoms.

By studying the effects of the three freedoms, their interactions (such as
clashes between individual and corporate freedoms and between free mar-
kets and corporations), and their relationships with noneconomic freedoms,
the book offers an unusual perspective on some of America’s most difficult
dilemmas. When those freedoms are studied separately and mostly in the
context of a single area, for example, the economy or politics, the scope and
the interrelated nature of their effects are obscured. Information from diverse
areas allows for a more comprehensive assessment on how the freedom to
profit defines the nation and its people and how it overpowers other values.

Discussions on the influence of the freedoms are interwoven with detailed
accounts of other topics, including individual opportunity, the culture
of materialism, media and the news, politics, government, and economic
power. The focus moves from society and the nation to firms and individu-
als, with the common thread being the ubiquity and cost of economic free-
dom. Although the perspective afforded is frequently that seen through an
economic lens, nonetheless the study is interdisciplinary. Following the tra-
ditional approach of studies in political economy, the book incorporates and
synthesizes material from different branches of economics and from history,
political science, and sociology.

1.1 General Overview

EFAD provides a description of America as a nation driven and shaped by
the freedom to pursue profits, where there is an ever-present awareness of
business opportunities and a devotion to economic matters, including a
willingness to make sacrifices in other areas of life. The book focuses on the
high costs resulting from a rather broad interpretation given to economic
freedom including, the freedom to profit by circumventing the market,
especially, through government help.

A key argument is that, in America, the freedom of corporations to pur-
sue profits is paramount and has priority over that of individuals, and the
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two freedoms are increasingly in conflict. The unrestricted freedom of cor-
porate giants can harm markets and economic efficiency—the very ratio-
nale for laissez-faire and the justification for its unfairness—and has led to a
deteriorating quality of life for many over the past three decades. The blame
for adverse economic outcomes is usually attributed to the invisible hand
of the market—an act of nature beyond human control. In reality, asserts
EFAD, the deliberate hand of large corporations is often instrumental in
bringing about these changes.

It is well known that the freedom to profit plays a large role in modern
American life. Less well understood is how thoroughly this freedom shapes
the nation and crosses traditional boundaries. America is a land of oppor-
tunity, and the pursuit of self-interest and profits has produced a relatively
high standard of living and a multitude of individual economic opportu-
nities. It is here that economic freedom shines brightest. Immigrants have
a better chance at the good life than in most nations. In the more com-
petitive sectors of the economy, the price mechanism prevails. The econ-
omy is famous for its flexibility and dynamism. Consumers encounter an
astonishing variety of goods and services. More generally, in line with other
industrialized nations, nutrition levels have improved, rates of mortality for
birthrates have declined, and education levels have increased. The majority
of the population is well housed and well clothed. New discoveries and tech-
nologies facilitate life.

Yet, there is also the other side of the coin—the darker side. The exercise
of the freedom to profit overpowers other freedoms and values. The rights
to make money and spend it without restriction are fundamental American
principles with far-reaching implications. Their influence is evident in cam-
paign contributions and lobbying activities that are so essential to the mod-
ern political process. Those practices and the inevitable repayment in the
form of favorable legislation are tantamount to a government for sale. They
undermine the democratic process and lead to economic inefficiency.

The clash between economic freedom and democracy is evident in local
television and print news. The market-oriented media, for the most part, do
not provide widely disseminated high-quality news because it is unprofit-
able. However, this choice is detrimental to the political process. Voters are
left without the information necessary at election time and, sometimes, end
up voting against their economic self-interest.

An unleashing of the profit motive has led to a materialistic society where
the quest for personal gain overshadows religion, tradition, voluntarism, and
patriotism. It is evident in the consumption culture and its promotion and
in the Faustian bargains involving the exchange of personal freedom for
debt. The profit motive intrudes on all areas of life including areas where
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many believe it does not belong. This can be seen in the commercializa-
tion of religious holidays, in the lies told to sell the product or get the deal
done, and in the way people modify their principles to conform to profit
opportunities.

The triumph of money is discernible in health care, education, and the
justice system, contrary to common perceptions of the ideal society. It is
evident in increased litigiousness and in the loss of trust between doctors
and patients where physicians purchase expensive malpractice insurance
and patients, suspicious of the profit motive of health maintenance orga-
nizations (HMOs), second-guess medical recommendations. It can be seen
in concerns about the safety of food, medicine, and toys and in the clash
between profits and privacy. Profit-making ventures are the norm; they have
the ear of legislators and the sympathy of the courts. There are no compa-
rable institutions to defend traditions taken for granted or to monitor the
rate of change and uncertainty in one’s life. Change is justified and praised
in the name of modernity and progress. More generally, the onslaught of a
fierce individualistic, profit-seeking outlook erodes notions of community
and society.

In the economic realm, substantial government help is given to corpora-
tions, including subsidies, tax exemptions, and many other forms of eco-
nomic and legal protection. Freedom to profit has led to bailouts of immense
proportions involving troubled but politically influential corporations and
their creditors. Yet government assistance to the less fortunate is deemed
an affront to free market principles, as is protection from mass layoffs or
financial predation. The free rein given to the profit motive plays its part in
America’s high gross domestic product (GDP) per person but without nec-
essarily a corresponding high quality of life for the average person. Current
consumption patterns, despite being inefficient and wasteful, are virtually
unassailable. The nation’s finest minds are squandered at times on activities
that are individually rewarding but questionable, if not useless, from a soci-
etal point of view.

The social acceptance of unbridled greed and government acquies-
cence gives corporations license to subject employees and suppliers to more
intense competition from domestic and foreign sources. Corporations’ costs
are reduced. However, for many individuals, quality of life is diminished
through stagnant wages, curtailed employee benefits, increased job instabil-
ity, and constant uncertainty. Greater risk is passed on to employees, suppli-
ers, and customers. The motive behind some of these changes, all too often,
is the reward structure of top managers. Forgotten is Joseph Schumpeter’s
(1962) warning that managers’ seizing control from owners (an outcome of
the individual pursuit of profits) undermines capitalism. Social and political
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changes are precipitated by many factors; yet, when the dust has settled and
the final outcome has been established, the imprint of profit-seeking orga-
nizations is discernible, regardless of the source of change.

There has been a growing awareness that something is awry in America.
An undercurrent of disquiet and anxiety has resulted from corporate down-
sizing, outsourcing, and the increased use of temporary workers. Together
with the rising cost of health care and doubts about the viability of social
security, these developments have brought home the realization that the
middle-class paradise of the 1950s and 1960s is vanishing. Misgivings about
the working of the “free market” system came as a result of the collapse of
Enron, huge pay packages for chief executive officers (CEOs) regardless of
performance, and above all, the recent financial bailouts. There is increased
apprehension about the power over people’s lives possessed by credit card,
credit rating, and mortgage companies as well as other financial organiza-
tions. The above developments and other unsettling changes seem to intrude
on Americans’ lives with greater frequency and suggest that the economic
system and the political-economic philosophy are not working the way they
are supposed to, the way they are described.

1.2 Questions Asked

The most important questions posed in the book revolve primarily around
the concepts of economic freedom, including free markets and individual
economic freedom. Some of the issues examined are the following: Is eco-
nomic freedom distributed equally? How do different economic freedoms
interact? And does one group’s freedom comes at the expense of another’s?
Arguably, the most important issue addressed is the cost of unrestricted eco-
nomic freedom. Related questions deal with the impact of economic free-
dom on democracy and other values.

Given the presence of oligopoly markets and government assistance to
large corporations, is it still appropriate to describe the economy as free mar-
ket? Can a competitive free market economy survive in a laissez-faire envi-
ronment without rules of competition? Finally, should there be concerns
about the dangers of private economic power in addition to concerns about
government power?

Questions dealing with democracy include the following: Why is the
American political system amenable to the influence of money and eco-
nomic power and what problems arise as a result? What are the reasons
for Americans’ acceptance of the political-economic system? Can a market-
oriented media provide quality news and competition in the marketplace of
ideas so crucial to a well-functioning democracy?
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1.3 Topics Covered

From the time the nation was founded, a highly sought after freedom was
the right to do business. Economic interests influenced the structure and
logic of government. The economic sector’s involvement in the political pro-
cess would intensify with the advent of large corporations and politicians’
growing need for money. This involvement has led to corporations acquir-
ing political dominance to the detriment of democracy. Presently, both
major parties defend corporate positions and privileges to the extent that the
political-economic differences between the two major parties are negligible,
certainly as they pertain to acquiescence to unelected corporate power.

America has adopted with few reservations the economic ideology of
corporate capitalism. The system is seen as offering most, if not all, citizens
an opportunity to compete and seck their fortune. The dangers to politi-
cal freedom from economic power are minimized or else ignored as is its
market-distorting political influence. Individual freedom to profit is, in
principle, respected; yet corporations’ freedom to profit is the predominant
liberty. The latter freedom overrides all other principles and ideals. It cer-
tainly has precedence over Adam Smith’s vision of free markets.

The American economy has experienced considerable success. It is noted
for its flexibility, adaptability, and above all, the free rein given to the pursuit
of profits. The acceptance of change and the introduction of new products
and processes as well as the respect for business and entrepreneurs play a
role in that success. However, economic success is also due to the unusual
weight given to economic matters, including the willingness to uproot one’s
family and endure longer work hours with less protections and benefits than
in most advanced industrialized nations. In the last two decades, down-
sizing, restructuring, outsourcing, and globalization have brought anxiety,
instability, and dissatisfaction to employees. The financial events of 2008
strengthen suspicions that the free market economy is a mirage. Easy credit,
intensive advertising, and laws that give preference to consumption all help
promote a consumerist culture founded on indebtedness.

Examined also are the effects of economic freedom on lesser players
positioned on the lowest rung of the ladder on both the production and
consumption sides of the economy. On the production side are numer-
ous small firms owned by entrepreneurs who epitomize the opportunities
and benefits of economic freedom available to individuals pursuing the
American dream. The findings suggest that entrepreneurial endeavors are
consistent with the idea of individual economic freedom, although there
are misconceptions. Particularly disadvantaged consumers are analyzed on
the consumption side. Their plight represents some of the harsher outcomes
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of economic freedom, including the rights of firms to deceive, mislead, and
practice usury.

The book reviews the factors responsible for the establishment of large
corporations. Two competing hypotheses are discussed. The efficiency
hypothesis proposes that the establishment of corporations was a free mar-
ket response to potential efficiency gains in production, distribution, orga-
nization, and management. The power hypothesis suggests that, to avoid
the market and its uncertainties, firms acquired market power to control
supply and the power of large size to gain leverage in dealings with legisla-
tors, suppliers, rivals, customers, and employees. The issue is whether large
corporations emerged as a genuine response to free market signals or as an
attempt to destroy free markets and reduce other market participants’ eco-
nomic freedom.

Corporations are the dominant force in the U.S. economy. They produce
a substantial share of the nation’s output and enjoy considerable freedom and
power. Contrary to prevailing arguments, such outcomes are not necessar-
ily market-determined. Giant corporations engaged in economic planning
and sometimes protected from the discipline of the market represent neither
superior economic efficiency nor the essence of the free market. Power over
competitors, suppliers, customers, and government and the potential profit
opportunities from that power are better explanations for their size than
efficiency. It is doubtful whether the stock market and takeover threats can
monitor management efficiency effectively. Corporations have long ceased
to be, if they ever were, a passive conduit for the transfer of income to stock-
holders. A nagging question raised long ago is still relevant: is the separation
of ownership from control compatible with capitalism?

Political influence acquired and exercised by large corporations through
their special access to government undermines democracy. In addition,
when government intervenes in the economy at the behest of corporations,
there is a cost to economic efficiency and a discarding of free market prin-
ciples. Large corporations are granted government help in a variety of ways.
Notwithstanding the laissez-faire rhetoric and the arguments on behalf
of rewards for risk taking and initiative, government plays a major role
in wealth creation and redistribution. The recent bailouts are an extreme
example of how unprecedented government help ensues from unchecked
economic freedom.

Media firms’ freedom to profit clashes with the information needs of
democracy. The former objective has a priority which, unfortunately, con-
flicts with the requirements of political freedom. The problem is that, at
election time, voters often lack essential information. Rising market power
in the media has worrisome implications for competition in the marketplace
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of ideas. Advertisers fund media products and programs and as such have
considerable say in the selection of programs and their content, including
the news, which does not bode well for either democracy or economic effi-
ciency. Large media firms have been helped by government policies that
they, in turn, influence.

Generally, competitive economies, with an emphasis on price competi-
tion, experience a more efficient allocation of resources and display a greater
awareness of consumer requirements than noncompetitive economies. In
addition, they benefit from greater freedom of opportunity as a result of a
lack of barriers to resource mobility.! Adherence to free market principles
in parts of the economy has contributed to U.S. economic success. Yet in
more than a few industries, the freedom to gain market power triumphs over
competitive free market principles. Despite widespread use of price signals
to direct resources, in key industries the guidance of the invisible hand
is replaced with private coordination and significant public intervention.
Oligopoly power is present in major parts of the economy, and the entry of
new domestic firms into established industries often has not injected mean-
ingful price competition. Significant changes are more likely to be brought
about by new technology and international competition than by internal
competition or domestic entry. The conclusion, once again, is that the free-
dom to profit of corporations takes precedence; in this case, it has priority
over the freedom of markets.

In the past 30 years, competition and its safeguarding have been
neglected. Yet there are clear benefits, both economic and political, to main-
taining a framework for the protection of competition. In addition, there is
no guarantee that a laissez-faire environment, without rules of competition,
will lead to competitive markets. Therefore, restrictions, such as antitrust
laws, are necessary to prevent the suppression of both current and future
competition.

America in many respects is a land of opportunity. The open job market,
educational choices, business possibilities, and evidence of mobility support
the argument. However, the nature of opportunity for many Americans has
changed, and not for the better. Higher education has become increasingly
the key to success, and high-paying blue-collar jobs are disappearing. Greater
economic freedom exercised by corporations, including the abandonment of
paternalistic obligations toward employees, means more limited economic
opportunities and uncertainty for many. New attitudes regarding exec-
utive remuneration have played a part in effecting those changes. When
individual opportunity clashes with the freedom of large organizations the
former rarely triumphs.The outcome is that a way of life agreeable to many
is disappearing.
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American values have been transformed by commercial forces. A society
based on family and communal ties gave way to a money society and its
obligations. An emphasis on conspicuous consumption financed with credit
has replaced saving and frugality. Increased freedom to profit is most likely
responsible for those developments.
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CHAPTER 2

We the People: Government
and Politics

he U.S. political system is rooted in a curious mix of classical lib-

eral ideals and a belief in popular rule combined with a mistrust of

government. It is characterized by a two-party system that is, for the
most part, nonideological and a conviction that the purpose of government
is to improve the lives of its citizens—yet citizens are expected to be self-
reliant. The U.S. embraces an egalitarianism measured in terms of oppor-
tunity rather than outcome. There is strong protection for private property
and for freedom to pursue economic self-interest; a twentieth-century devel-
opment is the tacit acceptance of corporate power not only in the economic
sphere but also in politics.

Alexis de Tocqueville, the most famous observer of American democracy,
admired the governance of small New England towns in the 1830s, espe-
cially their democratic nature. Tocqueville was of the opinion that, despite
the representative nature of government—that is, no direct participatory
democracy—the real power lay in the hands of the people.! Their opinions,
interests, and prejudices had a strong influence on society and presumably
on their elected representatives. Since Tocqueville’s time, major economic
changes, including the unleashing of the profit motive and, particularly, the
rise of giant corporations, warrant a less sanguine assessment regarding the
locus of power. Economic considerations influenced the structure of govern-
ment at the nation’s founding, and their influence on the political system
remains undiminished. Large economic organizations through the introduc-
tion of legal, political, and judicial changes have become the conduit of power
and have crossed the imaginery divide separating politics and economics.
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In this chapter, key features of American government and politics are
surveyed with special attention given to the interplay between economic and
political freedoms. Noted are the supremacy of the economic sector over the
political and its detrimental effect on democracy. It is claimed that corporate
dominance is attained through the medium of money and preserved skill-
fully by disingenuous appeals to free markets, antigovernment sentiments,
and even cultural values.

2.1 The Constitution and Economic Motives

America’s most important political ideas are contained in documents dating
back to the founding years of the Republic. The Declaration of Independence
states that all men are created equal. American citizens are entitled to rights
that include life, liberty, and the pursuit of happiness. A government estab-
lished to secure those rights must have the consent of the people. Three
words with tremendous significance to the American view of government
are contained in the Preamble to the Constitution: “We, the People.” A cen-
tury later, in the Gettysburg Address, President Abraham Lincoln presented
the essence of the American view on the ideal government: “a government of
the people, by the people, for the people.”

The U.S. Constitution is an impressive document. It serves as a model
for people around the world seeking a unifying national foundation based
on principles of liberty and justice. Together with the constitutional amend-
ments, it contains a remarkable list of rights and freedoms guaranteed to
Americans, including freedom of religion, free speech, a free press, free
assembly, and the rights of accused in criminal cases. It also establishes the
separation of powers between the different branches of government and
a system of checks and balances by which each branch keeps an eye on
the other branches. This particular feature is often seen as one of the more
admirable and prodemocratic features of the U.S. system of government.
However, as discussed below, its original purpose may have been somewhat
different.

The U.S. Constitution is not entirely a work of abstract ideals. It has
been proposed that it is also an economic document founded on the pri-
macy of property rights. Charles Beard (1986) in An Economic Interpretation
of the Constitution of the United States, his controversial book written almost
a century ago, emphasizes the importance of economic interests in the
design and ratification of the U.S. Constitution. More recently, statistical
economic studies provide support for his hypothesis.> Beard points to the
composition of delegates to the Constitutional Convention, the declarations
they made on the need to defend property, and the creation of a strong



We the People o 15

national government at the expense of state governments. He also points
to the different election rules for the Senate, the House of Representatives,
and the president, and, especially, the checks and balances on the different
branches of government. To Beard, this grand edifice was designed in part
to protect private property from the potential tyranny of democratic majori-
ties. James Madison, Alexander Hamilton, and Samuel Adams all discussed
ideas related to the protection of property rights and recognized the eco-
nomic divisions present in society. Their views, as well as those of other
writers, on property rights and class antagonisms convinced Beard that the
Constitution was based on more than just idealism.> More often than not,
concerns about property rights paralleled the delegates” or their constitu-
ents’ economic interests. He found that the vast majority of the delegates,
to varying degrees, benefited economically from the new Constitution and
therefore could not be considered as disinterested parties.* The proposed
structure of government would protect property owners, in part by making
it difficult for a majority to control all branches of government simulta-
neously. A combination of property qualifications, as well as ignorance and
apathy, limited the number of voters to less than a quarter of the adult white
males and this, argues Beard, helped property and commercial interests pass
and ratify the Constitution.

The predominance of the economic motive was not a particularly new
idea in late eighteenth-century America.’ A key feature of the Federalist—
Whig philosophy was the moral and practical priority of private property
rights over government.® Public service and devotion to the public good
were laudable goals, but when establishing the institutions of government,
it was essential to take into account in a pragmatic way people’s desire for
power and property. Douglas Adair’s (1957) finding regarding the influ-
ence of philosopher David Hume on the writers of the Constitution lends
additional support to Beard’s thesis. Hume emphasizes that, in establish-
ing a constitution’s checks and controls, people should be assumed to be
motivated by self-interest, and the whole system of government should be
founded on this premise.”

The writers of the Constitution, whether due to pressure from commercial
interests, self-interest, or a desire to promote the national interest, established
a system of government where property rights would be afforded protection
from government. These rights facilitated economic development but checks
and balances were not created to protect democracy because the U.S. govern-
ment was established as a representative republic, not as a democracy with
political equality.® The democratic aspects came later. Instead, a fundamen-
tal feature of the political system was the intent to thwart majority rule, in
part to ensure the above rights, and in so doing to maintain the status quo.’
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The United States is a federal republic consisting of 50 states. For several
years both before and after the Declaration of Independence, the United
States was governed by the Articles of Confederation, which gave more
power to the states and less to the federal government. The U.S. Constitution
reversed matters, but states retained a good deal of autonomy. States have
their own legislative bodies, governors, courts, police, and education systems
and compete with other states to attract industries and jobs. Yet an ongoing
source of tension has been the uncertainty over which body of government
has jurisdiction. This has weakened government’s legitimacy'® and has led
to debates on issues such as capitalism versus democracy and economic ver-
sus political freedom. A split in the powers of government between state and
federal jurisdictions has also strengthened the economic sector’s control over
the political domain. Corporations, when profitable, demand centralization
and federal jurisdiction, yet when the need arises, they insist on the rule of
state laws on grounds of democracy, autonomy, or some other noble goal.!!
The practice of choosing one’s government according to need has also been
extended to the global arena by multinational corporations.

2.2 The Political System

The idea of a democratic form of government is treated with reverence. It
is taken for granted that this is a fundamental tenet of the political system
although, as noted before, this was not part of the original design. Modern
democracy, writes Schumpeter (1962), may simply mean that people have
the opportunity of electing or rejecting their rulers in a competitive election.
Contemporary democracies, including that of the United States, resemble
classic democracy only roughly. Citizens vote for candidates to represent
them, but afterwards, it is all in the hands of the elected representatives.
Americans also have a direct vote for the president, the Electoral College
aside. However, despite the homage to the concepts of the common good,
the common will, and the utilitarian foundations of democracy,'* the U.S.
political system is not much different than other modern democracies in
approximating the ideal—in some respects, it is possibly farther away.!” The
United States has made progress in extending the vote to most of its citizens
and in eliminating some of the obvious forms of election fraud. However,
in the United States as elsewhere, when it comes to the shaping and serv-
ing of ideas, the political agenda, and the persuasion, it usually comes from
politicians or interest groups, including corporations, and not the public
at large. Consequently, the views of many Americans are not represented
effectively. Instead, they are instructed as to where their interests lie and

what their values should be. John Kenneth Galbraith (1983) describes this
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as subversion of the democratic electoral process while giving voters the illu-
sion of sovereignty.

A system of proportional representation is, with some exceptions, con-
sidered preferable to a two-party system such as exists in the United States
even though it also is not the ideal version of democracy. In a proportional
representation system, people can vote for a party that comes closer to rep-
resenting their views because there is a greater choice of parties.' Therefore,
voters are likely to identify more closely with either their party or their rep-
resentatives and generally become more involved in the political process.
In the United States, federal nominating elections are based on a plurality
rule that, according to political scientists, is not particularly desirable.”” In
plurality two-party systems, other political factions are severely underrepre-
sented because, usually, they lose in all districts.'® Voters in such a system
may refrain from voting for their preferred party or representative so as not
to waste their vote given the slim chance for victory."” Despite criticism the
two-party system, it is not without advantages, including having more stable
governments.'® It is also claimed that the centripetal forces of American poli-
tics tend to weed out or discourage extremism from both ends of the political
spectrum. Looking at the history of the twentieth century and the horrors
brought on by extremist views, this is certainly a favorable attribute.

Every citizen has the right to vote, but he or she has to register first, and
U.S. registration laws are strict and may result in a reduction in number of
voters.”? Election Day is not a holiday in the United States. The informa-
tion available to the public on political candidates comes primarily from the
media—television, radio, and newspapers—and these sources vary widely
in their objectivity.

Americans, relative to Europeans, tend to be apolitical or less inter-
ested in ideological issues. For the most part, American politics might be
described as centrist, conditional on market-oriented economics. Several
studies claim that the goal of political parties in the United States is to
win elections, not to promote particular policies; those come afterwards.?
The fact that there is relatively little ideology associated with the two-party
system is not a recent occurrence; it was already noted in the nineteenth
century by the English writer Bryce.?! The old image of the two parties was
that the Republicans represented big business and the rich (property owners)
whereas the Democrats represented labor unions, the poor, and minorities.
In a general sense, Republicans are associated with right-wing politics. This
basically translates to conservative economic and social policies, includ-
ing reducing taxes and social programs and support for a strong defense.
Democrats, with some regional exceptions, usually promote more social and
safety net policies, claim allegiance to the middle class, support unions and
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the rights of minorities, and favor a higher minimum wage. The two parties
also differ on the extent of government intervention in the economy.? The
fact that Democratic administrations have focused on unemployment while
Republicans have been more concerned with inflation is seen as indicative
of dissimilar economic objectives.??

Notwithstanding those differences, a key point, especially in recent
decades, is that both parties tend to curry favor with corporate interests
because of the need to obtain funding for election campaigns. Therefore,
politicians are willing to support the economic and legal status of corpo-
rations and their managers, in addition to serving their business interests.
Corporations are often provided with various tax breaks, generous subsidies,
protection from foreign and even domestic competition, and exemptions
from labor laws. Neither party favors government-run businesses or govern-
ment ownership of business. Both parties accept corporate economic domi-
nance and have no desire to change the economic system.

Representatives, certainly, take up parochial issues and support local
constituents. However, the granting of favors seems to be skewed toward
those who can contribute financially to reelection campaigns or have the
resources to engage in lobbying. Large corporations certainly qualify. The
outcome frequently is deterioration in national welfare because the gains to
special interest groups are usually outweighed by the loss to the nation as
a whole.?* When politicians pursue political donations from corporations
and provide them with various kinds of help, this is not usually reported
in the local press or on local television and only infrequently on national
news shows. The public is led to believe that such donations are trivial and
a routine part of the democratic political process. The counterargument for
not reporting is that the public is not particularly interested in knowing too
much about this and perhaps does not need to know.

Thomas Frank (2005) argues that the Democratic Party turned its back
on the economic concerns of the working classes to appease corporate back-
ers and professionals. It continued pursuing liberal (modern) positions on
social issues while yielding on economic issues. If true, then campaign con-
tributions may have succeeded in weakening the Democratic Party’s tra-
ditional economic focus and populist concerns, thereby ensuring that few
questions are raised about corporate influence and power. However, there
are alternative explanations. John Roemer (1998) discusses situations when
voters encounter multidimensional issues, for example, economics and race,
rather than just economics. A party devoted not only to helping the poor
but also concerned about fighting racial discrimination may have to com-
promise to some extent on the economic issue to capture enough wealthy
voters who are sympathetic to its antidiscrimination position. Roemer is of
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the opinion that the Democratic Party found itself in this situation in the
1980s. Other explanations point to the fact that the blurring of ideological
differences between the two parties is in line with Downs’ theory regarding
the outcome in a two-party system.?

Regardless of the reason, with the Democratic Party relinquishing pop-
ulist economic positions, the corporate sector is left without any significant
domestic opposition and with no political force likely to question major
aspects of its economic or political activities. Not everyone sees this as an
unmitigated disaster. To the contrary, some writers see this as a triumph
for liberal capitalism and a model for other nations.?® Others suggest that
the system is characterized by a multiplicity of interest groups without the
supremacy of any one group.”’

With no strong ideological differences, politics all too often is left to
focus on personalities and values. Voters are frequently instructed to ignore
economic policies that would affect their lives and instead to focus on cha-
risma and how the candidate would act in a crisis. There is concern about
the fact that the percentage of eligible voters actually voting appears to be
declining. The percentage of eligible Americans voting in the 2000 presi-
dential elections was about 56 percent, even though this was a tightly con-
tested election where it was unclear who would win.?® This is blamed on
selfishness, cynicism, a lack of public spirit, poor education, or too much
education, the deliberate trivialization of politics, and many other factors.
What is rarely acknowledged is that when it is difficult to discern substantial
differences in the positions of the two major parties on key issues, voter apa-
thy becomes understandable. In addition, the political system is controlled
by money and whoever is elected will offer access to contributors and lobby-
ists, who in turn will, undoubtedly, influence the politician. An awareness
of this practice hardly induces people to rush out and vote.

The liberal-conservative divide is the commonly accepted categorization
of ideological differences in the United States. It is a dichotomy that both
depicts and supports the political-economic status quo and covers the spec-
trum of respectable and marginally respectable political views. Common to
both liberals and conservatives, not unlike the Democratic and Republican
divide, is the acceptance of corporate control, not only in the economic
arena but also in the political one. The issue, apparently, is beyond debate;
both parties are loyal to the “king.” This is described as acceptance of “the
rule of free markets” (or corporate capitalism, outside the United States),
and because it is well known that the free market is the superior form of
economic organization, only misguided radicals would complain.

The implications of this acquiescence, such as its impact on individual
political and individual economic freedom, is generally ignored, as is the
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fact that such an arrangement is harmful to free markets, contrary to com-
mon belief. The conflicting obligations to protect capitalism and popular
rule, corporate interests on the one hand and principles of justice and free-
dom on the other, tend to undermine government’s legitimacy.? Freedom to
profit, especially of giant firms, appears to have triumphed over democratic
principles—or any other principles for that matter. As described through-
out the book, this is evident in many laws and rules, such as, on election
financing, lobbying, taxes, credit, banking, finance, labor, and international
trade; it can also be seen in government policies on subsidies, tariffs, anti-
trust, stock markets, energy, transportation, and many other areas. With a
freedom so absolute came a recklessness that almost brought down the U.S.
financial system in 2008. It demonstrated in stark terms the cost of relin-
quishing responsibility and leaving rules and regulations to the discretion of
those who stand to gain the most. This was certainly not the first time and
probably not the last time. The willingness to protect corporations at tax-
payer expense, evident in the bailout solution to the current crisis, was also
apparent in the Saving and Loan crisis of the early 1990s.

2.3 Politics and Money

In modern American politics, large amounts of money are required for
presidential and Congressional campaigns. According to the Center for
Responsive Politics, the amount spent on presidential elections in 2008 was
$1.759 billion. Candidates for the House of Representatives spent a total of
$938 million, with an average of $1.39 million per candidate from the major
two parties, and Senate candidates spent $429 million, with an average of
$2.87 million per candidate from the two major parties. Politics requires
substantial sums because of the need to advertise. Whether to promote one-
self or to attack an opponent, political advertising is usually effective, and it
is hard to win a statewide, let alone a national, election without it.

Money can and does influence candidates. Studies show that contributors
seek to influence politicians on issues of concern to the contributor;*® and
other studies point to a relationship between contributors’ interests and the
committee assignments of the politicians they contribute to.*! That is not to
say that politicians are only influenced by campaign contributions.>* They
are also affected by their personal beliefs and opinions as well as constitu-
ents’ political leanings. However, it would appear that these factors are often
outweighed by concerns about donations.?* The fight over soft money cam-
paign contributions and political action committees (PAC) money reflect
an underlying concern that U.S. elections are getting close to an outright
buying of an election and that elections go to the highest bidder.
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One result of a political system where money is so crucial and influential
is that the public has come to look on politicians with suspicion. Politicians
are often perceived as people who will say anything to get elected and on
taking office will renege on their campaign promises, which, some argue
cynically, is inevitable given the conflicting promises made. So politicians
have to live with a certain amount of hypocrisy. They request and accept
payments from interest groups while claiming to fight for their constituents,
although the two are not always in conflict.

The problem, however, is not the perfidy of individual politicians. Personal
ethics play a role, but the fault lies primarily with the system. If the politi-
cians do not accept donations from interest groups, they lessen their chances
of winning in two ways. First, they will have less money for campaigning.
Second, they face a distinct possibility that the rebuffed interest group will
fund their opponent. Given that most campaigns are not ideological, there is
more leeway in accepting financial help from diverse sources. In the past, the
general attitude toward the political system was to shrug one’s shoulders or
joke, “We have the best politicians money can buy.” Today there is a greater
unease about the situation. Yet while voters accept criticisms of politicians
and the political system, they do not believe that it applies to their politician.
The person representing their district is fine. The other politicians are the
scoundrels. This attitude helps preserve the system.

To some, the use of money for such purposes is not only acceptable but
even desirable because it brings politics closer to approximating market
behavior**—the hallmark of efficiency—and outweighs concerns over equal-
ity and democracy. If people and interest groups are willing to spend money,
does it not indicate the intensity of their feelings on the issues? Regardless,
there is a clash between democratic elections and the economic freedom to
spend one’s money as one sees fit, including the right to purchase elections
or candidates. It is hard to reconcile the present system with commonly held
beliefs regarding democracy or popular rule, and it has already been noted
that the economic gain to interest groups is often exceeded by the economic
loss to the nation as a whole. Several European legislatures have tried to
reduce the influence of money on politics and prevent parties from becom-
ing dependent on corporations or wealthy individuals by limiting private
funding.* Such a solution is unlikely to be accepted in the United States.

In the past, elections were restricted to the wealthier members of the
community. Today, there are no property or asset requirements for elec-
tion, yet money is still a crucial factor. People donate money for a variety of
reasons; some donors expect a return and regard donations as investments.
Even if donors do not expect a return, at the very least, they would not stand
for deterioration in their financial fortunes as a result of policy changes.
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So is there a substantial difference between the eighteenth century’s legal
wealth requirements for legislators and today’s practical necessity of raising
large sums for elections? The latter is more democratic and inclusive and
represents more of a market-oriented solution; yet the influence of money
remains intact with all the obligations to big donors and the predictable
outcome.

2.4 The Image of Government

The idea of a benevolent paternalistic government is not popular in the
United States. Henry David Thoreau’s®® quote “that government is best
which governs least” has many supporters and is a widely disseminated point
of view. There is good deal of antagonism toward government, particularly
the federal government. In popular culture as well as in conservative publi-
cations. government is usually cast as incompetent. Economists specializing
in the study of politics describe politicians and bureaucrats as seeking to
maximize their personal rewards and expand the size of government,” to
the detriment of the public at large.

The origins of the mistrust of government may have to do with the
aforementioned split in governmental powers as well as different military and
political events, such as the Civil War and its aftermath, the Vietnam War,
and the events of Watergate. Some blame the media for encouraging suspi-
cion of politicians and political institutions, while others blame the fights
over desegregation, busing, and federal land issues in the western United
States. Yet in addition to political, social, and historical reasons for the hos-
tility, economic factors play a role in exacerbating resentment. Freedom from
a foreign government was always a high priority but so was economic free-
dom from any government. Liberty also meant the right to pursue profit,
free enterprise, and later on, establish enterprises of any size. In the twen-
tieth century with the threat of Communism, government economic inter-
vention during the New Deal, and the public’s experiences with the Great
Depression, it became more important to extol the virtues of the free mar-
ket system and its main players while belittling the role of a government
that might challenge corporate autonomy. Large corporations became more
vociferous in their demands for protection from government interference
and in the 1970s took concrete steps to protect their interests from govern-
ment and critics. The media were, not surprisingly, supportive, and academ-
ics wishing to argue in this vein could obtain funds for their research.

It is interesting to note that the U.S. Post Office was for several decades a
target of television comedy shows. Private sector corporations are only infre-
quently the target of comedy and usually only after a spectacular failure.
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More generally, the private sector is considered worthy of greater respect,
partly because it is not funded by taxpayers—hence, one should not meddle
in its affairs—and partly because it is considered more efficient.

Considering the probusiness policies of most U.S. administrations and
the corporate sector’s predominance and easy access to government, it is
surprising to see the oft-repeated, criticisms of government coming from
corporations. This is even more puzzling given the generous financial help
squeezed from government in one form or another, let alone the many laws,
regulations, and policies that support large corporations. One possibility is
that the government can be blamed for a myriad of problems over which it
has limited control and which really are the responsibility of the economic
sector and not, directly, government.”® It has relatively little direct control
over economic decision making—the domain of the private sector—yet it
has to take the blame for economic failures. So government becomes a con-
venient lightening rod deflecting attention and criticism.*® An additional
objective is to ensure that taxes, if not lowered, then at least are not raised.

There is a certain amount of hypocrisy in the antigovernment posi-
tions of corporations and wealthy individuals because it is government that
defends their property at home and overseas and provides them with benefits
ranging from agricultural price supports to restrictions on imports.® The
phenomenon of enriching oneself or one’s organization from government
contracts and then attributing the success to the wonders of the free market
is not uncommon. Government spending, especially social spending aimed
at society’s less fortunate, stirs resentment and has a negative connotation. It
is contrasted, in the public’s mind, with images of self-reliant farmers, risk-
taking entrepreneurs, and the typical citizen who works and pays taxes. Of
course, as recent events demonstrate, when the individual or organizational
need arises, views on the role of government can change quickly.

There is greater tolerance of income and wealth redistribution when it
flows up, rather than down, the wealth pyramid. In 2008, a massive redis-
tribution was undertaken with the support of both political parties. Huge
sums of taxpayer money were given to managers, creditors, and owners of
banks and insurance companies. The national interest was invoked, as it
always is in these cases. Yet given the stated objective of enhancing credit
availability to ameliorate the state of the economy, it was puzzling that the
recipients were not required to lend out the money. The government came
to the rescue of large economic organizations, and its actions, intentionally
or otherwise, protected the status quo at a cost to efficiency and fairness,
never mind the free market. Criticisms abounded, but the beneficiaries had
enough defenders to lessen public hostility and allow the bailout to go for-
ward. Both parties accepted the idea that large financial organizations must
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survive no matter how inefficient. Little if any ideological differences in the
positions of the two major parties could be detected.

2.5 Politics and Culture

Thomas Frank (2005) notes, with some sarcasm, that “people getting their
fundamental interests wrong, is what American political life is all about.”
Social scientists report that the phenomenon of people not necessarily vot-
ing for candidates or parties who would give them a greater share of the
pie is common to democracies. Frank relates the experience of Kansas in
the last decade where people with the lowest per capita income and resi-
dents of working-class districts often provided strong support to conserva-
tive factions of the Republican Party. Why would people vote for candidates
favorable to wealth and large corporations but refuse to vote for candidates
sympathetic to their economic circumstances and offering them more of a
safety net and more money for their children’s education?

One answer might simply be that voters lack information.*! However,
according to Frank, the answer lies in values, culture, and morality.%? Voters
were persuaded that cultural issues were more important than pocketbook
or economic fairness issues. Anger over issues such as abortion, busing, elit-
ism, Hollywood, political correctness, religious symbols in public places,
and the teaching of evolution in public schools was used to obtain votes.*?
There may have been an element of disingenuousness here in that many of
the cultural issues could not be won, and the real objective—Dbesides anger
arousal—was economic.” The end result, notes Frank, was that cultural
issues gave conservative politicians the votes to implement their economic
policies, including cuts in capital gains taxes, lower taxes for high income
earners and corporations, no increase in minimum wages, and more cor-
porate welfare. The social safety nets erected in the 1960s for the poor and
in the 1930s for middle class were dismantled, and America moved toward
greater income inequality.

The irony here is that the very movies, music, magazines, and television
shows that arouse cultural anger are mostly products of corporate America
and the profit motive.” Yet Hollywood, the liberal media, intellectuals, and
academics are blamed for the undesirable culture. Corporate America is not
criticized, and the economic system is rarely blamed for undermining values
and beliefs. This myopia is not accidental, claims Frank. Vast amounts of
money were spent on planning and organizing this campaign. To achieve
the requisite indoctrination, money was granted to supportive universities,
magazines were established, and think tanks and institutes did their part
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in providing funds for writers and commentators imbued with the right
orthodoxy. Given the outcome, these efforts achieved their objective.

In conclusion, economic interests already played a major role in deter-
mining the structure of government at the founding of the nation. The eco-
nomic sector’s involvement in the political process would continue with the
advent of large corporations and politicians’ growing need for money. It
is argued that money is so crucial that both major political parties accept
donations from corporations and consequently defend corporate positions
and privileges. The outcome is that political-economic differences between
the two parties are almost nonexistent, and corporate control is accepted in
both the economy and politics. The result is attributed to unrestricted eco-
nomic freedom, a key feature of which is the freedom to profit by influenc-
ing the political system, and it often comes at the expense of democracy.
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CHAPTER 3

Ideology and Myths

xamined in this chapter are some key features of the American polit-
Eical economy. The relationship between political and economic

freedom is discussed, particularly contemporary tensions between
democracy and large economic organizations. The concept of a free market
is explored and how the common description that appears to rationalize cor-
porate power in both politics and the economy differs from Adam Smith’s
original insight. Also reviewed is the laissez-faire revival of the past 30 years

and, not unrelated, why Americans are amenable to corporate capitalism.

3.1 Economic and Political Freedom

The founders of the American Republic were heavily influenced by European
liberal (classical) writers whose objective was either liberty or equality.!
Democracy was only a means for attaining those goals® and, as noted above,
liberal and republican, not democratic, ideas prevailed at the birth of the
nation.’> One of the most sought-after liberties was the freedom to do busi-
ness, which in turn required freedom from government in the economic
domain.* John Locke, whose ideas were especially influential, linked the
preservation of property and preservation of life, thereby connecting eco-
nomic and political freedoms. The nation’s founders debated the relative
roles of capitalism and democracy, with Alexander Hamilton favoring cap-
italism while James Madison and Thomas Jefferson opted for democratic
principles.’ To Jefferson, an ideal society would consist mostly of economi-
cally independent small farmers, thereby allowing for genuine political dis-
course and free elections. The same would not be true of factory workers
fearful of losing their jobs.®
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In the late nineteenth century, unfettered laissez-faire, fortified by the
ideology of social Darwinism influenced the intellectual outlook of the
nation, including the judiciary and the economics profession. It led to a
weakening of regulation and a strengthening of business.” It was also used
to defend increasing disparities in wealth and living standards. It was not
a coincidence that these ideas gained ascendancy with the shift to a more
industrial economy and the emergence of giant corporations. Here was a
theory favorable to wealth and power even though, carried to its logical
extreme, it could justify outcomes inimical to those interests.® Principles of
economic freedom would dominate democratic principles, and governments
of that era, for the most part, did not try to stem the tide.”

In the twentieth century, with the growing importance of large corpora-
tions in the economy, it became necessary to perform an intricate alchemy,
equating in the public’s mind corporate autonomy with individual economic
freedom, free markets,'” and even democracy. With the exception of the
Great Depression when serious doubts surfaced, corporations’ freedom to
profit became an American tenet. It was impressed on the nation that pro-
tecting this liberty would safeguard all other freedoms. The corporation was
depicted as a heroic figure from mythology repelling the invading hordes of
bureaucrats and planners with little gratitude from the public. A related idea,
promoted vigorously, was that government and its meddlesome operations
are worlds apart from the noble enterprise of private sector corporations.!!

A century ago, Max Weber disputed the existence of a direct relationship
between capitalism, freedom, and democracy.!> While there is evidence of
a positive correlation between increasing economic freedom and rising per
capita income the relationship between income growth and political free-
dom is less clear. Therefore, contrary to popular belief, it has not been estab-
lished conclusively that higher income or greater economic growth leads to
democracy.!® Yet the idea that market systems are inextricably linked with
democracy is popular among economists, although political scientists and
sociologists are more skeprtical.

Milton Friedman (1962) advances the argument that economic sanctions
cannot be used against political opposition in an economy free of state con-
trol." Therefore, he concludes that economic freedom is a requirement for
attaining political freedom. Competitive capitalism promotes political free-
dom because it separates economic power from political power and in this
way one offsets the other. Friedman writes that societies enjoying political
freedom invariably have a market-oriented economic sector. In a free mar-
ket, the consumer is protected from the seller because of the presence of
other sellers. The seller’s protection comes from the existence of numerous
consumers. By the same token, the employee can choose among employers
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and vice versa. Importantly, all this happens through the invisible hand
of the market without government intervention. Unlike politics, argues
Friedman, markets provide considerable choice. Everyone can buy whatever
he or she likes, and this has important political ramifications. Because an
economic sector free of government cannot be used to coerce citizens, it also
creates a check to political power somewhat analogous to the checks and
balances within the American political system."” The above description rep-
resents an ideal in terms of the interaction between markets and politics. A
key condition contained in the description is the word competitive. Without
competition the economic efficiency arguments do not usually hold, and
it is questionable whether the desirable political implications hold. What
exactly would be considered sufficiently competitive is debatable. The eco-
nomic theoretical conditions required for an optimal allocation of resources
are rarely met in actual markets because they require perfect competition,
a market structure that is almost nonexistent. (Friedman’s notion of eco-
nomic freedom is basically that economic activity be conducted by the pri-
vate sector.)

An opposing argument is that capitalism brought about a political sys-
tem labeled democratic but without genuine popular representation because
its primary goal is to ensure the protection of commerce and property.'®
Charles Lindblom (1977) casts doubts on the correlation between democ-
racy (polyarchy) and market economies. What democracy and market
oriented economies have in common is their tie to constitutional liberalism,
which was designed to give individuals the freedom to profit through trade.
Consequently, one would not expect democracy without such markets.”
Many market economies are not democracies, but all democracies have
market-oriented economies. Is it not conceivable, asks Lindblom, that some
democracy, no matter how misguided, might want to extend popular con-
trol into the economic sphere and displace the market? He points out that
this has not generally happened. Therefore, one might question whether
modern Western democracies are genuinely democratic. Lindblom does not
find this argument by itself sufficiently compelling. However, additional
evidence does convince him that present-day democracies are designed to
protect business and privilege and that the system of representative govern-
ment may have been selected because it accommodates the market system
not because it is genuinely democratic.

Business has special access to government and enormous influence
exerted through both the normal channels of democracy and outside it.
Additionally, businessmen have the necessary resources to dominate politics.
Therefore, argues Lindblom, business control over government and politics
helps explain the consistent adherence of democracy to markets as well as
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the primacy of the economic over the political domain. In support of this
view, he cites the relatively few conflicts between business and government
on issues, such as corporate reform, enforcement of antitrust laws, proposals
for income redistribution, and planning. Lindblom’s conclusion is that mod-
ern Western societies, including the United States, do not have a democracy
based on genuine popular control. This is not to deny the enormous progress
made in terms of government formation; yet in terms of attaining popular
control, there is still a long way to go.'®

A question arising from Lindblom’s analysis is what economists call the
free rider problem. It is expensive to gain control of politics, directly or indi-
rectly. So how is it decided which company or industry pays for what? The
railroads in the nineteenth century might have had an incentive to control
politics and indoctrinate the public while footing the bill (or getting the
taxpayer to do so). Do contemporary industries have a similar incentive for
a broad-based control that benefits not just one firm or industry but many?
This would seem to require a certain degree of coordination or collusion,
but Lindblom rules this out. Instead, he suggests that the process or mecha-
nism of business control over government has already been institutionalized:
both established and widely accepted in society. These arrangements are
protected by many laws, rules, and policies on matters, such as, elections,
lobbying, corporations and managers’ rights.

3.2 Free Markets

Although the term free market is not particularly controversial, there are
disputes over its definition, application, and even origins. Free markets are
generally characterized by decentralized and noncoercive economic decision
making. Forces of supply and demand rather than government set prices. A
key issue is the importance and type of competition necessary for free mar-
kets to exist. One argument is that competition is required for a free market
and if it does not exist, government intervention is justified. Intervention is
considered desirable on grounds of improving resource allocation and falls
under the economic category of remedying a market failure. Antitrust laws
and consumer information programs are examples of such intervention.”
However, some laissez-faire proponents see antitrust laws as a violation of the
requirement that no element of coercion be involved even if used to prevent
anticompetitive practices. They are suspicious that government intervention
may have ulterior motives and see the cure, in terms of loss of freedom, as
worse than the disease.?’ Their argument is that a free market is consistent
with any type of competition, including imperfect competition, as long as
no coercion is used to restrict competition. Although competition is not
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considered essential, mobility of resources is generally accepted as integral to
a free market.”! However, it is debatable how prevalent are noncompetitive
markets without barriers to the entry of new resources. The term competi-
tive free market is used here. It refers to markets where noncoercion in eco-
nomic decisions applies not only to government but also to the private sector
because interference with the working of a market is as likely to arise from
the private sector as from government.

Adam Smith is considered the most influential exponent of free market
capitalism. He proposes that if economic decisions are left to individuals
pursuing their own self-interest with a minimum of government interven-
tion, this would lead to the best possible outcome for society. Therefore, the
coordinating process of free market capitalism is self-interest or greed.?? The
idea is well known, well publicized and has been adopted to the extent that
Smith has become a sort of patron saint to laissez-faire advocates.?

Yet, receiving far less attention are Smith’s views on competition as a
counterforce to greed—rviews that may have been in part anticapitalist or at
least contrary to the interests of business classes of his era.?* Self-interest, he
argues, has to be kept in check by competition. Smith’s great insight is that
greed countered by competition would bring about the goods and services
that consumers want and are willing to pay for at prices that provide produc-
ers a normal profit.> (Although for society to obtain all the benefits of the
market requires the checks and balances of perfect competition.?®) Without
competition, the guidance of the invisible hand vanishes.?” There is also one
other dimension to Smith’s model, albeit somewhat more abstract and also
long forgotten, and that is the necessity of assessing the moral cost to society
from sanctioning greed and wealth accumulation.?®

Smith did not ignore the realities of power and politics inherent in the
economic system. He understood that political influence could distort his
economic vision. Businesses with political influence would do their utmost
to avoid or suppress competition; they would obtain higher prices for their
products and, in the process, make a mockery of the free market and pre-
clude its benefits from society.”” Smith hoped that conscientious politi-
cians with the public good in mind would prevent economic interests from
bypassing the market and the beneficial forces of competition.’ He knew
that it is all too easy to sabotage the free market and circumvent its compet-
itive discipline.”

Smith’s ideas have been strongly embraced, especially in the past three
decades. However, as noted above, it is only the government noninterven-
tion part of his idea that is hailed. This is in contrast to the more compre-
hensive acceptance of Smith’s free market principles by an eatlier generation
of economic liberals (classical). It is debatable whether the current omission
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is based on genuine ideological belief or whether it represents expediency
masquerading as ideology because, coincidentally or not, this view appears
to rationalize corporate power in both the economic and political realms.
Although it is presented as a free market view, it often results in striking
departures from those principles.** At times, it embodies a Darwinian
“anything goes” interpretation in both the economic and political spheres
wherein the acquisition of political influence is considered an unavoidable
cost of doing business in conformity with economic freedom. Such positions
often parallel the interests of large economic organizations but are not con-
sistent with Adam Smith’s views on competition, and economic efficiency.
Absolute freedom for giant corporations can disrupt or destroy markets if
that is a profitable course of action.?® Easy access to the political arena facili-
tates this option and, contrary to economic convention, there is no great
wall separating the economic and political domains.

There are laissez-faire proponents who claim sympathy with Adam
Smith’s views but do not object to subsidies, tax breaks, bailouts, and other
forms of government largesse granted to large corporations. Others favor the
rule of money in politics, including corporate money. They see little prob-
lem with business lobbying or corporate political donations, never mind that
these may eventually result in market distortions inefficiencies, and tilt the
balance artificially in favor of big business. Laws and rules favoring corpo-
rations are not considered incompatible with free market principles. Some,
oblivious to government’s active role here, interpret them as an efficient out-
come of free market operations. Hostility is displayed toward antitrust laws
that place restrictions on the conduct of large corporations. The freedom of
large economic organizations is favored unfailingly over competition and,
consequently, individual economic freedom. “Lesser” objectives such as
democracy, fair elections, and consumer welfare do not even merit consid-
eration in this context.

The above ideas may represent a distinct ideological viewpoint but one
that, in important respects, is incongruent with Adam Smith’s ideas on free
markets. The standing of corporations in America is aptly described by Robin
Marris’s (1970) observation that capitalism, despite the homage to individual
liberty, insists on the liberty of the organization. The freedom of corporations
comes first and has precedence over the freedom of individuals and markets.

3.3 Acceptance of the System

In the United States, at all socioeconomic levels, there is a firm belief in the
economic system, economic growth, materialism, and the emphasis placed
on economic success. Capitalism is far more palatable to Americans than to
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Europeans because business success is unequivocally admired, and America
has enjoyed affluence.’* Locke’s natural rights of man and the search for the
good life are widely accepted. The common European derogatory term—
bourgeois—is rarely used in the United States.> At a personal level, the
incentive structure of the American economy is attractive to talented people
who support the system as do business people relishing the prospect of a
“winner take all” reward structure, regardless of their actual earnings.*®

If today the dominance of large private corporations is taken for granted,
in the early nineteenth century there was no public consensus that railroads
should be privatized or unregulated. Later on different groups such as farm-
ers and labor voiced their opposition to corporate power and the lack of
regulation.”” Contrary to later claims, public-private cooperation and even
government ownership were quite common and accepted in America as was
regulation.’® Charles Perrow (2002) argues that the emergence of large cor-
porations probably clashed with key aspects of American culture. It reflected
neither American culture nor democratic politics, a point of view shared by
Alfred Chandler (1977).% The public had to be indoctrinated with the idea
that corporations represented America’s finest traits, including free markets,
individualism, and democracy. This was accomplished with the skillful use
of modern media as well as help from academia.

In the twentieth century, Americans accepted more readily the alliance
between big business and government and saw it as an inevitable cost of
economic success. The fact that the U.S. population believes in market-
oriented economics and the importance of economic growth more so
than in any other democracy gives U.S. corporations an advantage over
their foreign competitors. The old saying “What is good for GM is good
for America” was obviously an exaggeration, but at the same time it was
understood that the corporation’s special position was essential for America’s
economic success. There was an implicit socioeconomic contract between
Americans and big business: You had a steady job. You earned a decent wage.
You did not tell the boss how to run the business. That is not to say that
there were no frictions, for example, between business and labor; but the
fights that did occur were usually about wages and working conditions, not
about ideology. European corporations were disadvantaged in this regard.
Several factors played a role here, including the existence in Europe of ves-
tiges of aristocracy, politically oriented labor unions, and numerous political
parties, not all of which were enamored with large corporations. To some
extent, these factors counterbalanced corporate interests in Europe even
though corporate ownership was often more concentrated. In addition, the
American focus on individualism and social mobility prevented the forma-
tion of a popular working class party and labor unity.%
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Another reason for the acceptance of the system is the belief that the
United States, unlike many other societies, is basically a classless society.
The inference drawn is that, in a classless society, there is equality of oppor-
tunity and therefore it is up to the individual to make the most of those
opportunities. So ingrained is this point of view that those who have the
most to gain from social safety net policies can be persuaded at times that
such policies are inconsistent with free market ideals and self reliance, and
therefore should be rejected.

A different explanation for the acceptance of the system is that America
is still influenced by Calvinist values that have transcended religion and
become part of America’s core beliefs and values.?! A person attaining great
wealth is worthy of admiration. Their success is seen as representing not
only hard work, business skills, and risk taking, but also a moral success. In
fact, it is seen as a sign of favor from above and serves to legitimize both mor-
ally and socially the accumulation of wealth and an economic meritocracy.*?
Failure, writes Edward Luttwak (1999), is associated with divine disfavor,
and losers find it hard to maintain their self-esteem. Because losers blame
themselves, there is very little room for political candidates to rally the losers
and represent their interests. People want to believe that they are part of the
system and usually do not resent those who are more successful than they
are; to the contrary, they see the winners as a source of inspiration, assuming
they did not inherit wealth.*?

Lindblom (1977), Galbraith (1985), and several other writers see a darker
side to the populace’s acceptance of the economic system, one that involves
indoctrination. People’s choices are molded to serve business interests rather
than their own. Corporations spend large sums promoting their positions
and protecting their privileges. More generally, the appearance of a genuine
political debate is often an illusion.* Citizens are taught that business influ-
ence and control over government are natural parts of democracy as is its
privileged position, a view reinforced both by academics and the media—two
groups dependent on corporate funding.> The special position of business
comes to be widely accepted. The public is also led to believe that an attack
on the economic system is equivalent to an attack on democracy in that the
two are almost identical.* Sports and capitalism are linked, and individu-
als seeking help from government are depicted as no different from athletes
seeking to obtain an unfair advantage over their rivals. Lindblom (1977)
states that key political-economic issues such as corporate autonomy, distri-
bution of income and wealth, and business’s special access to government are
considered unsuitable for political or public debate. Therefore, there is little
mention of these topics in the media. Public opinion is formed to ensure a
favorable disposition toward the economic system, and many voters remain
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uninformed and at times vote against their economic self-interest.* Terms
such as free market capitalism and free choice are used repeatedly in print and
on the airwaves and may help mask the undemocratic nature of corporate
control. The agrarian ideal of independent yeomen confident in the control
they have over their lives is still promoted, despite the fact that the United
States is no longer an agrarian society. The economic freedom of the farmer
is then equated with the autonomy of the corporation.®

Galbraith (1985) describes how the issue of power in the economy and
society is either dismissed or ignored. The ruse devised is to claim that
power is subdued by the impersonal forces of the free market and guided to
socially desirable outcomes. Therefore, it is not an issue. Economics, argues
Galbraith, teaches the benefits of existing social arrangements, oblivious or
hostile, to issues of power in the economy and politics. Economics neglects
the part played by large corporations in molding social priorities and atti-
tudes. Particularly clever, he argues, is the way corporations have come to
impress on the public that their objectives regarding production, consump-
tion, technology, and growth are identical to those of society at large and
represent human and social progress. The public has come to accept cor-
porate control in various areas without realizing that these are not isolated
instances atypical of the system—they are the system. Notwithstanding the
praise heaped on the idea of individualism, Galbraith sees this as a cover for
protecting organizations, not individuals, because “it is not the buyer’s right
to buy that is protected but the seller’s right to sell.™

A final explanation for acceptance of the system is the “bonanza” or
“casino” factor. There is a common belief that in America, with good luck,
one can become a multimillionaire. Hard work and business acumen are one
way to accomplish this. Yet what stir the imagination are real or mythical sto-
ries about people becoming wealthy beyond their dreams almost overnight.
Now one may dismiss this as harmless daydreaming, but the belief is strong,
it is centuries old, and it is not restricted to the United States. In many parts
of the world, it is believed that there is a better chance of becoming rich in
the United States than elsewhere. Regardless whether there is evidence to
substantiate this belief, it does give people hope and attracts immigrants
from all corners of the world in search of their own El Dorado. It also gener-
ates support for a system that grants people this type of opportunity.

The above belief became interwoven with one of the most important and
enduring symbols in American history—the myth of the frontier. The fron-
tier represents the formative experience and the molding of the American
national identity. Progress in the United States came to be identified with
a westward expansion of territory and migration. Richard Slotkin (1992)
notes that different forms of regeneration—spiritual, democratic, national,
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and even one’s personal fortune—were associated with the frontier at differ-
ent times in American history. Political movements such as the Populists and
Progressives could find an affinity between their objectives and the myth of
the frontier despite their conflicting economic and political goals.”® Both
movements saw a danger to the nation from the “closing of the frontier.”

Frederick Jackson Turner’s original argument had been that the success
and growth of the American economy could be attributed to the extension
of the frontier and the resultant gains in land and resources.”! However, in
later years, new sources for bonanza were found. There was, of course, the
California gold rush of 1849, and what was characteristic of that and future
bonanzas, according to Slotkin, was the opportunity for quick riches with
minimal investment or effort. The nineteenth century industrialization was
a bonanza of sorts, especially when combined with market power. It may
also have been the precursor to future bonanzas in terms of its beneficia-
ries.”? In the 1980s, there was a bonanza in financial capital.’> A notable
example was the Savings and Loans Bill, which was expected to energize the
banking industry as well as real estate. Instead, it ended up costing taxpayers
more than 150 billion dollars to bail out savings and loans institutions. For
some, this turned out to be a bonanza based on socializing risk and privatiz-
ing gain. In the first decade of the new millennium “flipping” houses also
had the trademark of a classic bonanza—little effort and quick and high
returns—at least for a while. A related bonanza with huge costs to taxpayers
was the high, and largely unregulated, leveraging undertaken by financial
institutions. Combined with the selling of subprime mortgages, it resulted
in the costliest bailout in American history with a massive redistribution of
wealth from the public to financial corporations and their creditors.

3.4 The Laissez-Faire Revival

In the past 30 years under the guise of values, efficiency, and, above all,
economic freedom, there has been a laissez-faire revival. It has resulted in
tax cuts for the rich and organized, deregulation of financial institutions,
strengthening of corporations, successful attacks on social policies, and, by
and large, a turn away from the philosophy of the New Deal.

The Great Depression, with its devastating effect on the nation’s econ-
omy and psyche, changed attitudes about laissez-faire, market solutions, and
social Darwinism. The threat to individual freedom from business power
was taken seriously, and some claimed that government could play the role of
protector.’® New laws, policies, and institutions were introduced and would
prevail for the next 40 years. In the 1970s, the charge that Keynesian eco-
nomic policies had been unsuccessful in dealing with stagflation reopened



Ideology and Myths e 37

the door to laissez-faire. The 1980s and 1990s witnessed a forceful advocacy
of laissez-faire ideas through networks of foundations, think tanks, soci-
eties, journals, and university chairs.”> The studies produced praised eco-
nomic elites, corporate takeovers, the right to use one’s money as one sees
fit, including for political donations, and, generally, laissez-faire policies.
The campaign’s purpose was to counter the influence of the New Deal and
government intervention in the economy as well as undo a perceived liberal
(modern) bias. It succeeded in bringing about an intellectual climate more
favorable to wealth and corporations, while reducing government help to the
poor. Government social and economic regulatory policies were retrenched
and taxes, primarily for high-income earners, reduced. Individuals and
communities were left unprotected from the threat of calamitous economic
changes.’® Kevin Phillips (2002) points to the fact that laissez-faire was a
myth in both the Gilded Age and the 1980s. Its advocates in the 1980s
did not hesitate to use the power of government to promote their economic
objectives. The laissez-faire revival was helped by the stock market boom
of the 1980s and especially the 1990s and the growing economy. It became
easier to convince the public that markets and democracy were identical and
that the acts of buying and selling were akin to voting in a democracy.”’
Markets, so went the argument, were the essence of democracy and reflected
the people’s will more so than corrupt politics that required compromise and
hence limited one’s choices. Thomas Frank (2000), who named this move-
ment “market populism,” notes its contradictions, especially the claim that
it brought about economic fairness because its purpose was to do the oppo-
site: to maintain or increase income and wealth inequality. Voters” anger
and frustration, as noted above, were channeled to cultural issues and then
used to achieve economic policies favorable to corporations and wealth.”® A
thetorical trick that made the new laissez-faire palatable was the denial that
economic factors played a role in social class.® Economic differences, corpo-
rate ownership, and corporate power had to be denied or ignored.®

Major economic changes such as globalization, deregulation, and privat-
ization were helped by the laissez-faire movement.®! Privatization and dereg-
ulation, and ultimately the shrinking of government, were seen as crucial for
improved economic efficiency. It was argued that government social pro-
grams had mostly failed and had created a culture of dependency®* America
also had to improve its competitiveness to succeed in the global market-
place. In the late 1980s, U.S. economic prospects looked dim, especially
in comparison with the success of Japan. Reducing taxes, chiefly marginal
tax rates, would increase work effort and result in an expanding economy.
Government should not shelter people from risk. People had to learn to
adapt to changes that would probably increase in frequency throughout
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their lifetime. Government help was not only inefficient and badly executed,
it also was morally wrong: “give a man a fish and you feed him for a day;
teach a man to fish and you feed him for a lifetime.” The United States was
founded on the idea of free enterprise, initiative, and risk taking, not on
building a social safety net and incentive-reducing pampering. Proponents
of these arguments pointed to West European unemployment rates as evi-
dence of the detrimental effects of overly generous unemployment compen-
sation. The new laissez-faire targeted individuals for reduced government
assistance, although similar reductions were rarely aimed at corporations.
On the contrary, taxes paid by corporations as a percentage of total taxes
declined while corporate subsidies increased. Hence, critics questioned the
genuineness of the new laissez-faire.

Ideas based on mid-twentieth-century concerns about the threat of total-
itarianism were adopted and repackaged in the service of corporate control.
Corporations’ freedom to profit was placed above all else. Galbraith (1985)
argues that laissez-faire proponents, while claiming to shield entrepreneurs
from the state, were ignoring the ever-closer alliance between corpora-
tions and government and its implication for freedom. A pattern emerged
whereby conservatives denounced government in public while seeking its
support in private.®

Advocates of laissez-faire, in the name of freedom, seek to weaken gov-
ernment’s powers. Yet a weaker government is more easily manipulated by
large corporations, and the economic and political power of large corpora-
tions is no less dangerous than the power held by big government. Why
then the preference (de facto) for corporate rule? After all, government is
at least elected. The standard retort is that corporations originate within
and embody the free market. Yet a strong case can be made that not only
did large corporations emerge as a result of various forms of government
help, mostly antithetical to a free market, but also in many cases, these
organizations can destroy free markets. William Roy (1997) writes that the
late-nineteenth-century pools and cartels were established to shield their
participants from the workings of an anarchic market. When these agree-
ments failed to achieve the desired stability, mergers to create giant cor-
porations (holding companies) seemed a preferable alternative to the free
market.®* The idea that government is needed to sustain, if not create, free
markets is denied by some because it supposedly taints the market concept.
In the laissez-faire scheme of things, corporations play a neutral or passive
role—intermediaries between owners (stockholders) and resources other
than the stockholders’ capital.> Notwithstanding declarations of love for
free markets, it is often the status quo that is being protected, specifically
the unique status of powerful corporations, not the freedom of markets.
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The elephant in the room is invisible to some; a singular focus on gov-
ernment’s power blinds them to similar dangers arising from large private
organizations. One wonders how economic freedom that benefits primarily
the managers of large corporations (and to a much lesser extent their share-
holders) can be the epitome of economic freedom let alone freedom.

In conclusion, Americans have adopted with few reservations the eco-
nomic ideology of corporate capitalism. The system is seen as offering most,
if not all, citizens an opportunity to compete and seek their fortune. The
dangers to political freedom from economic power are minimized or ignored
as is its market-distorting political influence. Individual freedom to profit
is respected in the abstract, yet the prevailing but unheralded principle is
corporations’ freedom to profit. This freedom is paramount and overrides
all other principles and ideals.
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CHAPTER 4

The Economy

4.1 The Economic System

The United States is seen as the standard-bearer of laissez-faire economics,
a capitalist society where the profit motive is given free rein and the pursuit
of economic success is the top priority. A confluence of philosophies, such
as Adam Smith’s invisible hand, John Locke’s emphasis on private property,
and Thomas Jefferson’s view of a limited government, serve as the intel-
lectual underpinning. U.S. governments generally refrain from substituting
bureaucratic decision making' for that of the market and eschew picking
the industries of the future. It is accepted that government has no special
insights in this matter, and efficiency dictates that markets determine the
allocation of resources. The price mechanism, more so than in most nations
and ignoring issues of corporate administrative coordination, guides the
workings of the economy.

The American view is that crony capitalism lacking the discipline of the
market is doomed to failure. Arm’s-length dealing is seen as a critical com-
ponent of successful capitalism; contacts and long-standing personal rela-
tionships should not be used as a substitute for impersonal market forces.
The success of the U.S. economy during the 1990s convinced many that
the United States was on the right path because it adhered sufficiently to
that discipline. Galbraith’s (1985) argument warning that there was an eco-
nomic system consisting of several hundred miniplanned corporate econo-
mies behind the free market facade has been dismissed, and corporations’
influence over government is generally ignored.

Although the U.S. economy is associated with free markets and risk-
taking entrepreneurs, it is more accurately defined by its dominant economic
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organizations—Ilarge corporations—whose imprint on the economy and
society is unmistakable. They employ millions of workers and are seen as
desirable employers offering better wages and promotion opportunities.
These hierarchical firms benefit from many laws and regulations designed to
protect them. Galbraith (1985) argues that macroeconomic policy is under-
taken to ensure a steady demand for their products. Their economic power
allows them to extend their control to government and the political process.
Despite their large market shares and influence augmenting size, the ortho-
doxy is that they are an integral part of a free market system.

4.2 An Overview of the Economy

The U.S. economy is the largest in the world with its 2007 GDP exceed-
ing $13 trillion and its GDP per capita of $46,000 larger than that of most
other nations.? Of course, the mean income does not necessarily convey the
typical family’s income, and per capita GDP is not synonymous with hap-
piness. Nonetheless, the U.S. economy until 2008 had performed well for
25 years and, ignoring the 1930s, for most of the twentieth century. It has
been regarded as a model of efficiency and admired for its dynamism and
flexibility. Resources generally flow to where they can obtain the highest
return, and unprofitable lines of business are discarded and their resources
freed to move to more remunerative pursuits. It is relatively easy to set up
businesses in all states. Importantly, not only is change tolerated, but it is
also encouraged; innovators and entrepreneurs are held in high esteem. The
United States is admired for the fast growth of high-tech companies such as
Intel, Microsoft, and Google and the skillful use of information technology
by Federal Express, Amazon, and eBay.? The rapid rise of those companies
and their contributions to the economy represent advantages of economic
freedom.

The United States has an impressive infrastructure designed to facilitate
commerce. It consists of a fine national highway system, numerous airports,
a reliable telephone network, and a mostly reliable electricity supply. It is also
endowed with many natural resources. The percentage of arable land is rela-
tively high, more than double that of Russia and quadruple that of Canada.*
While at the beginning of the twentieth century it required one-third of the
nation to provide food for the populace, today the share of Americans on
the farm has dwindled to less than 3 percent. America produces and exports
grains and large amounts of cotton, meat, and dairy products. Needless to
say, U.S. supermarkets are well stocked with food. During the second half
of the twentieth century, the economy shifted from manufacturing to a pre-
dominantly service economy. With this change and other factors, unionized
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workers as a percentage of the civilian labor force declined from 31.6 percent
in 1950 to 11.5 percent in 2000.> Over the past 30 years, the U.S. economy
has become more integrated into the world economy. Imports and exports
have risen not only in absolute terms but also as a percentage of the GDP
with imports usually exceeding exports.

4.3 Government Policies

Government has been molded to fulfill certain economic objectives, includ-
ing safeguarding the common market aspects of the United States. A solid
infrastructure is accompanied by a suitable legal infrastructure. The gov-
ernment provides subsidies, inducements, and tax concessions to businesses
notwithstanding the belief in laissez-faire. The government is an important
customer for many businesses and does its best to assist American firms
overseas, including the opening of new markets to U.S. products. It provides
substantial grants for basic research that serves as a foundation for commer-
cial research. The evidence, for the most part, suggests that U.S. govern-
ments have fairly consistently subscribed to Calvin Coolidge’s assertion that
“the chief business of American people is business.”

Following World War II, U.S. policy makers applied Keynesian policies
based on management of aggregate demand to combat recessions and infla-
tion. The fact that during those years the United States did not experience
a recurrence of a thirties-type depression boosted the confidence of econo-
mists in such policies. Yet, to some, Keynesian economics is associated with
redistribution policies, while to others its adoption has more to do with eco-
nomic growth becoming the secular religion of the United States® and there-
fore too important to be left to the vagaries of the market.” Government
management of aggregate demand is in the interest of mass consumption
and its largest producers as well as politicians for whom economic prosperity
facilitates reelection. However, Keynesian economics could not handle the
stagflation of the 1970s, that is, the simultaneous occurrence of unemploy-
ment and inflation, with a resulting loss of faith in its ability to cure all eco-
nomic ills. Although several alternative theories have been proposed, none
has been widely accepted yet as a replacement for Keynesian economics.

Until very recently, in terms of economic policy, emphasis has shifted
from fiscal to monetary policy conducted by the Federal Reserve Bank. With
increasing rates of economic growth and the almost continuous rise in the
stock market in the late 1990s, the Federal Reserve acquired an aura of infal-
libility. However, a series of events in the New Millennium, beginning with
interest rate increases in 2000 and their aftermath, raised questions about
the limits of current knowledge in controlling the economy. The Federal
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Reserve persisted in downplaying the threat to the national economy from
a housing bubble. It refused to intervene in the mortgage market despite
highly questionable lending practices that eventually resulted in a severe
decline in the housing market and the near collapse of the financial system.
No less consequential was the Federal Reserve’s fight to prevent regulation
of derivatives by the Commodities Futures Trading Commission. “Markets
know best” was the justification, although it happened to coincide with the
interests of large financial entities.

Starting in the late 1970s, America entered a deregulatory phase.
Industries that had been sheltered from vigorous competition, cost-saving
efficiencies, and the need to innovate would encounter the discipline of the
market proper—asserted proponents of deregulation. The regulated indus-
tries, for example, airlines and phone companies, had always been an anom-
aly marring the free market image. Although regulation had its defenders
and sometimes even economic justification, many economists welcomed
the advent of deregulation. There was the anticipation of new cost efficien-
cies that would culminate in boosting the GDP and living standards. The
fact that the profit motive, in a broader sense than just cost cutting, had
led to deregulation,? just as it had earlier brought about regulation, was
sometimes ignored. Economic efficiency (and a rather narrow definition at
that) was deemed a sufficient reason for deregulation; The turn to dereg-
ulation was alleged to be in line with markets and away from a managed
economy.

Deregulation affected banking, brokerages, and insurance companies.
Derivatives and hedge funds remained unregulated, and in the process, a
shadow banking system in the trillions of dollars was created. The cautious
but unfashionable few who proposed oversight were chided for their igno-
rance. After all, laissez-faire would enlarge the pie and enrich all. Few out-
side Wall Street realized that what was being legalized was highly leveraged
gambling. Yet those who made profits got to keep them, and later, during
the financial debacle, some of the losers were considered “too big to fail” and
were rescued with taxpayer dollars. The collapse of the subprime mortgage
and the derivatives markets resulted in a sharp and noticeable turn from the
stated policy of non-intervention and freedom of markets. The justification
offered was that it was done to prevent systemic financial collapse; however,
it also resulted in the protection of assets of the powerful, the organized,
and the wealthy.

Government collects a variety of taxes, including income, social secu-
rity, and state and local taxes (primarily in the form of property taxes). A
major economic choice confronting society is how the provision of goods
and services should be divided between the public and private sectors or how
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much of their income people should hand over to the government for public
services. In the United States, roughly 33 percent of GDP goes to govern-
ment. The citizens of Sweden and Denmark, for example, have opted for
considerably higher levels of public services and more of a social safety net.
Approximately 50 percent of their GDP goes for public spending which, of
course, means a much smaller amount is left for personal spending. Antipathy
to taxes is universal and centuries old, and in the United States, it has been
integrated into the culture. Understandably, there is great interest in how
taxes are set and changed but, as Galbraith (1985) emphasizes, it is just as
important for people to understand how their incomes are determined and
how the prices they pay for goods and services are established. Yet the level
of interest in those decisions rarely matches the attention paid to taxes.

The U.S. income tax system is progressive, or graduated, meaning that
high-income earners have to pay a larger share of their earnings, both
percentage-wise and in absolute dollar amounts.. However, numerous legal
loopholes undo some of the redistribution goals of the income tax structure.
For example, the top 400 income earners in 2000, whose average earned
income exceeded $100 million, paid an average rate of 22.6 percent in fed-
eral income tax, equal to what a family of four pays on an annual income of
$226,000.° Under both Presidents Reagan and George W. Bush, taxes were
reduced for top earners and corporations, followed by demands for cuts in
social benefits for the poor and middle class to make up for the shortfall.’’
The tax cuts, argues Paul Krugman (2003), were designed to bring about a
fiscal crisis and a reduction in the social safety net and were accompanied by
complaints about the excessive tax burden imposed on U.S. taxpayers. The
tax cuts reduced substantially the marginal tax rate of top earners, the effec-
tive tax rate of corporate profits, the tax on dividend income, and the inher-
itance tax. Although they benefit primarily wealthy Americans, they were
publicized as middle-class tax cuts.! In 1950, corporations paid 26.5 per-
cent of the total U.S. federal tax burden; by 1990, they only paid 9.1 per-
cent.'? Similarly, in 1957, corporations paid 45 percent of local property tax
revenues; by 1987, their contribution amounted to 16 percent.'

Throughout most of the twentieth century, arguments favoring tax cuts
were presented in terms of choosing either greater efficiency or more fair-
ness. In the past two decades, some hypotheses have been proposed that
dispute the inevitable trade-off. (One argument is that inequality might be
detrimental to growth'¥ and another is that when capital markets are imper-
fect, there is no trade-off.’®) America’s best growth in a generation took place
after the Clinton administration raised taxes.!® There is also little evidence
to support the trickle-down economic argument that higher tax rates on the
rich would reduce economic growth significantly."”
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Value-added or consumption taxes are popular among economists because
they would encourage more saving. However, they would also require
large structural changes in the tax system and its accompanying industry.
Politicians fearing that a new tax system may not function smoothly and
vested interests opposed to the change have prevented adoption of these
taxes. The sanctity of consumption plays a role in the rejection of alternative
tax systems.

4.4 Consumption

For American manufacturers to adopt mass-production techniques, mass
consumption had to be created. A nation without either an entrenched cul-
ture or an aristocracy as an arbiter of taste was more receptive to mass-
produced goods and to the enticements of its sellers. The freedom to pursue
happiness was given a rather materialistic interpretation, and consumption
was promoted as a vital component of happiness. The consumption habit
is catching on in other countries, suggesting that there may be something
in the human psyche that lends itself to such behavior and people can be
persuaded to seek comfort in consumption. For large segments of the pop-
ulation, excess cash over the amount necessary for subsistence is a relatively
new phenomenon in human history. The channels to which excess cash are
diverted are astonishing, and more puzzling is the eagerness to use debt to
satisfy this desire. So pervasive is the shopping culture in the United States
that one might describe it as practiced with the fervor of a patriotic duty.
The difference between what is a necessity and what is a luxury has been
blurred. There have been lengthy debates on whether consumer sovereignty
is an illusion and whether consumers are manipulated into believing that
what they purchase is what they genuinely desire.

The wish to spend, as noted above, is substantially more powerful than
the desire to save, despite the educational efforts of mutual funds. There is
lictle hesitancy in paying high monthly fees on credit cards to maintain a
standard of living that would be impossible otherwise. This often means
borrowing money to pay for luxuries. The wish to keep up with the Joneses
or with the standard of living portrayed on television is powerful indeed.
The negative implications of competitive consumption, analogous to the
arms race, have been noted.”® There is, however, little public or political
pressure to change things by curtailing consumer purchases. Far too many
economic interests have a stake in current consumption patterns. Hence,
government is also careful to minimize regulation of products. The jus-
tification offered is the principle of noninterference with consumer sover-
eignty. It is also claimed that any abrupt change could bring about shocks
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to the economy. Robert Frank (1999) points to our preference for conspicu-
ous consumption, such as large homes, and luxury cars over inconspicuous
consumption, such as clean air and water, uncongested traffic, time with
friends and family, and public transportation. Frank claims that this has to
do with the importance of relative standing in our society despite our focus
on absolute rewards. When individual satisfaction is contingent on other
people’s spending habits, as in fact it is, Adam Smith’s selfishness princi-
ple does not necessarily provide society with the optimal mix of goods and
services. The extra income spent does not give people enduring increases
in satisfaction, whereas spending on inconspicuous goods would have that
effect.”” However, notes Frank, people will not withdraw unilaterally from
the conspicuous consumption race because that would affect their relative
standing in society.

The ingenuity used to part American consumers from both surplus and
essential cash is amazing. No stone is left unturned. Every trick, gimmick,
and psychological ploy is used with little hesitation. The citizen as a con-
sumer is considered fair game, and the difference between legal and ille-
gal means is a rather gray area. Advertising and other forms of marketing
are used extensively. The amount spent annually on advertising is about a
quarter of a trillion dollars.?® Advertising is the primary source of revenue
for key segments of the media, and it would be difficult to argue that this
relationship does not lead to media caution in reporting on its customers
and their products. The deceptiveness of advertising also influences life and
attitudes in the United States?! and leads to a nation inured to hyperbole
and trickery.

The Latin phrase caveat emptor—Tlet the buyer beware—holds true here
as anywhere else when buying products or services. Phony stock deals, ques-
tionable currency deals, fake auto repairs, and real estate swindles have
become a staple of American folklore. Supposedly reputable phone compa-
nies were not above “slamming,” which means that, without your permis-
sion, they provide you with phone service and bill you. Rental companies
do not feel obligated to keep for you the promised car, and aitlines can over-
book and bump you, subject to some compensation. Is there no legal pro-
tection for consumers? There is some; however, it is not pervasive or strong,
and even where it exists, insufficient resources are provided for enforcement.
In many states, consumers are left unprotected from misleading insurance
contracts, difficult to understand credit terms, and usurious loans because
the perpetrators see to it that the government, in the name of free mar-
kets and individual economic freedoms, does not intervene. The justifi-
cation offered is that nobody should have to protect you from your own
foolishness. Additionally, according to the laissez-faire argument, reputable
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companies will lose business if they engage in deceptive practices; therefore,
they will not do so. In short, the public is assured that unfettered markets
will work to the consumer’s advantage. Consumers on their part must act
prudently and rationally; otherwise, all bets are off. Yet this is an incomplete
picture, in part because it ignores the imbalance in resources and power
between consumers who may seek redress and the offending companies and
because of the utilization of government to protect dishonest and econom-
ically inefficient practices. A confusing mix of state and federal jurisdic-
tions is skillfully applied by companies to evade legal responsibility. Paul
Blumberg (1989) points to numerous acts of everyday deception, such as in
buying, financing, and repairing a car, that the public has come to accept as
inevitable. In the late 1980s, about one-third of the $65 billion spent annu-
ally by Americans on auto repairs was unnecessary, according to government
estimates.”> The freedom to profit through deceit is facilitated by consum-

ers’ lack of information.??

4.5 Saving and Productivity

Saving is important for both individuals and nations. Social Security is
considered inadequate for funding retirees’ needs, and hence a supplemen-
tary source of income is necessary. For economic investment the nation
requires capital, usually from domestic saving. If this source is unavailable,
the money has to come from overseas, otherwise investment declines. Yet
there are no policies to encourage saving to increase productive capacity and
ultimately standards of living. In the United States, there is a strong bias in
favor of consumption as reflected in the tax code, laws, and subsidies. Even
more to the point, consumption has become embedded in the culture with
significant help from the media.

American personal savings rates have fallen sharply over the past 20 years.
In 2005 they became negative for the first time since the Great Depression.?*
When one looks at net national saving, which also includes business and
government saving, the picture does not improve much. Despite claims that
comparative cross-country personal savings rates understate Americans’ sav-
ing rate and acknowledging deficiencies in measurement, the basic conclu-
sion remains unchanged. On a comparative basis, the prevailing attitude is
that an unspent dollar is a missed opportunity. Even the formerly popular
notion of saving for a rainy day is basically rejected as implying a defeatist
or a pessimistic outlook on life. One interpretation is that Americans are
discounting the future heavily. Yet this is puzzling in that the “eat, drink,
and be merry because tomorrow we die” philosophy does not accord with
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the social or historical dogmas of the nation. So to what does one attribute
this behavior? It could be a universal trait common to nations reaching a
certain level of affluence. However, Madison Avenue exhorting people to
spend bears some responsibility . Economic freedom, especially of mass pro-
ducers, gave rise to radical social and cultural changes wherein the relative
importance of saving and consumption was reversed. Little attention was
paid to the fact that the changes also brought about more indebtedness and
lessened individual economic independence.

U.S. productivity declined from the 1970s to the mid-1990s as invest-
ment in capital equipment slowed down while growth in hours worked
accelerated.”® America, argues Lester Thurow (1999), did not buy the tools
necessary to improve productivity, and slower rates of growth in the capital
to labor ratio inevitably led to slower growth in productivity. In addition,
while in the 1950s and 1960s the median years of education per worker
increased by 1.1 percent per year, in the 1990s, the rate of growth was only
0.5 percent per year.”® Statistical data indicate that part of the decline lies
in weak productivity growth in the service sector, although there was some
improvement after 2000.% A disturbing phenomenon was that the compo-
nent of productivity attributable to technology—an important contributor
to U.S. productivity in the 1960s—almost disappeared. This is surprising
given the explosion of innovations in information and communication tech-
nology. The higher rate of growth of U.S. output after 1995 is due primarily
to capital inputs, particularly information technology (IT) investment.?®

4.6 Finance and Real Estate

Relatively open capital markets, despite a patchwork of state and federal reg-
ulations, have been considered a contributory factor in the economic growth
of the U.S. economy. Well-developed stock and bond markets have seen
innovations extending their scope and ability to raise money for both new
ventures and existing businesses. There are also some less desirable aspects,
such as the fascination with the daily movements of the stock market and
certain speculative activities based on easy credit and high leveraging.
Several financial regulatory agencies exist, but they often act as facilitators
for their charges rather than protectors of the public. The Federal Reserve’s
seemingly strenuous efforts in 2007 and 2008 to prop up the stock market
and its massive intervention to rescue financial institutions of all ilk call
into question some of the assertions about the efficiency of unchecked cap-
ital markets. The socialization of risk for large banks as well as investment
and mortgage companies is clearly at odds with a free market philosophy. In
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fact, it raises questions if markets can ever be entirely free of government.?’
It has become apparent that a very thin line, if any at all, separates financial
markets from government and politics.

Credit is a key lubricant of the economy, and here America has had an
important advantage over economies with less-developed financial sectors.
Credit is also a way of life in the United States.>® There is the convenience
of a credit card as a substitute for cash, although this is becoming preva-
lent elsewhere. Americans buy houses, cars, vacations, furniture, appliances,
and jewelry on credit; similarly they finance operations and weddings. It is
usually easy to obtain credit in the United States. It allows people to attain
higher levels of consumption more quickly than they would otherwise.
There is no need to save. If the consumer has a job, then the seller will give
them the car or the house. They may have to pay usurious rates on the loan,
but there is no need to delay gratification. Of course, how one repays the
credit card companies is another issue. In 2004, 1.6 million Americans filed
for bankruptcy. In 2005, bankruptcy laws were changed at the request of
creditors who were of the opinion that bankruptcy was being used as a way
to wipe out debt. Critics question the easily availability of credit and con-
tend that it results in millions buying products and services that they cannot
afford while promoting a consumer culture at the expense of saving.

For most of the first decade of the New Millennium, the United States
experienced a thriving real estate market that employed more than a mil-
lion people. The preference for all things new including houses, the high
rate of labor mobility, and the availability of credit help boost this market
as does the popular law that allows mortgage interest to be deducted from
income tax. Some of that money might have been better invested in capital
equipment to boost the nation’s long-term prosperity. Quasigovernmental
institutions provide mortgages for those who cannot obtain them elsewhere,
and home ownership is promoted enthusiastically, including turning a blind
eye to dubious financing schemes. A housing bubble, aided by an intentional
policy of low interest rates, “Alice in Wonderland” lending policies, and
the securitization of mortgages including subprime, began to burst in 2007.
Many mortgage banks and construction companies shut down. The Federal
Reserve throughout the second half of 2007 and in 2008 undertook a series
of measures to avert collapse of financial markets by increasing liquidity.
This included the bailout of an investment firm’s creditors as well as the
issuers of credit insurance. The administration demanded and received
Congressional authorization to bail out the mortgage giants Fannie Mae
and Freddie Mac. Later on, a U.S. Treasury plan to provide financial institu-
tions with 0.7 trillion dollars was passed by Congress with few checks and
regulations. The laissez-faire ideology got lost in the panic. Principles were
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jettisoned in the rush to protect the economy or the status quo. Financial
organizations’ freedom to fail was severely restricted as were the workings
of the market. The economy started to slow down, the unemployment rate
began to rise, and the government’s budget moved further into deficit.

4.7 Health Care

Unlike many advanced industrialized nations, the United States does not
have a national health-care system (although there are currently attempts
to move the nation in that direction). Health services are produced and
bought in a predominantly market-oriented system. Employers, mostly, pur-
chase health insurance for their employees, although the latter’s share of the
cost has been rising. The U.S. government provides health insurance for the
elderly (Medicare) and the poor (Medicaid). The health system is said to
reflect a combination of diverse interests that include those of the elderly,
the poor, the sick, private nonprofit and for profit insurance companies,
the federal government, large employers, physicians, hospitals, and drug
companies. In 2003, health-care expenditures amounted to $5670 per per-
son or a total sum of $1.68 trillion. The latter sum equaled 15.3 percent of
the GDP.*' By comparison, in 1960, health expenditures amounted to only
5.1 percent of GDP. In most other advanced industrialized democracies,
medical expenditures as a share of GDP have also risen but not as fast. Also
noteworthy is the fact that in 2008, approximately 45 million Americans
had no health insurance. One can find in the United States highly advanced
treatment for some diseases and state-of-the-art medical technology, but the
United States does not fare well in terms of population health-care indica-
tors®? despite the large expenditures. U.S. economists and health experts are
of the opinion that the market fails to deliver satisfactory health services.
Two major problems are present here. The first is an economic problem; the
health-care industry suffers from market failures. For example, consumers
lack knowledge and are unable to determine, for the most part, whether a
medical procedure is necessary. A second problem is a social or moral issue,
and it is more striking than in other sectors of the economy. The issue is
whether medical care should be provided to those who cannot pay.

4.8 Manufacturing

Despite the decline in the relative importance of manufacturing, the United
States is still a major producer of many products. In industries, such as,
aerospace, electronics, food processing, petroleum, autos, and chemicals.
America has some of the world’s largest and best-known corporations, such
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as General Electric, IBM, Microsoft, Coca Cola, and Exxon-Mobil.** The
United States exports electrical and electronic equipment as well as vari-
ous types of transportation equipment. Interestingly, it also imports large
amounts of the same type of goods.

Two major industries, auto and steel, have suffered substantial inroads
from foreign competitors over the past 30 years. Employment has declined
by hundreds of thousands of workers in each industry. Those jobs were
among the highest paid jobs in manufacturing and afforded their holders
a comfortable middle-class life. Needless to say, as a result of the job losses,
the region where these industries are primarily located, which includes parts
of Michigan, Ohio, and Western Pennsylvania, has been hurt economically
and socially.**

The fortunes of the American economy appeared for many years to be
tied to the auto industry. Inventiveness in auto production in the first decade
of the twentieth century was followed by Ford’s mass-production techniques
in the 1910s that led to increasingly cheaper versions of the Model T. The
labor battles of the 1930s, the postwar World War II boom in sales, and
General Motor’s success were all hallmarks of American business history.
The introduction of planned obsolescence changed consumption pat-
terns. The reduced number of firms, the competition from Japan followed
by downsizing and globalization, as well as ad hoc government protection
symbolized the decline of the industrial Midwest and U.S. manufacturing.

More generally, many industrial firms have had to switch to more spe-
cialized, knowledge-intensive production while labor-intensive operations
were shipped overseas, further reducing the number of industrial workers.*
The U.S. government aided in this process with special laws and subsidies.>®
American corporations tried conglomeration and diversification and then
sought a solution in global production.’” Auto companies hoped that global
cars would reduce their production costs, particularly labor costs, while
satisfying developing nations’ demand for domestic production. However,
the inventory and quality control costs of a global car proved prohibitive.?®
To further cut costs, U.S. corporations adopted inventory control and pro-
curement methods that placed pressure on their domestic suppliers.>* More
independent small businesses essentially became subsidiaries of large corpo-
rations, used at times to evade regulations protecting workers.’

In the 1990s, there came sweeping changes in organization and structure
due in part to computerization and new pressures to meet financial expecta-
tions. Some changes were attributed to the adoption of flexible manufactur-
ing systems and a shift away from mass production.?! Layers of middle
management were dismissed. For those who remained, whether in man-
agement or on the shop floor, loyalty and trust often went by the wayside.*?
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Corporate employees came to dread the next wave of reorganization whether
it was from downsizing, merger, or outsourcing. The nature of work and
its importance to one’s sense of worth changed; it became much harder to
associate one’s identity with a workplace.®> For those laid off, the chances of
finding equally remunerative work were slim. All too often, the alternative
to unemployment was a service sector job paying slightly above the mini-
mum wage and without health insurance or other benefits.

4.9 Economic Waste

The amount of waste generated by American society used to surprise over-
seas visitors. Some examples include the planned obsolescence of automo-
biles, the discarding of appliances, and the many new gadgets that prove to
be commercially unsuccessful. The rapid exit of many new firms after hav-
ing proven to be uncompetitive also involves waste. There is the demolition
of sound buildings to make room for new and presumably more profitable
businesses. A different but more serious waste is the unsentimental discard-
ing of workers during economic downturns or reorganizations.

For better or worse, most of the above examples, including the freedom
to lay off workers, are seen as signs of an innovative and flexible market
system. It is claimed that the freedom to lay off workers quickly with little,
if any, advance notice contributes to a low national unemployment rate.
In comparison with other nations, such as France, U.S. employers are not
afraid to hire workers knowing they can easily be dismissed should the
need arise. However, sometimes the human and social costs may exceed
the private gains. Economists are learning that calculating properly the cost
of unemployment is not as simple as once thought, especially when there
are psychological costs, irreparable damage to families, and an impact on
communities.

Some of America’s most capable people—its top labor resources—are
attracted to the legal profession, investment banking, and, in the late 1990s,
dot-com businesses. Freedom of choice is evident in the response to signals
about financial rewards. Yet while the private gain is being maximized, soci-
ety may have been better off if the investment banker had chosen to be a
teacher or an engineer instead. The teacher or engineer’s salary may not fully
reflect his or her benefit to society. Price signals coming from markets where
the top people earn extremely large sums may result in too many entrants
with unrealistic expectations and too few entrants into more traditional
labor markets, thus leading to a possible reduction in national welfare.%4

Unrestricted economic freedom has led to large amounts being spent on
legal fees, both in absolute terms and as a percentage of the GDP. Similarly,
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a growing percentage of the GDP is devoted to health care, more so than in
many other industrialized nations. Yet the care provided is hardly a model of
efficiency, quality, or availability. The greater U.S. labor mobility is seen as
representing economic efficiency, but it also entails the expense of frequent
moves to new locations. Large amounts are spent to fight and protect against
crime, in addition to the cost and damage of crime itself.*> Numerous decep-
tive commercial schemes, legal and illegal, are devised, often based on asym-
metry of information between seller and buyer. They result in a waste of
resources and are excused as an unavoidable cost of economic freedom. A
tolerance of business failures, as noted before, not only encourages risk tak-
ing but also leads to a waste of resources. The merger wave ongoing for more
than two decades has created turmoil in the lives of many employees and
their families. Yet despite claims of cost-cutting benefits or other economic
efficiencies, the net benefits may be scant. The reason for amalgamation is
often the financial benefits to top corporate officers and the merger spe-
cialists involved. Once again a discrepancy may arise between societal and
private benefits.

In conclusion, the American economy, characterized by large corpora-
tions, has experienced considerable success. It is noted for its flexibility,
dynamism, and above all, the free rein given to the pursuit of profits. The
acceptance of change and the introduction of new products and processes as
well as the respect for business and entrepreneurs play a role in that success.
However, economic success is also due to the primacy given to economic
matters, including the willingness to uproot one’s family, have both spouses
work, and endure longer work hours with less protections and benefits than
in most advanced industrialized nations. In the past two decades, down-
sizing, restructuring, outsourcing, and globalization have brought anxiety,
instability, and dissatisfaction to employees at nearly all levels. Easy credit,
intensive advertising, laws, and subsidies that give preference to consump-
tion all help promote a consumption culture and individual indebtedness.
The financial events of 2008 suggest that the cost of unrestricted economic
freedom has been underestimated and that the free market is somewhat of
an illusion.



CHAPTER 5

The Secondary Economy

he previous chapter surveyed key features of the U.S. economy. In

the following chapters, the focus will be on large corporations. In

this chapter, attention is drawn to the effects of economic freedom
on lesser players in the economy. Specifically, two groups are examined,
one each on the production and consumption sides. What these seemingly
unrelated groups have in common is that they are both positioned on the
lowest rung of the ladder in their particular sector. On the production side
are small firms, particularly entrepreneurs, who epitomize the opportunities
and benefits of economic freedom available to individuals. Entrepreneurs are
an integral part of business folklore—prime examples of the quest for the
American dream. In addition they are of interest because often they operate
in a competitive environment resembling a free market, more so than their
large counterparts. The secondary tier on the consumption side has received
far less attention. Here the focus is on individual consumers who are partic-
ularly disadvantaged and therefore labeled secondary consumers. Secondary
consumer status is also an outcome of economic freedom except that the
freedom in question turns out to be not so much that of consumers’ freedom
to purchase but firms’ freedom to profit. The findings suggest that entrepre-
neurial endeavors accord with the idea of individual economic freedom and
its opportunities, although there are misconceptions, whereas secondary
consumers represent some of the harsher outcomes of economic freedom.

5.1 Secondary Producers

On the production side of the economy, a primary tier of firms consists of
hundreds of giant economic organizations, each with tens of thousands of
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employees and considerable resources. A secondary tier contains several mil-
lion small firms with far fewer employees and assets.! In comparison with
their smaller counterparts, the largest corporations have not only economic
advantages but also important legal and political advantages that magnify
the economic ones. They also receive all sorts of help from the government
that are not usually available to small firms, at least not to the same extent.
It is claimed that America’s largest corporations find the free market sys-
tem too volatile to serve as their principal guiding mechanism and therefore
replace the market mechanism with administrative coordination.? In com-
parison, small second-tier firms frequently operate under conditions that
approximate a free market.

Michael Piore and Charles Sabel (1984) see the origins of the two-tier
system in the oligopoly structure of manufacturing and its requirement for
long, stable production runs, particularly in capital-intensive industries. The
resulting division of labor is such that large firms service the nonchanging
base of demand and the fluctuating component is left to smaller, possibly
more flexible, producers. Second-tier firms are praised as being the primary
generators of employment in United States® as well as contributing to pro-
ductivity, innovation, and growth.* However, several studies have challenged
the assertion that small firms hire proportionally more workers.’> While it is
claimed that mass producers lost some of their advantages, several trends in
the past 30 years have worked against smaller companies. Modernization in
the 1970s, pressure on suppliers from large corporations, the switch to the
just-in-time system, and global outsourcing all led to large firms reducing
the number of their suppliers and subcontractors.® Another trend, through-
out the second half of the twentieth century, involved the entry of large
corporations and national chains into retail and service businesses that were
once the domain of individual entrepreneurs and small local firms.

Corresponding to the two-tier split among firms are differences among
their workers. The employees of first-tier firms usually work full time
whereas their counterparts in the free(r) market segment of the economy
are often seasonal or part-time workers brought in to deal with the fluctu-
ating component of demand.” First-tier workers fare better with more stable
employment, more opportunities for promotion, and relatively higher pay.®
Large-firm employees earned on average 39 percent more than their coun-
terparts in small firms; tenure in large firms was on average 8.5 years versus
4.4 years in small firms.” First-tier jobs have their drawbacks in that they are
often repetitive and offer little autonomy, but second-tier employees usually
are the first to be laid off in an economic downturn. The latter employ-
ees have not only lower pay but fewer, if any, benefits, particularly, health
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care.!” At large firms, 68.7 percent of employees were covered by pension
plans and 78.4 percent had health insurance compared to 13.2 percent and
30 percent, respectively, at small firms.!! Even after adjusting for differences
in education and occupation, the gap in rewards remains large. However, in
the past 15 years, job insecurity has increased across the board, essentially
bringing more employees into the second tier. With the advent of import
competition, hundreds of thousands of first-tier workers lost their jobs in
industries such as steel and autos. It has also been argued that the two tiers
are segmented along racial and ethnic lines.!? One statistic in favor of small
firms is that work satisfaction appears greater in both small plants and firms
than in larger production units."

If at one extreme we have large and fairly stable corporations that often
survive for generations, at the opposite extreme we have more precarious
individually owned enterprises. These two types of business operate in very
different environments. The typical new enterprise lives a short life char-
acterized by instability and low returns, followed by a rather quick exit.
Between 2004 and 2005, 0.77 million new, predominantly small, businesses
were founded; yet 0.68 million firms, again mostly small, exited.'* Despite
their uncertain life, these businesses and their owners are held in high regard.
They are seen as pioneers in an important process that may eventually lead
to a successful firm providing jobs and growth and symbolizing an economy
consisting of numerous independent agents.

America has had for decades a reputation as an entrepreneurial society
with its citizens constantly alert to profit opportunities. There is pride in
the traits presumably possessed by entrepreneurs, such as initiative, risk tak-
ing, and a fierce determination to succeed. There are many stories, true and
apocryphal, about famous businessmen who failed initially but persevered
and eventually became enormously wealthy. The folklore is that the real
failure lies not in being unsuccessful but in never having tried. Another
common view is that opening a business is the road to riches, and with suf-
ficient ambition and hard work one is bound to succeed. Freedom to profit
does exist. Markets and industries are open to all regardless of size.

However, the popular depiction of contemporary America as an entrepre-
neurial society may be exaggerated or outdated. International compari-
sons suggest that Americans are no more entrepreneurial than people in
other nations.”® Data from the Organisation for Economic Co-operation
and Development (OECD) show that in 2002 only 7.2 percent of the U.S.
population was self-employed.’® One might question whether agriculture
and farming should be included in such comparisons. Some studies distin-
guish self-employment in poorer nations, which may fall under the category
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of “necessity entrepreneurship,”!’ from self-employment in nations where
there are viable alternatives. However, even if the comparison is restricted to
advanced industrialized nations, the United States does not top the list.'

A more favorable statistic is the rate of new businesses!” where, if adjust-
ments are made for agriculture, the United States would be among the top
industrialized nations. More generally, the fact that the United States does
not have the highest ratio of entrepreneurs can be explained by the fact that
entrepreneurship increases inversely with a nation’s wealth and directly with
the rate of unemployment. As countries get wealthier and real wages rise,
the opportunity cost of running one’s own business goes up.?’ In addition,
a move from an agrarian to a manufacturing society results in a smaller pro-
portion of self-employed people.”!

Suggestions that the United States is in the midst of an entrepreneur-
ial era are also dismissed because, regardless of the measure used, entre-
preneurship has not increased over the past 20 years.?? The total number of
self-employed persons in the United States in 1994 was less than in the late
1940s, a trend attributable to a decline in small farming and rising incorpo-
rations.?® Contrary to another widely held view, Scott Shane (2008) asserts
that few entrepreneurial endeavors actually lead to great companies, inno-
vations, increases in employment, or economic growth. Even the common
depiction of the entrepreneurial personality appears to be at odds with real-
ity because, in terms of risk tolerance, social confidence, networking, and
other factors, there is little difference between entrepreneurs and employed
Americans.?* Despite greater risk for privately held companies, including
their low survival rates (34 percent or less over 10 years), the wide distri-
bution in equity returns, and the idiosyncratic risk of a single private firm,
their average return to equity is similar to that of public companies.?”> This
suggests that entrepreneurs are either motivated by nonmonetary objectives
and are willing to accept a surprisingly low rate of return for the degree of
risk, or they suffer from excessive optimism. Another finding leading to a
similar conclusion is that entrepreneurs enter and stay in business despite
a median earnings differential in favor of their employed counterparts of
35 percent for individuals in business for 10 years.?® Indeed several studies
suggest that making money is perhaps secondary to objectives, such as the
desire to be independent and be one’s own boss. There is also the possibility
that entrepreneurs are seeking to hit the jackpot, to have a shot at “winning
big” despite the small odds,?” and despite being risk averse.

Nascent firms financed by venture capital are a notable exception to the
above somewhat gloomy description of entrepreneurship. Some of the best-
known success stories of the past twenty years originate from this group.
Unfortunately, these businesses are hardly typical, because venture capital
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is available to less than 2 percent of small businesses,?® but it is their suc-
cess that inspires many to emulate them by opening a business. Most new
entrepreneurs use either the owner’s savings or personal debt to finance their
business although, it is claimed, financial resources are not a barrier to start-
ing a business for most individuals.?® Other than for the 5 percent wealthiest
households, there is no clear relationship between wealth and entrepreneur-
ial endeavors.’® Other studies, however, point to a correlation between the
probability of a successful start-up and capital availability.*!

Despite the economic explanations, it is surprising to learn that America
is not the most entrepreneurial society. Perhaps it is just easier in the United
States to open a business: less red tape, more financing options, greater moral
support, more admiration for success, and more tolerance of failure.” The
willingness to try a new business is ingrained in the culture. It has already
been noted that change is more acceptable in the United States than in
most places, and this serves to encourage an entrepreneurial culture. Closing
down a business, starting a new one, changing jobs, changing place of resi-
dence, and adapting to business dictates are more the American way. More
generally in a hospitable business climate, where economic considerations
are paramount, entrepreneurial endeavors are bound to be pursued. It could
be that conventional measures do not capture all aspects of entrepreneurship
and that the United States might fare better on tests that measure the num-
ber of employees who switch to entrepreneurship or the number of different
ventures attempted per person.

The statistical evidence, including the high failure rate, high opportunity
cost, and relatively low average returns, suggests that, at least in some indus-
tries, too many people try to become entrepreneurs. Despite the freedom
to enter (some) markets, the freedom to profit, and the freedom to fail, the
entrepreneurial process is not necessarily efficient. The investments under-
taken have, on average, a low probability of success; and even among the
survivors, a sizable number may not meet standard criteria for profitability.
Perhaps from a national perspective the brilliant success of a few justifies the
waste resulting from the many failed attempts. The aforementioned start-
ups financed by venture capital have had a beneficial impact on the econ-
omy. According to Shane the 2,180 publicly traded companies that received
venture capital from 1972 to 2000 accounted for 20 percent of all public
companies in United States and 11 percent of their sales, and they provided
jobs, economic growth, and innovations.

Individual economic freedom to start a business does exist and has
led to some spectacular successes, most recently in the high-tech area.
However, starting a business is an opportunity fraught with risk often
undertaken in highly competitive markets, as evident from the failure rates.
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Notwithstanding the difficulties involved and the hard work and sacrifice,
many avail themselves of this opportunity and see it as a way to attain their
American dream. The explanations offered for this choice are based on fac-
tors that include a desire for independence, a belief in one’s ability to beat the
odds, and a desire for a shot at the big prize.

5.2 Secondary Consumers

Individuals are usually at a disadvantage in terms of buying and selling
when a large corporation stands on the other side of the trade. This is true
of individuals’ main asset—their labor—and holds when consumers obtain
a mortgage, a credit card, and banking services and purchase cars, comput-
ers, and medicine. However, the current focus is on people who are in a
particularly inferior or vulnerable position as consumers and therefore are
more likely to be preyed on and taken advantage of. Those consumers are
labeled here as secondary consumers. Income, obviously, is a dividing factor,
rich families can afford more and better quality goods and services and also
protect themselves better. Yet there is more to this division in that addi-
tional factors are involved especially, information. Location, age, ethnicity,
mobility, and credit worthiness play a role here and result in very different
consumption environments.

In the primary economy, consumers have more choices, better-quality
goods and services, and often, more competitive prices. They also have more
safeguards against being preyed on and cheated. Members of the secondary
economy are more likely to encounter deceitful and predatory practices.
Practices common to the secondary economy include charging very high
interest rates, amounting at times to usury; concealing fees, often in incom-
prehensible fine print; and setting outrageous prices not justified on cost
grounds. In addition to outlandish interest rates and fees, some businesses
try to ensnare their customers into perpetual debt, thereby exacerbating
their financial plight. In recent years, government policies, in the name
of economic freedom, have helped expand membership in the secondary
economy. But the freedom extended is not individual consumer freedom;
it is the right to profit from questionable business practices (an element of
unrestricted economic freedom). The primary-secondary division is evident
in banking, financial services, autos, real estate, appliances, furniture, and
food stores.

Financial services offered in the secondary economy include payday loans,
check-cashing services, subprime mortgages, loans for autos, and rent-to-own
appliances and furniture. Those with no recourse to conventional checking
accounts and no savings for an emergency are the most likely candidates for
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the alternative financial industry.’® Frequently they are poorer, less educated,
and members of a minority group.> Payday lenders also target the elderly
and the disabled who receive social security and other government bene-
fits.® Although lenders are prohibited from receiving Social Security checks
directly or from seizing those benefits to pay for debts, they find ways to
circumvent the law. Several studies suggest a racial component to subprime
mortgage lending, with a larger percentage of such loans given to African
Americans than to whites with similar income levels.?® Credit history is not
always taken into account in such studies. However, one nationwide study
by Manny Fernandez (2007) that did account for credit history found that
African Americans and Hispanics were 30 percent more likely than whites
to be charged higher interest rates. Similar findings have been obtained in
studies on consumers of alternative financial services’” and purchasers of
cars on credit.*® Active duty military personnel were far more likely than
civilians to borrow from payday lenders until Congress prohibited such
loans in 2007.* Michael Stegman (2007) suggests that mainstream banks
have not entered the high-cost, short-term credit business because they have
found similar and equally profitable activities, including charging regular
customers a slew of high fees for overdrawn checking accounts (which is
really a short-term loan) and bounced checks—practices made easier by the
fact that neither usury laws nor truth in lending laws apply here.

Lack of information is a key characteristic of consumers in the secondary
economy, especially in the market for financial services. In 2007, newspa-
pers across the nation complained that borrowers with good credit ended
up, unnecessarily, with risky subprime mortgages. They were subjected at
times to aggressive and misleading promotions that concealed the total costs
of the loan.“® Brokers had incentives to engage in deception regarding the
true nature of the loans. Deceitful practices facilitated by lack of informa-
tion are hardly confined to mortgages. They also can be found in loans for

the purchase of cars,!

in the rent-to-own industry where consumers may
end up paying two to three times the retail price,*? and in excessive fees
charged by some tax preparers for rapid refunds and earned income tax
credits.”® Blumberg (1989) describes how the elderly in New York City are
overcharged by pharmacies, especially in neighborhoods with a high con-
centration of elderly people where lack of mobility may also be a factor.

In the United States, the use of credit cards is almost obligatory. Although
the extent of competition in the industry is debated, customers often pay
substantially more than they expect and much higher interest rates than
they pay on cars or mortgages.d The majority of states do not limit credit
card interest rates. In addition a hands-off attitude on the part of regulators
and policy makers encourages misleading practices.
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Payday loans are made for 7 to 30 days and do not require a credit check.®
These lenders have experienced significant growth. Payday loan volume rose
to about $48 billion in 2007 from about $13.8 billion in 1999,% and the
number of payday lenders grew from a few hundred in 1990 to 25,000 in
2002, which is not surprising given profits twice as high as those on stan-
dard pawn shop loans.”” The interest rate charged can reach 1,000%. Also
troublesome is that payday loans frequently are rolled over to the next time
period, thereby maintaining a nonending cycle of debt.® Banks ceasing to
make small, unsecured consumer loans may have accelerated the growth
of payday lending.” Payday lenders cooperated with banks to evade state
usury laws until the Federal Deposit Insurance Corporation (FDIC) placed
restrictions in 2005 on repeat borrowing by a single lender.>

The recent decline in the U.S. housing sector started with the now infa-
mous subprime mortgage loans. Borrowers with weak credit were granted
adjustable interest rate loans that often came with no interest or a low
“teaser” rate for two to three years before turning into unaffordable high
rates. In many instances, little or no proof of income was required for a
loan. Whether the borrower could afford the house was deemed super-
fluous as were credit checks (conventional wisdom was that house prices
could not fall). Such loans were not restricted to the poor, the uneducated,
and the credit impaired; middle-class borrowers with good credit were also
persuaded to use them. The amount of money people could borrow as a
percentage of the home’s value increased steadily.’! In 2008, when housing
prices started to decline, numerous borrowers ended up owing more than
their house was worth. The chicanery did not end with a misleading loan.
Lenders found ways to profit from excessive document preparation fees,
appraisals, and recording fees.’> The securitization of subprime mortgages
with questionable ratings and the lack of concern on the part of mortgage
issuers on whether or not the loan would be repaid paved the way for the
subprime, and later global, financial crisis. In line with prevailing attitudes,
financial regulators offered platitudes about the merits of free markets, effi-
ciency, and financial innovations while denouncing the evils of government
intervention—that is, until they had to bail out their charge,—the financial
industry,—at taxpayer expense.

In many cities, competition is insufficient to reduce what are essentially
usurious rates in financial services sold in the secondary economy. Given the
high profit margins, it is puzzling that entry of new firms does not result in
more reasonable rates. Howard Karger (2005) believes that because most of
the customers have weak credit, their options are limited, which allows lend-
ers to set high rates. An alternative explanation for why competition fails to
reduce interest rates might be that if one firm chooses to educate potential
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customers about hidden fees and outrageous rates charged by their competi-
tors, the more knowledgeable customers might use their knowledge to gain
better deals from competitors;> therefore, disseminating such information
may prove unprofitable for one firm.”* However, it is unclear whether this
explanation applies to the alternative financial services industry.

Several writers have drawn attention to the government’s role in com-
pounding the plight of consumers in the secondary economy. Glenn
Simpson (2007) describes how the subprime industry, with generous politi-
cal donations and lobbying efforts and with the help of a bond rating com-
pany, succeeded in preventing efforts to minimize abuses. These included
the frequent refinancing of mortgage loans in Georgia, New Jersey, and sev-
eral other states. In addition, in 2003, the Office of the Comptroller of the
Currency issued regulatory orders asserting the supremacy of the National
Bank Act over any state laws. It sought to prevent states from applying their
own consumer protection laws against national banks,” thereby rendering
states powerless and their citizens defenseless from predatory financial prac-
tices.’® Similarly, the payday checking industry was able to overcome objec-
tions to its presence in several states and from 2000 to 2005 gained access
to 15 additional states.”’

Consumers turning to credit counseling agencies seldom realize the con-
flict of interest involved. These agencies often work for the benefit of credit
card issuers that seek to prevent consumers from declaring bankruptcy and
stopping payments.”® The Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 forces those in trouble to seek counseling from such
agencies. There was no outcry over the resulting loss of individual economic
freedom, the patronizing attitude, and the increased government interven-
tion in the marketplace. Firms’ freedom to profit won out over the economic
freedom of individuals and markets.

In recent years, many federal regulations were amended to protect mak-
ers of unsafe food, drugs, and other dangerous products from consumer
lawsuits. In other instances, the federal government argued for federal sov-
ereignty to accomplish the same objective.” The highly touted private legal
route for seeking redress (that is, without the need for government interven-
tion through regulation) from commercial wrongs was being denied further
tilting economic freedom in favor of corporations. The 2003 Medicare law
prevented states from correcting abuses against the sick and the elderly despite
the objections of the National Association of Insurance Commissioners.®®

The aforementioned examples by no means exhaust the list of differences
between the primary and secondary consumer sectors. One could add the
differences in the quality and even health of food sold in supermarkets and
groceries, which vary by affluence, location, and information; the quality of
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health care; and the quality of public education. The situations described
above suggest an economy wherein some of its most vulnerable citizens can
be targeted for commercial abuse. Such outcomes violate ethical standards
and common notions of fairness. Yet when they are based on either lack of
information or market power, they also represent inefficient economic out-
comes. From an economic point of view, they are considered market failures
where government intervention could be used to improve efficiency in the
allocation of resources. Therefore, it is difficult to justify the refusal to inter-
vene. Instead, the purchase of political influence ensures that unrestricted
freedom to profit prevails, including the freedom to engage in predatory
practices, prevent correction of market failures and stop states from protect-
ing their citizens. Some, oblivious to government’s role here, let alone the
economic sector’s influence over government, describe this as a free market
solution.

A genuine demand for services such as payday loans exists, but it is doubt-
ful whether these services could be provided only on such onerous terms.
Economic freedom does offer secondary consumers options that might not
have existed otherwise. However, its unchecked harmful features, including
the right to deceive, mislead, and practice (legal) usury, reduce consumers’
freedom and diminish society’s welfare.
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CHAPTER 6

The Rise of Large Corporations

conomic freedom enables large corporations to exert considerable

influence over the nation. However, before exploring this influ-

ence, it might be useful to examine how large corporations emerged.
More specifically, what factors led to the establishment of giant hierar-
chical corporations with in-house transactions and administrative coor-
dination? Two alternative views are discussed. The efficiency hypothesis
proposes that the establishment of corporations was a free market response
to potential cost-saving and efficiency gains in production, distribution,
organization, and management. The power hypothesis suggests that, to
avoid the market and its uncertainties, and control supply, firms acquired
market power. They also sought the power of large size to gain leverage
in dealings with financiers, legislators, suppliers, rivals, customers, and
employees. In terms of the current framework, the issue is whether large
corporations came about as a genuine response to free market efficiency
signals or as an attempt to destroy free markets and reduce other market
participants’ economic freedom. The latter was accomplished primarily
by taking advantage of unrestricted freedom to profit through the use of
political influence.

Debates about the origin or purpose of large corporations are hardly
new. Teddy Roosevelt and the Progressives viewed big business as a nat-
ural, hence inevitable, development of modern industrialization and con-
sequently argued for a public policy focused on corporate conduct, not
on size or wealth. Woodrow Wilson countered that the trusts reflected a
man-made scheme to acquire economic power and restrict competition.!
Those presidential viewpoints encapsulate the debate.
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6.1 Efficiency Hypothesis

The efficiency explanation is associated with business historian Alfred
Chandler (1977) who claims that the nineteenth-century organizational
revolution originated from a desire for economic efficiency. This was made
possible by advances in technology, new sources of energy, faster means of
transportation and communication, and growing market size. New forms of
production permitted economies of scale, which led to mass production. The
source of these economies was speed, such as speed of throughput of materi-
als in production. New and faster means of transportation and communi-
cation enabled mass distribution and mass marketing. An administrative
hierarchy, staffed by professional managers rather than owners, supervised
the new organization. Corporations that successfully implemented the new
mass-production techniques and organizational methods enjoyed consider-
ably lower costs.”

Large corporations built their own marketing and distribution networks,
thereby internalizing several phases of operations and replacing the invisi-
ble hand of the market with administrative coordination.? Internalization,
according to Chandler, led to lower transaction costs, including lower infor-
mation costs, a more intensive use of facilities and personnel, a steadier cash
flow, and prompter payment. Mergers led to a consolidation of production,
centralization of administration, and the establishment of marketing and
purchasing organizations. Chandler insists that mergers undertaken for
financial gain, or to control competition, were profitable only in the short
run. Without efficiency gains, the merged firms were unlikely to survive.
Chandler concludes that the corporate revolution was immensely successful
and a contributing factor to American economic progress.

Oliver Williamson (1981) offers another efficiency explanation for the
corporation based on organizational changes intended to economize on
transaction costs. He does not believe that the desire for monopoly profits
and technology can explain the choice between internal coordination and
markets, although these factors played a role. In his opinion, most firms did
not possess the structural characteristics, such as high concentration and
barriers to entry, to engage in strategic behavior. According to Williamson,
only transaction costs can explain satisfactorily the organizational innova-
tions that led to the modern corporation. Transactions costs include the
myriad costs involved in negotiations, the writing of contracts, the execution
and monitoring of contracts, and the resolution of disagreements. Firms,
as noted by Ronald Coase (1937), have to decide whether it is cheaper to
avoid or minimize these costs by producing internally or else go with market
transactions. This analysis, writes Williamson, is influenced by the presence
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of bounded rationality (for example, limited computational ability) and the
threat of opportunistic behavior, which require modifications to the eco-
nomic assumption of rationality and point to difficulties with contracts.
The extent of asset specificity and forward integration plays a crucial role
in determining whether internal organization has an advantage over mar-
ket transactions. In the face of complicated contractual problems related to
asset specificity, the railroads selected administrative coordination and hier-
archies over markets, which, argues Williamson, accords with a transactions
costs explanation. He also points to the different rates of forward integration
from manufacturing into distribution among industries as additional sup-
port for the transaction cost hypothesis.

6.2 Power Hypothesis

Market power, as well as power derived from large absolute size, is a nonef-
ficiency explanation for the establishment of corporations. Although mass
production had the potential for large savings, a large stable market was
required to sell standardized products and cover expensive sunk cost invest-
ments in equipment.® Such large stable markets, explain Michael Piore
and Charles Sabel (1984), had to be created, and this was the purpose of
the modern corporation. In addition, mass production was practiced suc-
cessfully long before the rise of giant corporations. In the late nineteenth
century, various cartel-like schemes were attempted unsuccessfully. Their
failure led to horizontal mergers (and sometimes vertical mergers) and the
emergence of modern corporations with a commanding market share to
ensure stable production.” Firms did not merge or grow bigger to achieve
economies of scale or acquire the requisite technology; they already had
that, especially in the continuous process industries. Yet to benefit from
economies of scale, they had to control the market, reduce instability,
and therein lay the advantage of market power® and a departure from free
markets.

William Roy (1997) and Chatles Perrow (2002) also argue that power
rather than efficiency was the goal of large corporations. Government
granted corporations rights, privileges, and exemptions that gave these orga-
nizations considerable power. Legal rulings and legislation on privatization,
incorporation, exemption from public accountability, the legal status of an
individual, limited liability, and the right to purchase the stock of other
corporations all contributed to the rise of corporations. In fact, argues Roy,
the corporation was essentially a form of privilege, and if the legal changes
were simply a response to economic needs, then why the wide variations
among the states? Large industrial corporations with tremendous legal and
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financial resources were increasingly able to dictate the terms of interaction
with governments, workers, customers, and even investors.” This power gave
them access to additional economic resources and resulted in government
sanctioning and enforcing their economic relationships and institutional
forms. It is little wonder that the establishment of large corporations was
seen as an attractive proposition.

The railroads became private corporations while holding on to previously
granted government privileges (limited liability, permanent existence, and
the separation of ownership and control) yet ridding themselves of their
previous accountability.® Political power and economic power, secret kick-
backs, and financial power played their part in the success of large railroads.”
Perrow asserts that the railroads molded the American corporate structure
and, in a sense, bequeathed them their powerful rights, private status, and
minimal regulation.!® These rights and exemptions afforded them substan-
tial leverage in negotiating with states and communities desperate to have
rail service. They could demand favorable terms for construction and service
and receive public grants, tax exemptions, eminent domain, and the right to
set rates as well as substantial grants of land.! Efficiency and market con-
siderations had little to do with the private status of the railroads. They were
probably far less efficient for their first 50 years than state-owned railroads
in Europe, and it was the federal government’s susceptibility to corporate
influence that led to private railroads.!?

Corruption, argues Perrow, was a crucial element in the emergence of
railroad corporations and, later, industrial corporations. Corruption in the
financing, construction, and operation of the railroads was not incidental or
just a matter of a few individual transgressions, it had distinct organizational
roots and certainly benefited railroad corporations. The possibility of reap-
ing substantial gains from various fraudulent schemes had its own economic
logic and overwhelmed more traditional and socially beneficial economic
considerations.!® Corruption played a key role in creating a favorable envi-
ronment for enacting laws and statutes for the benefit of corporations, which
would provide them with considerable power and wealth. Railroads gave
stocks and money to legislators and judges and unduly pressured members
of railroad commissions. Future corporations probably would not have had
as many rights, privileges, and exemptions from public scrutiny were it not
for the railroads. The efficiencies that were generated by railroad corpora-
tions were not in the allocation of resources, but in the raising of capital and
in the creation of large systems.!*

Although European investors considered American railroads risky,
those investors were not averse to state bonds issued to finance railroads.
This method of financing the early railroads set a precedent and cemented
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the links between government and corporate finance."” Corporations and
financial institutions had a very strong mutually reinforcing impact on each
other’s development.'® Financial institutions influenced the use of bonds
rather than stocks. Bonds provided greater security to foreign lenders, and
domestic borrowers found that they could expand their business through
bonds and still retain control.'”

When other businesses imitated the railroads’ organization, it was not
because of their economic efficiency but to benefit from financial advan-
tages exclusive to corporate organizations, including opportunities to raise
capital from investment banks, the ability to sell securities, profit from spec-
ulation, the possibility of growth through merger, and financial manipu-
lation.'® Suppliers of capital in the late nineteenth century often preferred

large firms with market power"

as well as incorporation and the separation

f hip f; 20 The implication is that th ion’
of ownership from management. e implication is that the corporation’s
origins had little to do with productive or organizational efficiency of the

firm itself.

6.3 Analysis

Notwithstanding the turn to administrative coordination and imperfect
competition, Chandler sees the rise of corporations as essentially a free
market success story. The convergence of different efficiencies and techno-
logical advances, shaped by forces of demand, resulted in large economic
organizations. Successful corporations adopted managerial, organizational,
and production changes. Yet, point out Piore and Sabel, specialization of
mass production does not necessarily imply efficiency. In the early days of
the automobile, aircraft, and computer industries, there were many compet-
ing technologies, and usually it was economic power that determined the
winning technology, not efficiency. In addition, a firm can possess survival
skills and prosper for reasons that have little to do with operating or pro-
duction efficiencies. The reasons could include, among others, political con-
nections, outright corruption, financial ties, and illegal business practices.
Such factors should not be confused with economic efficiency where a firm
survives because it has, for example, a lower average cost of production than
its rivals?! and society benefits from savings in resources. The need to resort
to bribery, predatory pricing,?? intimidation tactics, patent warfare, and
substantial investments to bring about legal changes raises questions about
the efficiency explanation. Chandler’s methodological approach involves an
examination of the common characteristic of successful firms, not a test of
refutable hypotheses. The support for efficiency is based on case studies and
theoretical support, not statistical testing.
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In the last years of the nineteenth century as well as the first four years
of the twentieth century, the United States went through a merger wave that
involved more than 15 percent of all manufacturing.?® From an economic
viewpoint, the distinguishing feature of this merger wave, which set it apart
from later consolidations, was the creation of firms dominant in their partic-
ular industry. As a result, nearly 71 industries that were either oligopolistic
or near competitive became near monopolies.?* This transformation has had
a strong and lasting impact on modern American business to this day.” Two
nonefficiency motives attributed to this merger wave were monopoly power,
especially in horizontal mergers, and speculative profits.”® At times, there
was an intermingling of the two motives, such as when promoters spread
false rumors about anticipated monopoly power that enabled them to make
quick profits from selling the stock to gullible investors.?”” However, there is
little evidence to support an efficiency argument

Power over government was facilitated by the need of communities and
states for railroads and economic development, by corruption, and by the
ability of financial institutions to influence government. Promoters like
J. P. Morgan and financial institutions in general benefited from promoting
and selling the stocks and bonds of corporations as well as engaging in stock
speculation. The power of the new corporations, as noted above, included
many government-granted rights which, in turn, enabled not only the acqui-
sition of a dominant market share but also the reinforcing power of large size
in both the financial and political spheres.

At different times in the nineteenth century, either power or organiza-
tional efficiency might have been the motive for corporations, and some-
times both combined. Yet from the evidence presented, it would appear
that profit-enhancing opportunities derived from market power and lever-
age that comes from large absolute size played a key role. It made sense to
incorporate if a firm could obtain government subsidies by incorporating;
if changes in the law offered newly incorporated firms better returns and
guarantees of control, limited liability, less public accountability and there-
fore more flexibility; and perhaps even reduced costs. It also would make
sense to incorporate or merge if by merging with smaller firms the corpora-
tion gained larger profits through the elimination of competition without
running afoul of antitrust laws (after 1890) and if postmerger the corpora-
tion became large enough to extract concessions from suppliers, bankers,
customers, and workers.

If organizational and managerial changes reduced costs, it certainly
would have been advisable to implement them. However, whether organiza-
tional changes were in and of themselves the motivation for incorporation
and the rise of giant corporations is debatable. Were nineteenth-century
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financiers willing to risk large sums of money based on the promise of orga-
nizational efficiency and administrative coordination? The possibilities for
market dominance and/or the power derived from large absolute size would
seem more compelling reasons for them to part with their money.

In conclusion, market power and the influence and leverage obtained
from large absolute size most likely were important determinants in the rise
of large corporations established at the end of the nineteenth century. For
the most part, the desire to acquire greater freedom to profit, particularly
through use of political and legal influence, was a primary motivating fac-
tor. Therefore the emergence of giant corporations had more elements of a
multidimensional Darwinian struggle than characteristics of free market
economic efficiency.
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CHAPTER 7

Large Corporations and
Economic Power

cent of working Americans are in the employ of corporations with
1,000 or more employees.' In 2005, the five largest U.S. corpora-
tions had revenues of more than a trillion dollars and employed more than

Corporations dominate the American landscape. Nearly 50 per-

2.5 million employees.? The 50 largest corporate employers had an average
employment of 231,000 and each one of these companies employed more
than 100,000 people.®> These numbers give some idea about the signifi-
cance of giant corporations to the economy. In addition, in the past century
corporations have become the organization of choice for raising capital for
large investment projects.® The purchase of corporate stocks and bonds
has become a popular means of investment for millions of households.
Corporations’ importance, power, and influence go well beyond econom-
ics. They play a major role in politics, media, culture, entertainment, medi-
cine, dietary habits, and society in general. They determine labor practices,
such as the two-wage-carner family, the acceptability of a seminomadic
existence for their executives, and laid-off workers. They, although not
alone, instill the tradition of the primacy of a job above all other priorities.
Yet despite their size and influence, they draw relatively little attention or
allow attention to be drawn from a mostly corporate-owned media—they
fly below the radar. Most newspapers and television news rarely discuss
or mention their powerful position in the economy and society. In recent
years, they have been instrumental in reshaping the global economy and
with it global politics and culture.
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There are enormous disparities in size among several million corpora-
tions. Although several dozen corporations employ hundreds of thousands
of workers each, the vast majority of corporations employ fewer than 500
people. The virtues of small firms and their contributions to the American
economy are frequently praised by politicians and government officials;
however, their impact and influence is negligible in comparison with that of
the largest corporations. There are laws favoring small firms but, again, their
larger counterparts fare better in dealings with the different branches of
government. Of course, firms do not necessarily stay small; they sometimes
grow and fulfill their dream of becoming large. Examples include Microsoft,
Apple, and Wal-Mart. The focus in this chapter is on the largest firms, their
power, and how their operations depart from free market principles.

7.1 Planning

The U.S. economy was successful throughout most of the twentieth cen-
tury. Given the commanding presence of large corporations, it is often
assumed that a correlation exists between U.S. economic success and the
organizational form of its production units.’ Yet the operations of large cor-
porations depart from the free market ideal. An economy characterized by
mammoth hierarchical corporations with a multitude of in-house economic
activities appears inconsistent with free markets and the principle of arm’s-
length dealings. Such an economy resembles more closely the workings of
a managed economy with planning. This fact is often overlooked when the
benefits of free markets are associated with the corporate sector of the U.S.
economy.

Several hundred giant corporations are entrusted as though by default—
and some bold enough would say by the market—with the task of planning
economic activity in the United States. This includes the choice of goods
and services to be produced and the selection of the inputs used in their pro-
duction. Despite the monumental responsibility for allocating vast amounts
of resources, the corporations are only accountable to their shareholders, if
at all.® The overall health of the economy is seen, politically and morally, as
government’s responsibility and not corporations. Various labels have been
applied, especially by critics, to an economic system distinguished by large
corporations. These include corporate capitalism, managerial capitalism,”
corporate economy,® and private socialism.” Notwithstanding planning’s
connotation with collectivism, many embrace the system, praise its pre-
sumed efficiency, and go out of their way to deny any links with planning.

To Galbraith (1985), the essence of corporate planning involves minimiz-
ing the market’s influence, especially the bargaining power of firms from
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which the large corporation buys and firms to which it sells. The threat
of eliminating a market helps the large corporation control it." Galbraith
explains that the need to subordinate the market to planning comes from
the dictates of advanced technology for reliability and certainty. Although
Galbraith is insightful on the planning aspects of the system and its con-
tradiction with free markets, the justification he provides is less compelling
because there is little empirical evidence to support it.

A different viewpoint is that large hierarchical corporations represent a
private response to market failure. Chandler (1977) writes that corporations’
administrative efficiency had to be greater than that of the invisible hand of
the market or else they would not have survived. Corporations grew in size
horizontally and especially vertically and by so doing their in-house opera-
tions could supersede the market. So, according to Chandler, on the supply
side, the coordination of production and distribution, including the allo-
cation of capital and labor, has been taken over by corporate management.
Other scholars suggest that on the demand side, too, corporate control has
superseded the market.!! The result is that large corporations and their man-
agers have become the predominant force in the economy.

Chandler sees the managerial revolution as the main reason for the effi-
ciency of corporations and consequently the economic success of the United
States. But if one accepts this explanation for corporate success, a thorny
question arises. If corporate managers could replace the market successfully
in the planning or coordination of production and distribution, then per-
haps they could do the same for the entire economy?'? So here, as noted by
Thomas Frank (2000), we run into several ideological dilemmas. Could an
economy, where the visible hand of corporate management has to a large
extent replaced the market, still be considered a free market? If so, where does
one draw the line? When does an economy become defined as a bureaucrati-
cally planned economy and not free market? Is it simply a question of whom
the planners work for—whether the state or privately owned enterprise? Is it
the percentage of the economy involved in any one plan that makes the dif-
ference? Is it the extent of interaction among the different planners? Perhaps
it depends on the efficiency of the plan.

J. Bradford De Long (1997) examines the issue in the context of the
economic failure of the Soviet Union. He describes the U.S. economy as
a corporate economy characterized by managerial planning and coordina-
tion. However, he notes that, despite the substantial amount of in-house
economic activity, corporations are not immune from the discipline of the
market and this, he sees, as the redeeming feature of the system. De Long
reviews several explanations offered for the success of U.S. corporations in
contrast with the failure of Soviet organizations.
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The first explanation, along the lines of Ronald Coase (1937), is that inef-
ficient corporations are weeded out by the competitive process. Unprofitable
firms can be taken over by larger and more efficient firms or else broken up
into several parts. With the threat of a takeover or bankruptcy hanging over
their heads, corporation chiefs are forced to strive for efficiency. Indeed the
United States relies on the stock market and takeover threats to monitor
management more so than most other advanced industrialized nations.'
Yet, empirical studies suggest that inefficient management is not necessar-
ily under the gun because of takeover threats and possible restructuring.'*
Randall Morck, Andrei Shleifer, and Robert Vishny (1988) find that hostile
takeover targets are more likely to be firms in industries with weak perfor-
mance than firms with weak performance. There is also not much evidence
to support the argument of takeovers leading to efficiency gains. In addi-
tion, takeover threats can have undesirable consequences, especially when
managers attempt to protect their position or else stand to gain personally
from a (friendly) takeover. The acquiring company’s executives may also
have considerations that do not necessarily accord with shareholders” welfare
or with efficiency.””

Although takeover threats apply to some firms, if a large corporation
can muster sufficient political support, it can defeat takeover attempts and
even stave off bankruptcy—sometimes with government help. In addi-
tion, in more than a few industries meaningful competition is nonexis-
tent, and the resulting market power or arrangements with rivals allow
inefficient firms to survive for lengthy periods. Then of course there is the
point already alluded to: that survival is not synonymous with economic
efficiency.

A second explanation refers to economies of scale and coordination. The
former is discussed below. As for the latter, the argument is that an econ-
omy that is flexible enough to allow switching from a market mechanism
to administrative planning and vice versa is preferable to strict adherence
to one regime. The assumption is that, in some production situations, an
organizational hierarchy is more efficient than the market. It is claimed that
corporations’ size and the extent to which in-house operations replace the
market are related to the cost of information required for efficient coor-
dination, as well as other transactions costs. Private nonmarket means of
organization are justified when a competitive equilibrium does not exist and
there is no price at which supply equals demand. Possible examples include
cases of substantial economies of scale in production, and increasing returns
to scale in the development of new products for related markets (“core
competencies”). A nonmarket coordination solution may also be required
in cases of externalities and excessive search costs among others.!° Yet, the
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transaction costs approach requires restrictive assumptions and its cost min-
imization objective is at odds with more conventional goals attributed to
firms."” In addition, strategic motives and consequences are not accounted
for in explaining firm structure.'®

A third argument is that modern corporations are efficient because they
are well governed and provide the right incentives for efficiency. Although
corporate CEOs have substantial economic authority, De Long suggests that
the image of the omnipotent CEO having effectively commandeered the cor-
poration is exaggerated. There is the force of peer pressure from fellow CEOs;
more importantly, dissatisfied shareholders can sell their shares, and the subse-
quent decline in share prices may attract corporate raiders. The market there-
fore functions effectively in replacing or warning incompetent CEOs. The
counterargument is that this is more applicable to smaller corporations. Many
giant corporations have “protective shields” consisting of politicians, state
laws, employees, suppliers, investment banks, brokerage houses, and mutual
funds. Sometimes top executives are offered attractive compensation packages
to leave, and it is to their advantage to permit a takeover, which may or may
not be in the shareholders’ interests. In addition, especially in the past decade,
the principal-agent theory has not worked quite the way it was intended.
Incentives, presumably designed to enhance efficiency or protect sharehold-
ers, have led to an excessive focus on short-term financial goals, occasionally to
the detriment of the company, its employees, and shareholders. Corporations’
freedom to profit has become increasingly top managers’ right to profit.

It is debatable whether corporate planning and corporate structure repre-
sent optimal efficiency. It is quite likely that alternative organizational forms
could be devised that are no less efficient. Does it have to be specifically a
large organization characterized by minimal government control, limited
liability laws, with rights of individuals, access to politicians, and many
forms of government protection including, sometimes, protection from
bankruptcy? It is doubtful that an organization so narrowly defined hap-
pens to be the ultimate in economic efficiency.

However, this is not to suggest that the road to economic progress lies
in some form of planned economy—aquite the opposite. The answer more
likely lies in decentralized decision making with genuinely competitive mar-
kets and firms blocked from and disengaged from politics. Therefore it is
unlikely that powerful bureaucratic centers, undertaking economic planning
while insisting that their operations are the quintessence of the free market,
represent superior economic efficiency. They represent a departure from free
markets despite torrents of claims to the contrary. Perhaps no evidence is
more damaging to claims of a free market environment than corporations’
relationship with government. In fact, argues Galbraith, corporations are
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interwoven so tightly with the state that one might infer that in important
respects they are one and the same. In other nations, matters may be worse
because large corporations are frequently controlled by just a few families."
However, those nations are not quite as loud in claiming to champion free
markets.

7.2 Power

In the first half of the nineteenth century, Tocqueville warned prophetically
of potential dangers arising from a manufacturing aristocracy, particularly
to democracy. In the second half of the nineteenth century, giant corpo-
rations were resisted because of concerns about their power and its threat
to democracy and the nation’s entrepreneurial tradition. Opposition came
from small businesses and commercial farmers. Their arguments, based on
traditional economic beliefs, were well received but essentially futile in that
the corporations continued to grow.?’ Again, during the Great Depression,
the power of large economic organizations was a topic of debate.

Corporations did not neglect the battle for “hearts and minds”. Roy
(1997) notes how corporations started in the 1850s to use the individualism
theme of their opponents who objected to incorporation and state charters.
Adam Smith’s anti-monopoly sayings were turned in order to defend mar-
ket power.?! In the 1970s in order to promote corporate objectives a large
number of institutions were established, including think tanks, litigation
centers, publications and lobbying agencies.?? In the 1990s the terminol-
ogy of democracy, and even the labor movement, with some changes, were
adopted to enhance the social legitimacy of corporations.?

Today, the power of large corporations is taken for granted.?* Economists
are usually keen on minimizing government’s role in the economy and warn
of the dangers inherent in government control. However, the reverse possi-
bility that key players in the economic sector control government receives less
attention, in part, because it is considered outside the domain of econom-
ics proper. Analysis of the links between corporate size, political influence,
and protection from rivalry and failure has not been a popular undertaking
among economists.

According to Galbraith (1985), the modern giant corporation is an auton-
omous economic fortress, sheltered and secure from many of the uncertain-
ties and vicissitudes that most businesses have to cope with. Corporations
can obtain capital from retained earnings and therefore do not have to worry
about bank officers looking over their shoulder and questioning their deci-
sions. Giant firms, in many respects, are protected from the discipline of
the market or have a degree of control over it, be it in purchasing inputs
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including labor or in the sale of their products. Through the use of advertis-
ing, the corporation can influence or determine the products that consum-
ers will purchase. The corporation has little to fear from government in that
its independence is considered a sacred right and, in addition, government
sometimes is its best or even only customer.?®

Why is the corporation worthy of autonomy, including protection from
rivals, consumers, government, and sharecholders? As previously noted,
according to Galbraith, the answer has to do with planning and when it
comes to planning, bigger is better. A more frequently cited economic justi-
fication for nonintervention by government is pricing efficiency. However,
this overlooks the fact that corporate decision makers often supersede the
market and set prices at odds with allocative efficiency.

Galbraith notes how large corporations have been adept at persuading
the public that their objectives are identical with those of society. Yet it
is corporations that establish society’s goals as they mold social attitudes
to specific corporate needs. Consequently, the nation has come to accept
economic growth and production, increased conspicuous consumption, and
unquestioning faith in the goodness of technological change (thereby justi-
fying government subsidies for research and development (R&D) to corpo-
rations) as its top priorities.?® In addition, government services not deemed
essential to corporations are relegated to secondary status. Galbraith points
to the obvious conflict between the needs of the “technostructure” and indi-
vidual’s free will. In terms of the present framework, this means that the
economic freedom of large organizations clashes with and wins out over
the economic and even civil freedoms of individuals. The ability to shape
the goals and direction of a nation represents formidable power.

Large corporations seek control over government to protect market
power.?” This raises the question of whether there are “efficiencies” in this
type of activity. Do their size and resources give them the political clout to
shield themselves from economic competition and extend their lives? Perrow
(2002) notes their power to externalize costs and require government to pay
for them, thus suggesting another motive for large size. Several studies have
found a positive relationship between firm size and corporate income tax
avoidance.?®

More generally, large corporations benefit most from what is described
here as “unrestricted economic freedom”. The term refers to freedom to
profit not only through market activities but also through actions designed
either to circumvent or suppress the market, resulting in a misallocation
of resources. This can be accomplished through private efforts, govern-
ment help, and, notably, a combination of the two. An example of the latter
would be a firm either inducing or taking advantage of market failure while
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ensuring no government correction.”” The 2008 bailout of large financial
corporations is an outcome of unrestricted economic freedom.

Regardless of trends in corporate power, their existing power is already
considerable. Some examples, more illustrative than comprehensive, include
the following lengthy list: the aforementioned government bailouts, reduc-
tions in effective corporate taxation over the past 40 years, special tax exemp-
tions, subsidies for research and development, the political lobbying system,
the Pension Benefit Guarantee Corporation being used to avoid pension
liabilities and pressure employees, companies shipping the bulk of their
employment overseas and still qualifying for tax credits, laxity in antitrust
enforcement, farm support programs defined by acreage and not income,
nonmedia companies controlling television, the 2005 bill that prohibited
government agencies from bargaining for cheaper medicine, the defeat of
the national health care bill in 1994,%° the power of credit agencies over the
lives of Americans, privacy laws or rather lack thereof, and strategic lawsuits
against public participation, or SLAPP,—initiated at times by corporations

to silence opposition to their projects or activities.”!

7.3 Size and Efficiency

As noted previously, there is a debate about the reasons for the emergence
of large corporations, whether it was efficiencies in operations or the desire
for profit enhancing power. Galbraith (1985) suggests that, for effective
planning, a larger firm can better handle uncertainty than a smaller firm.**
Congress and federal courts accepted the argument that bigness is related to
efficiency.®® Yet many empirical studies have been unable to find evidence
of economies of scale in production large enough to account for the size of
modern giant corporations, although there is some support for marketing
economies.

Galbraith and Schumpeter’s ideas on the need for large size corporations
to conduct vital research and development (R&D) work have received lit-
tle in the way of empirical support.* Neither the requirements of under-
taking risks nor the need for large capital expenditures would appear to
justify large size. The federal government subsidizes research extensively,
and a lot of research can be exploited on small scale.?® In addition, the prob-
ability of success in research is not as low as is commonly believed.*® There
are also concerns about the lack of creativity in bureaucratically managed
R&D departments. In a large corporation, decisions must filter through
a whole chain of command, which causes a bias away from imaginative
innovations. Managers in large firms may be risk averse and refrain from
difficult R&D projects.”” Although there may be some advantage of size
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in the commercialization of inventions,?® David Jewkes, David Sawers,
and Richard Stillerman’s (1958) study on the important inventions of the
first half of the twentieth century found that more than half of these were
invented by individuals working either completely independently or inde-
pendently in academia. With some exceptions, empirical findings gener-
ally show that larger firm size does not necessarily result in greater R&D
efforts or output;* and some evidence suggests that innovative activity per
employee in small firms exceeds that of large firms.** In addition, from soci-
ety’s perspective, large corporations have been known to use patent warfare
to impede competitors’ research efforts.

Regardless of whether large sized firms were justified, it is claimed that
beginning in the 1960s or 1970s informational and coordination problems
arising from size and hierarchical organization started to affect adversely
large mass producers. In addition, new technology permitted smaller mini-
mum efficient scale production, and on the consumption side a trend away
from standardized products further aggravated the plight of mass producers
as did increased foreign competition. However, while some large corpora-
tions did decentralize operations, others shielded themselves through merg-

ers, multinationalization and government protection.*!

7.4 Separation of Ownership from Control

The separation between ownership and control, noted by Adolf Berle and
Gardiner Means (1932 ), refers to the fact that the owners of the corporation
(shareholders) are different from the managers who operate it supposedly on
their behalf. The separation received legal backing when the courts adopted
a natural entity theory and decided that corporations should be run by man-
agers, thereby diminishing the rights of shareholders.*> Much has been writ-
ten on the incentive structure established to ensure that managers perform
in accordance with shareholders  wishes. It was assumed that stockhold-
ers or their representatives would create safeguards, along the lines of the
principal-agent theory, to align managers’ interests with those of sharehold-
ers. Yet recent events suggest that these incentives do not always have their
intended effect, and large pay increases bestowed on corporate bosses have
challenged these assumptions.*> Concerns have been voiced regarding the
dilution of earnings and stockholder equity as a result of stock option plans
for top managers. Krugman (2002b) notes that, contrary to conventional
wisdom, the cost to shareholders and even society at large of executive dis-
cretion in matters of remuneration may be far in excess of the actual com-
pensation. Investments were made that were designed primarily to boost
executive pay—not stockholder return or the welfare of the company.
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The concern is that the correlation between job performance and reward
is decreasing. Executives with a less-than-brilliant record of performance
appear to reward themselves, with the consent of their board of directors,
high sums.? In good times, that is, when the stock price rises, pay packages
increase substantially; yet when the stock price falls and shareholders suffer,
there is often no corresponding fall in the top executives’ compensation.
Disconnecting the link between job performance and reward is a blow to
economic efficiency and suggests compensation sheltered from market dis-
cipline. Entrepreneurs are rewarded for risk taking, but managers do not
bear the same risks. That is not to say that they do not engage in risky
investments. In fact, when the money at their disposal is not their own, they
may tend to undertake riskier investments.”> There is also the suggestion
that the separation of ownership from control may have resulted in a move
away from interfirm competition for market control and monopoly rents to
struggles among competing management groups for control of firms with
market power. 4

That the shareholders have very little say in the running of the modern
corporation, including executive compensation, has been discounted as of
licele practical significance. Berle and Means’s concern that the corporations’
top echelon may appropriate the firm for their own benefit was dismissed
out of hand. Yet events of the past 20 years suggest that such concerns are
not trivial. There is a fundamental challenge to the institution of private
property. If stockowners cannot control their property, that is, the com-
panies they own, at least to the extent of having their employees work for
their benefit, then a situation arises bordering on the confiscation of prop-
erty. No harsher criticism is offered on this issue than that of Schumpeter
(1962) to whom this represents as an attack on the very foundations of
capitalism—private property. The retort—that shareholders can always sell
their shares and that the practice is of long standing—does not resolve the
ownership issue. Private property, along with markets, is a key feature of
capitalism and may have given it an advantage over socialism in terms of
economic efficiency. Yet in this context, the concept has been diluted if not
distorted by the separation of ownership from control. Schumpeter envi-
sions dire political and moral consequences detrimental to the survival of
capitalism. The loss of the ability to do as one pleases with one’s property, as
well as the loss of the will to fight for what has become only remotely one’s
property, could hardly bolster capitalism. The disregard for property rights
in the operation of modern corporations and capital markets is in conflict
with both American political principles and capitalism itself. Once again,
the economic freedom of organizations triumphs over that of individuals,
including the right to property.
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7.5 Turnover Rates

A different way to examine the issue of corporate power is to look at mobility
among the largest firms. After all, even if giant corporations have substantial
economic and political power but membership in the top tier of corporations
keeps changing, then the potential dangers to the democratic process and
even to the economy’s efficiency may be lessened.”” At the very least, the
process would seem more egalitarian and inclusive because the identity of
the power holders keeps changing.

Economists have approached the issue by examining turnover among the
very largest corporations and find evidence of turnover over the course of the
twentieth century.*® Norman Collins and Lee Preston’s (1961) study shows
declining rates of turnover in the first half of the century. F.M. Scherer and
David Ross (1990) extend Collins and Preston’s study up to 1987 and find
a strong increase in turnover rate for the last decade of their study. Thurow
(1999) offers favorable turnover evidence from a comparative perspective.
If 8 of the 25 biggest companies in America in 1998 were either small or
nonexistent in 1960, then in Western Europe, all the top 25 biggest cor-
porations in 1998 were already large in 1960, thereby suggesting greater
turnover in the United States. However, an important question is this: what
happened to the firms that did depart? Some exited because of changes in
demand and technology. Dennis Mueller (1986) finds considerable turn-
over among the largest 1,000 U.S. manufacturing firms from 1950 to 1972.
However, upon examining the reasons for exit he discovers that merger was
the most frequent cause of disappearance. Only a few firms exited because
of bankruptcy. The importance of mergers as a cause of exit is also reported
in other studies.*” Although business mobility is a desirable finding in the
present context, it is unclear whether a lessening of economic or political
influence can be inferred from such long-term mobility, especially when
mergers play a key role in the disappearance of large firms.

7.6 Combined Power

Economists stress the need to differentiate between firms with a large mar-
ket share and firms of large absolute size. Most studies have focused on the
former issue. Yet, given the resources of giant corporations, their impact on
the national economy, their authority over millions of employees and the
increasing links between money and politics, there is concern about their
combined power. Aggregate concentration refers to the combined share
of the largest firms in the economy, or in a particular sector, as measured
by assets, employees, value added, or some other measure. Some scholars
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suggest a connection between aggregate concentration and market power in
individual markets.® Galbraith (1985) argues that big size is a manifestation
of economic power and is skeptical of his co-professionals attempts to treat
large size and large market share differently to defend the former. Additional
arguments point to diversification and vertical integration as factors that
can strengthen market power.’!

In 2002, the largest 100 manufacturing firms (a tiny fraction of the total
number of firms) produced 33.7 percent of all manufacturing’s value added.
According to Marris and Mueller (1980), the share of manufacturing assets
owned by the 200 largest U.S. manufacturing corporations (with a chang-
ing composition) rose from the beginning of the twentieth century by an
average of 0.5 percentage point per year. The authors also point to a strong
increase in aggregate concentration in the financial sector, which according
to Frederic Pryor (2001), continued strongly in the 1980s and 1990s. The
evidence on changes in overall aggregate concentration for the top 100 firms
from the 1960s to the 1980s is less clear,’” and Lawrence White (2002) finds
that for the 1980s and 1990s, despite the merger wave and for reasons not
entirely clear, overall aggregate concentration did not rise. Even though the
rise in aggregate concentration may have ceased, the numbers suggest that a
small number of very large firms control vast amounts of resources; as such,
they are bound to have a major impact on the economy and on the nation.

Marris and Mueller suggest that, if giant firms emerge due to internal
growth strategies, this may have positive implications for the economy.
However, if the growth is the result of socially unproductive investment—
and mergers may fall into that category—then it could have a negative
effect on social welfare. Walter Adams and James Brock (1986) also warn
of another threat resulting from increased aggregate concentration brought
about by conglomerate mergers. As control becomes located in fewer firms,
the increased contact among these firms may lead to reduced competitive-
ness and result in cartel-like arrangements across markets and industries.

7.7 Labor

In the late nineteenth century with the rise of large corporations, Americans
experienced major economic and social changes. One of the most signifi-
cant changes was that Americans increasingly became wage earners. While
in 1820 less than a quarter of the labor force worked for wages and salaries,
by 1900, it was 50 percent, and by the end of the twentieth century, it was
more than 90 percent.’® As a result, the cherished independence of work that
had given the nation a defining quality and had become part of its ideol-
ogy almost vanished.” In fact, to this day, the change has not been entirely
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acknowledged. The legend of American workers as independent yeomen
persists even as the switch away from manufacturing to services continues.

In the new organizations, there was little room for differences of opinion.
These were strictly hierarchical organizations run by professional managers
and at odds with notions of independent workers.”> William Whyte (2002),
a perceptive observer of corporate life in the mid-twentieth century, notes
that corporate employees had to adapt basically to a collective life. They had
to learn to conform, suppress their individuality, and become willing team
members. There was a stark contrast between the strict conformity of the
corporate working environment and the widely promulgated image of cor-
porate employees as self-sufficient individualists following their inner voice.
The collective aspect of corporate work was rarely discussed as such, which
is not surprising given its negative connotation, especially in the 1950s.

There was an implicit understanding in the twentieth century that if one
worked hard and played by the rules, then one would do well, which was
considered an acceptable bargain. American workers tolerated the Taylorist-
style scientific management in both factories and offices. For decades they
accepted the status quo in the belief that they had a chance to achieve the
American dream. Labor relations between corporations and their produc-
tion workers were far from harmonious and in fact necessitated a higher
ratio of managers to workers than existed in Germany or Japan.’® Yet factory
workers for the most part did not join radical trade unions. As long as jobs
were available and access to a middle-class existence was possible, there was
support for the corporate economic system.

If ever there was a social contract between employees and their corporate
employers, then beginning in the late 1980s or early 1990s the perception
materialized that the contract had been nullified. Large corporations were
still providing better pay, better benefits, and greater opportunities than
their smaller counterparts; but distressing developments were taking place.
These included downsizing intended to make the companies more attrac-
tive to financial markets, the threat of jobs being outsourced overseas or to
lower-paying domestic contractors, a rise in the number of temporary jobs
without health and retirement benefits, and an increasing loss of privacy and
rights.”” The traditional well-paying manufacturing jobs as well as good ser-
vice jobs that did not require a college education became scarcer. Regardless
of the reason for the job cuts, the relationship between corporations and
their employees began to change.

Job stability for U.S. workers was already lower than among the United
States’ main industrial competitors®® but in the 1980s, job stability in the
overall economy declined further.”” Older and better-educated workers
were more likely than before to lose their jobs.®® In the 1990s, job stability
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furthered declined for workers on the job for at least a few years, including
manufacturing, managerial, and professional workers,! although workers
with relatively short tenure appeared to have gained somewhat in job sta-
bility.®> Henry Farber (2005) examines job losses from 1981 to 2004 and
finds that reemployed workers, even in full-time jobs, suffered a significant
decline in earnings regardless of their level of education. He notes that for
the 2001 to 2003 period, the decline in earnings was much larger than before
for reemployed workers with more than a high school education. Additional
statistics from this period paint a gloomy picture in that 35 percent of job
losers had not found another job two years later, and those who did find full-
time jobs earned on average 13 percent less than before.®® Farber concludes
that while labor flexibility adds to the economy’s efficiency, workers bear an
excessive share of the burden.

With the deterioration in job security, seniority, and pensions, it became
clear to many that their work environment had changed, and not for the
better. The technologically induced decimation of the ranks of middle
management, pensions stocked with company equity, and the contrasting
fortunes of top executives protected by “golden parachutes” led to some
disillusionment. In eatlier generations, employees had been known to
enter the corporation with the zeal of a religious order. Being a corporate
employee gave one a sense of identity and belonging—it was more than just
a workplace.®® Now there was a realization that free agency had arrived.
The system was changing rapidly—partly in response to globalization and
the fast pace of technological change and partly in response to the dictates
of financial markets. The prospects of a job for life with one employer
seemed more remote.

New jobs did materialize for most of the laid-off workers; unfortunately,
the jobs were often inferior in terms of pay and benefits. Low-paying jobs
in the service sector, with wages not much above the minimum wage and
with minimal benefits, were labeled derogatorily “McJobs.” Families with
two full-time workers struggling to pay for a middle-class life became more
common. A fundamental economic dilemma—the choice between effi-
ciency and avoiding layoffs—caught the nation’s attention. It was portrayed
in movies—for example, “Other People’s Money” and “Wall Street”—as
a conflict between economic and social considerations. Should employ-
ees be treated differently from other inputs? In both movies, workers are
threatened with layoffs—the company in question may survive as a business
entity but more money can be made from the liquidation of its assets. With
downsizing, outsourcing, and converting full-time jobs into temporary
ones, there were heightened fears of job loss, and these were the good times
with a booming economy and low national unemployment rates. Despite
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the changes in the workplace, many corporate employees continued to pros-
per, but many others faced reduced opportunities, greater uncertainty, and
a diminished standard of living when laid off.

7.8 Social Responsibility

Ideally a firm should not be large enough to affect the regional or national
economy. Yet, large corporations employing tens or hundreds of thousands
of workers have a significant economic impact regionally and sometimes
even nationally. Regrettably, that impact is usually dismissed as of little sig-
nificance. Given that corporations’ primary goal is profit maximization or
some comparable objective, government, not corporations, is seen as respon-
sible for smoothing the transition for those laid-off. The assistance provided
is less generous than in many other advanced industrialized nations. Yet,
when considering the power and influence of the economic sector over gov-
ernment, it is difficult to absolve corporations entirely from responsibility.
A small part of the problem is the lack of knowledge on how to calculate
the cost of unemployment other than the loss in earnings. The disruption
to lives, families, and communities is as yet unquantifiable. A bigger part of
the problem, however, is the lack of will to interfere with what is defended,
at times erroneously, as a purely market mechanism. This is not surprising
in light of the low priority afforded the issue by the economic sector’s key
players.

More generally, there is a conflict between corporations’ primary eco-
nomic responsibility of maximizing profits and demands for greater social
responsibility. A common criticism is that when giant corporations focus
exclusively on profits and shrug off social responsibility, their activities may
impose large social costs on the nation. Blumberg (1989) asks how could
moral people knowingly sell dangerous cars, conceal the dangers of asbes-
tos, or sell unsafe drugs and chemicals in third world countries. As sug-
gested throughout the book, the answer can be found in the elevation of the
freedom to profit above all else. Blumberg also points to a lack of personal
responsibility when one feels like an insignificant cog in a giant firm just
following orders and far removed from witnessing the damage wrought by
one’s actions or decisions. Both advocates of laissez-faire and those favoring a
more paternalistic government would delegate the responsibility for curbing
or minimizing social costs to the government. If the economic sector and
government were indeed completely separate entities with equal power, the
argument for greater government responsibility would have more validity.

Corporations are the dominant force in the U.S. economy and enjoy
considerable freedom and power. Yet, their unrestricted freedom to profit
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through either market or nonmarket channels conflicts with and often
overwhelms individual freedom to profit, opportunities, and quality of
life. Contrary to prevailing arguments, such outcomes are not necessarily
market-determined. Giant corporations are often shielded from the disci-
pline of the market and their operations, in fact, can be detrimental to free
markets.



CHAPTER 8

Heads We Win, Tails You Lose: Large
Corporations and Government

wo long-standing American political-economic principles are the

sanctity of private property and the freedom to pursue pecuniary

gain. The latter freedom has led to a third, albeit tacit, principle:
the acceptance of corporate power in both the economic and political
realms. The political system is not without its admirable features, but the
failure to come to grips with the impact of economic power on govern-
ment and politicians is a major weakness. The political influence of large
corporations—the dominant player in the American economy—is ignored
or else treated as a natural outcome of a competitive free market with all
the inherent efficiencies. It is not a topic of political debate, it is rarely
discussed in the media, and it draws little attention in academia. Yet this
influence has disturbing implications for the political rights and freedoms
established by the Founding Fathers as well as for the economic welfare of
the nation. The writers of the constitution could not have envisioned the
major role giant business organizations would play.' They could not have
foreseen that their grand design would allow economic forces to go from a
defense of property to a control of government.

The conflict between corporations’ freedom to seck profits through
political influence and democratic principles is highlighted in this chap-
ter. The argument is that large U.S. corporations’ special access to govern-
ment and their influence over the political process undermines democracy.
In addition, when government intervenes in the economy at the behest of
corporations, there is a cost to economic efficiency and a violation of free
market principles.
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8.1 Government and Economic Power

Typically in a capitalist society, the economy is left primarily to the working
of the market. Yet by giving up its right to control the economy, the govern-
ment, from a historical perspective, is relinquishing considerable authority
and effecting a major change in the balance of power between the political
and economic domains.” The U.S. economic sector probably enjoys greater
protection from government encroachment than the reverse. Government
interference in the affairs of a private company is regarded as an egregious
breach of jurisdiction and an affront to market efficiency. This is somewhat
ironic because, as noted above, a distinctive characteristic of many giant
corporations is the abandonment of the market mechanism for in-house
operations and internal decision making.?

There are no checks and balances on access to government comparable to
the checks on the power of the separate branches of government.* The only
entity capable of checking corporate power has steadily given up its power,
thereby enabling economic power to find a path to political influence and
further weakening government. The process for acquiring such influence
has been sanctioned and formalized so much so that it is now perceived as
an integral part of the political process.” Government agencies often serve as
lobbyists for private interests, bestowing on them a competitive advantage
and in the process creating an undesirable dimension of competition.®

As noted by Lindblom (1977), business has special access to government
because of government’s concern about the economy and its keen awareness
of the resources available to big business to influence politics and accom-
plish its objectives. Consequently, large corporations are in a unique position
that allows them to bypass the normal channels of the democratic process.”
Exemplifying the close links between government and business is the revolv-
ing door phenomenon, that is, officials easily switching jobs from one sector
to the other, as well as corporate involvement in advising government on
matters such as trade, energy, transportation, and foreign policy.

If private companies, especially large corporations, can make money
from a business run by a public institution, the public institution’s busi-
ness is often doomed regardless of the relative social benefits of the public
and private operations. Land on which private homes stand can be seized
under eminent domain laws in which the public interest is broadly defined.®
Corporations are noted for their ability to externalize costs and have govern-
ment pay for expensive projects, thus exempting themselves and their cus-
tomers from the expense involved.” In fact, according to Galbraith (1985),
the idea that big government emerged at the expense of the private sector is
fiction; large corporations need big government for maintaining aggregate
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demand, training personnel, providing subsidies for R&D, and building
highways and airports.

The two major political parties cultivate corporate support and therefore
back the economic and legal status of big corporations, including the pre-
rogatives of top management. Even politicians from the Democratic Party
usually avoid anti-big-business positions and accept corporate dominance
in the economy. These politicians want to be seen as pragmatic, as hav-
ing the good of the economy at heart, and therefore refrain from attacking
big business. Either in their minds or in their constituents minds, this is
regarded as sound economic policy—firmly grounded in free market prin-
ciples. Then of course the ability of corporations to donate money for polit-
ical campaigns is not an insignificant factor.

8.2 Where Does the Power Come From?

The role of money in politics has been discussed previously, so here the focus
is on corporations’ role in this process. The total amount of money spent in
2000 for federal elections was about $3.0 billion;!° for all elections, it was
about $3.9 billion."! An upper-limit estimate on business political donations
is $1.1 billion,"* with most of the money coming from corporations.'” The
pragmatic nature of corporate donations can be seen from the fact that in
2002 corporations gave 83 percent of their political donations to incum-
bents and only 4 percent to challengers. The motive behind campaign con-
tributions is the desire to influence politicians’ votes on specific issues and
to receive special consideration.! This is evident in the relationship between
the economic interests of the contributors and the committee assignments
of the recipient politician.””

The amounts of money spent on U.S. elections are large by comparison
with other nations (although there is an argument that more money would
be donated if campaign contributions represented investments.)'® However,
there are also more indirect and less public avenues for influencing legis-
lators. Money spent on lobbying is generally considered more important
for interest groups than campaign contributions,"” and business spent about
$1.3 billion on lobbying in 2000."® Therefore, campaign contributions,
while important, do not tell the whole story regarding money and political
influence.

The U.S. political system, as is true of many other aspects of U.S. soci-
ety, is more amenable to money and more tolerant of its influence than
corresponding institutions in other industrialized democracies.!” Several
West European nations have limits on political donations and/or campaign
spending by both source and amount. Despite these laws and regulations,
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they have experienced problems and scandals with election financing,** and
it would be difficult to claim that Europeans have the perfect solution to
election financing. Yet, whether by coincidence or design, money and cor-
porations play a more pronounced role in both the U.S. electoral system and
political process.?!

If a person or corporation is secking favorable legislation, it is probably
easier, or at least more direct, to control an individual than a party. Hence,
the American system, which focuses on candidates rather than parties, would
tend to favor corporate influence or any other type of moneyed influence.
The need to pay for political advertising bolsters the position of those with
the means to defray such costs.?? Additional features favorable to the influ-
ence of money include the winner-take-all election system, the two-party
political system, the nonideological nature of American politics, the decen-
tralization of government and uncertainty over state and federal jurisdiction,
the separation of powers,”> unlimited campaign expenditures, PAC money
rules, the high cost of elections, and lobbyists” access to government.

Conditions conducive to the influence of money, combined with the
acceptance of corporations’ power, favor corporate political influence. In
addition, fundamental differences in constitutional, philosophical, and
judicial attitudes between the United States and other democracies fur-
ther strengthen this influence. For example, European and Canadian
courts are willing to accept arguments about “equality of participation” or
a level playing field to preserve the integrity of the election system despite
the apparent conflict with the principle of free speech.?® In the unlikely
event that arguments to limit donations or spending were accepted by U.S.
courts, this would weaken the influence of money and therefore that of
corporations.

8.3 Government Help

Until recently, given the identification of the United States with free mar-
kets, risk taking, and self-reliance, one could be forgiven for assuming that
government has little involvement with business. Indeed, states are prohib-
ited from interfering in interstate commerce, and with some notable excep-
tions, the federal government maintains a relatively hands-off attitude
compared to most other industrialized nations. Yet government assistance
to large corporations is far from inconsequential and is provided in a variety
of ways. These include shielding market power from competition; passing
laws and regulations favoring large corporations; providing tax exemptions,
subsidies, and grants; socializing cost and risk; and, not least, government
as a generous and ever-forgiving customer.
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Corporations are dependent on government for legislating laws that
define the rules of the game among themselves and in their dealings with
employees and customers. In fact, the modern industrial corporation’s very
existence, more so than other forms of ownership, is a creation of the law,
argues Roy (1997). The rise of corporations was facilitated by changes made
to the legal system. This included laws limiting shareholder liability, the
granting of unlimited life, the right to own stocks in other companies, and
exempting managers from direct accountability to owners.”> In the nine-
teenth century, state regulation of corporations was justified based on the
entity idea. When the entity idea became an obstacle to expansion, corpora-
tions turned to the aggregate theory (to do away with state regulations) and
later, for similar reasons, to the natural entity theory.?®

In the 1880s, federal and state courts became increasingly probusiness
after decades of selective appointment of judges.”” Numerous legal rulings
in favor of corporations were the result, including some innovative inter-
pretations of the law, particulatly regarding property rights. States’ rights
to take over private property and turn it over to commercial interests for
development were increased, and the concept of eminent domain was broad-
ened.?® The Supreme Court declared that corporations were entitled to the
rights and protection of a legal person. The authority of juries was dimin-
ished and that of judges increased. According to some scholars, changes to
the legal system resulting from cooperation between judges and corpora-
tions constituted a legal revolution.?” They certainly strengthened the posi-
tion of corporations. More recent developments, such as the judicial focus
on economic efficiency, have had a similar effect.

State and local governments compete for investments that promise new
jobs or growth by offering incentives and inducements to corporations.
Incentives can take the form of subsidies, tax exemptions for the company
and its executives, appropriation of public or private land, exemptions from
environmental and labor laws, absorption of the cost of training workers, and
construction of access roads and other infrastructure. The U.S. government
provides generous funding for industrial R&D, mostly to large corporations.
In 1996, 4 firms received 37 percent of all federal R&D money contracted
to industry, and 20 companies received 80 percent of that money.>® Over
the past 40 years, the effective tax rate on corporations’ profits has declined
by about 50 percent.’! As noted before, from 1950 to 1990 corporations’
share of federal taxes and property taxes fell considerably. Throughout the
twentieth century, projects too costly for the private sector were sometimes
financed with public money.

One of the best examples of government assistance is the help given to
the railroad industry in the nineteenth century. Railroads received about



96 e Corporations

$100 million in subsidies and approximately 200 million acres of land.?
After the Civil War, the federal government set up regulatory commissions
to supervise the railroads to prevent cutthroat competition and price dis-
crimination. The magnitude of government help raises doubts whether the
railroads represent a truly private sector success story.>’

The auto industry was able to persuade government to restrict auto
imports in the 1980s. The steel industry received considerable import pro-
tection in the late 1970s and1980s through the imposition of quota systems
and without being required to either modernize or enhance global com-
petitiveness.** Other examples of industries receiving government help in
the twentieth century include aviation, electrical power, radio and television
firms receiving electromagnetic spectrum virtually free, the semiconduc-
tor industry, and biotechnology.®> The 2005 bill prohibiting government
agencies from bargaining for cheaper medicine benefitted the pharma-
ceutical industry. In agriculture, subsidies intended to help poor farmers
have gone disproportionately to large agribusiness corporations. The ease
in adoption of genetically modified food in the United States, with little
public input, is cited as an example of corporate influence over the politi-
cal process.*® In recent years, the financial industry has been able to legit-
imize usurious interest rates and other questionable practices in different
states. When, as noted above, states attempted to protect their citizens from
predatory actions of mortgage lenders, the federal government claimed pre-
emption of federal law, thus protecting corporate lenders.*” Similarly, the
2003 Medicare Law did not permit states to protect consumers from abuse
by private Medicare insurance plans.*® Corporations can ship the bulk of
their employment overseas and still qualify for tax credits. With the possi-
ble exception of price-fixing cases, antitrust enforcement has been less than
aggressive in the past three decades.

The U.S. government continues with a generous program of corporate
assistance known colloquially as corporate welfare. According to one esti-
mate, in 2000, taxpayers were subsidizing U.S. businesses to the tune of
almost $125 billion, which included tax breaks and direct subsidies.? In
1997, the federal government paid $1.4 billion in sugar price supports, of
which 40 percent went to the largest 1 percent of sugar farms.** Qil, gas,
and mining companies received $1.37 billion in 1998; pharmaceutical
companies that set up offices in Puerto Rico received $3.0 billion; corn-
based ethanol refiners received $0.5 billion; and timber companies almost
$1.0 billion.*!

This kind of financial assistance is of questionable economic value and
clashes with free market principles. Not all government help is wrong; in
some cases, there is an economic justification. This is true when the overall
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benefits from a product or service exceed the private benefits to the firm.
Unfortunately, economic calculations of this type are rarely made; more
often than not, politics is the reason for government assistance.

8.4 Government to the Rescue

The above examples do not exhaust the list of government help to corpo-
rations. From the 1970s on, America witnessed several large government
bailouts including those of Penn Central, Lockheed, Chrysler, Continental
Ilinois, savings and loan institutions, and even a hedge fund—LTCM. In
the most publicized case, the Carter administration provided Chrysler with
loan guarantees that prevented it from collapsing. A popular argument at
that time was that Chrysler had been denied its right to fail. The rescue
of giant corporations presents government with two unattractive choices:
either bail out the threatened firm, contrary to market principles (since
bankruptcy, by transferring resources to more productive uses, can enhance
economic efficiency), or allow failure, job losses, and damage to commu-
nities.*> Who is entitled to such help and what is the underlying economic
rationale has never been clear. The national interest is often invoked. In the
case of savings and loan institutions, the argument was that thousands of
jobs would be saved. A similar claim was made in the recent auto industry
bailout.

In the LTCM case, it was argued that help was necessary to avoid finan-
cial chaos, nationally or even internationally. The Federal Reserve generated
a rescue plan and intervened despite a private sector offer to buy out LTCM.
(Management fared better under the Federal Reserve’s plan,® and had it
not been for the Federal Reserve, LTCM most likely would have accepted
the private sector offer.4) The Federal Reserve’s jurisdiction in the case has
been questioned,® especially since it departed from its authorized role as a
lender of last resort.4

In 2008, America entered an era of unprecedented government interven-
tion to rescue financial corporations that had enjoyed unrestricted freedom
to profit. Few risks were considered too large, higher leverage was permitted,
and deceit was tolerated. Yet by late 2008, to protect failing financial giants,
roughly $10,000 was being requisitioned (indirectly) from every person in
the United States because the survival of these firms was deemed crucial to
the economy. Officials alluded to the national interest and to catastrophic
consequences should these behemoths be allowed to fail, socialization for
large companies was a must, no matter how distasteful.

Earlier in the year, the creditors and credit insurers of an investment
bank—Bear Stearns—were rescued. The Federal Reserve Bank loaned
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$30 billion to JP Morgan to help buy out Bear Stearns Corporation. The
loans were secured by somewhat questionable assets belonging to Bear
Stearns, and taxpayers could face losses. The Federal Reserve argued that
the financial system was in danger of collapse, and hence the Fed’s actions
were necessary. It has been pointed out that financial markets at that time
did not display signs of an imminent collapse,” and others have questioned
whether the Fed intervention, on behalf of an investment bank, was in
conformity with the FDIC Act.*® Two quasigovernment entities, Fannie
Mae and Freddie Mac, had a change in status accompanied by grants of
$100 billion each. More generally, the government stood ready to shield
large investors from risky investments in subprime mortgages and deriva-
tives just as it had eartlier rescued savings and loan institutions and foreign
currency investors. In September 2008, a large insurance company, AIG,
was granted an $85 billion loan from taxpayers (that was later doubled).

In October, the U.S. Treasury submitted a plan to rescue banks and other
financial institutions at a cost to taxpayers of $700 billion. The justification
for such a massive redistribution was that it would solve the financial crisis
and its key problem—the lack of credit—thereby sparing the nation from
a severe economic decline. The Treasury secretary demanded and received
from Congress carte blanche in this matter, and regulatory reforms were
to be postponed to a later date. The plan appeared to be neither efficient
nor fair. It contained an implicit assumption that, to increase credit avail-
ability and boost the economy, the institutions that brought the economy
to the brink of disaster had to be saved at taxpayer expense. No alternative
plans were presented, presumably because none were available. Yet it is hard
to accept that, on a continuum of possible solutions for injecting liquidity
into the economy, no plan could accomplish these goals without rewarding
financial managers in direct proportion to their failed investments. From
auctions for government funds to the extreme of creating new banks, there
would seem to be several ways to enhance credit availability without reward-
ing excessive risk taking. What was rarely mentioned was that the govern-
ment plan preserved the status quo within the financial sector—the special
position of giant corporations and, for the most part, their managers and
insurers. Public funds were used to protect existing wealth and power as
well as a failed organizational structure from the discipline of the market.
Despite official pronouncements about increased liquidity being the goal,
the banks receiving money in 2008 were not required to lend the money,
and they did not.

The Treasury plan conflicted with free market principles. Politicians,
officials, and leaders famous for extolling the virtues of free markets and
laissez-faire and known for preaching self-reliance and the importance of



Heads We Win, Tails You Lose e 99

people adapting to the dictates of the market were ready to interfere with
the market mechanism on behalf of private sector companies. They were
now demanding that former colleagues, supplicants, and donors be bailed
out at taxpayer expense. The free market homilies were shelved temporarily.
Taxpayer money was being commandeered to rescue speculating CEOs who
made fortunes in earlier years and got to keep their profits; but the rest of
America was coerced into paying for their gamble. The rescue of financial
institutions, including those involved in deceitful subprime mortgages and
charging usurious interest rates, became the nation’s top concern. Forgotten
was the 2005 bankruptcy law characterized by its lack of compassion for
individuals who fail financially and usually not because of extravagance but
because of a job loss or a serious illness. The law was toughened, in part, to
teach fiscal responsibility. Perhaps, due to the perceived emergency nature
of the rescue, there was no time to consider such issues, but more likely,
they were regarded as irrelevant. An early twentieth century saying had been
transformed into “what is good for large financial institutions is good for
America.”

In none of the bailout cases, past and present, has a working rule been
provided that could be applied to future companies. Assistance was at the
discretion of those in charge. This may seem a reasonable and sensible
approach in many nations but not in the United States. Bailouts usually
are seen as arbitrary rulings with a motive of their own and at odds with
“the rule of law rather than the rule of men.” If a rule does seem to material-
ize from these events, it is that the federal government and its central bank
are justified in protecting markets. Unfortunately, as was evident in 2008,
this still gives government officials considerable latitude in deciding when
and whom to protect.

A fundamental cause of the current crisis is not being addressed:—
business’s unrestricted economic freedom involving access to politicians
and government, which led to the calamitous freewheeling financial envi-
ronment. Politicians from both major parties endorsed the 2008 bailout.
Whether or not past donations from the financial industry played a role
is unknown. However, if they did, then several hundred million dollars in
donations cost Americans a thousand times more. The rescue plan may pre-
vent a nationwide collapse of financial markets and perhaps even help save
the economy, but it certainly reduces economic efficiency, moves the econ-
omy away from a market-oriented system, violates standards of fairness, and
weakens further the democratic political process.

There are serious economic issues here regarding production efficiency,
the allocation of resources, capital market efficiency, and moral hazard. (Why
be prudent when playing with house money?) Also, there is a commonly
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ignored issue:—the economic repercussions of the relationship between eco-
nomic size and political influence. It would appear that within the private
sector, there is a special category of firms sheltered from the vicissitudes
of the market. With guarantees of access to the public trough, the firm’s
concerns about solvency or competition are lessened, as are the concerns
of financial markets. The results include nonmarket-induced differences
in risk and access to capital. To some, the acceptance of giant economic
organizations is a primary cause of such problems; firms are allowed to
grow to a size where their failure simply cannot be tolerated, notwithstand-
ing inefficiency and mismanagement.”” This is known as the “too big to
fail” argument. An additional twist is that bankruptcy does not necessarily
mean a complete shutdown of the firm, but rather it may be an ownership

issue,®

in which case the bailout, especially with taxpayer money, is even
more questionable. To compound matters, in the recent crisis, authorities
resorted to the creation of even larger financial institutions (with taxpayer
help) through mergers with smaller failing institutions. The new companies
are virtually assured of being regarded as “too big to fail” and, for all prac-
tical purposes, will be treated as public organizations except in the rewards
of their executives and in descriptions of the economic system. Once again,
they can engage in risky undertakings secure in the knowledge that the U.S.
government will have no choice but to bail them out should they fail.

8.5 Influential Industries

In the nineteenth century, railroads often dominated federal and state
politics. The importance of state legislatures went beyond local con-
trol. Through the legislatures, the railroads could control the U.S. Senate
because its members were chosen by state legislatures. The increased impor-
tance of the Senate took place at the same time that the corporations were
rising, and this was no coincidence.’® The railroad’s control widened from
the Senate to the federal courts and other institutions; they had become a
major player in politics. The elimination of some laws and the enactment of
others facilitated corporate accumulation of power and wealth. The federal
government’s authority was weakened.”> To Perrow (2002), these changes
represented the starting point for an organizational revolution where, regret-
tably, corruption played an important role. The railroads gave bribes and
gifts to congressmen and cabinet members.> Corruption also led to social
costs such as pollution and accidents, because laws could be ignored.>*

The extent and effectiveness of government help to the railroads has
been debated. Such help may have been negligible in some regions such
as the midwest in the 1850s,% but it was very important in the crossing
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of the Appalachians, in the antebellum South, and in the financing of the
first transcontinental railroad.”® Government played an instrumental role
in financing railroads. Carter Goodrich (1970) estimates that, prior to the
Civil War, government’s share of investment in railroads amounted to 25 to
30 percent of the total. Federal and state grants eventually gave the railroads
over 9 percent of the U.S. continental land. The railroads were also able
to extract considerable sums from local governments. They insisted on the
right to set rates, routes, standards of construction, and operation and even
to determine the terms of public financial assistance and eminent domain.
The rights and privileges granted to the railroads, including the right to
merge, limited liability, and a weakening of public regulation, were to have
long-range implications for corporate power in many industries.”” Political
control and judicial control were important factors in the rise of the rail-
roads and later in the rise of corporations.’®

A major question is whether the social benefits resulting from the con-
struction of railroads justified government help. Economic historians Robert
Fogel (1964) and Albert Fishlow (1965) have questioned the popular argu-
ment that railroads provided considerable stimulus to American industri-
alization. Fishlow also claims that government’s railroad investments were
ill chosen.”® Although there are dissenting opinions, the economic case for
government investment and other forms of help to railroads does not appear
to have been clear-cut.*

A twentieth-century parallel with the railroads” political power has been
the auto industry’s influence over public policy. The industry has relied
on an army of lobbyists, public relations experts, a trade association, and
national business groups to lobby government.®! Auto executives have served
in the cabinet and held other important federal positions. Particularly help-
ful to the industry has been the fact that autos are produced in many states.
Federal and state legislators were informed in no uncertain terms where
the auto industry’s interests lie. The industry’s importance to the national
economy in the twentieth century gave it tremendous advantages. One
could see the industry’s influence in taxpayer-subsidized highway construc-
tion, limits on auto imports in the 1980s, public schools funding driver
education,®? delays in requiring boosts in auto fuel economy, and the fact
that public transportation did not receive the kind of support it receives in
other industrialized nations. Despite energy crises, pollution concerns, and
safety issues, government has neither questioned the role of the automobile
in society nor adopted policies that would endanger its position.®® In fact,
the auto industry selected the relevant issues addressed by government.%*
This power has led to an acceptance of significant social costs, including
pollution, highway deaths, oil consumption, a declining manufacturing
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base, and even the work experience of many Americans.® The introduc-
tion of “voluntary” export quotas on Japanese auto manufacturers in the
1980s also involved substantial costs. According to William Cline (1986),
the quotas raised prices by about $370 per domestic car and by more than
$900 per Japanese car. The overall annual cost to consumers from this pro-
tection was estimated at $4.5 billion.

One might point to the significant inroads made by imports in the
U.S. auto market despite government protection for domestic vehicles. In
fact, in late 2008, U.S. automakers were on the verge of bankruptcy and
appealed for help. (Interestingly, while the financial industry was being
granted mind-boggling sums of public money, there was a more begrudg-
ing and parsimonious attitude in helping the auto industry indicative of
the changing fortunes and influence of the two industries in the twenty-
first century.) Nonetheless, it is conceivable that, without government help,
changes would have occurred sooner with substantial savings to taxpayers
and consumers. Alternatively, the industry might also have made the neces-
sary adjustments to meet foreign competition effectively and without incur-
ring such large job losses. In addition, and contrary to official statements
about giving the auto industry breathing room to improve, there was little
if any productivity improvement from the 1960s to the 1980s.%

The railroad and auto industries played a key role in setting the course
for the nation’s economic development. Yet the relentless drive for political
influence had an adverse impact on the political process, and the ensuing
help damaged economic efficiency. The extensive economic aid received due
to political influence clashes with depictions of America as a model free
market.

8.6 Withholding and Misleading Information

The relationship between big business and government has played a major
part in shaping politics and the economy. Throughout the second half of
the twentieth century, Americans accepted the close alliance between the
two domains as an unavoidable cost of prosperity. Barring an Enron-type
scandal, the alliance is rarely discussed; it is taken for granted as—a natural
by-product of the interplay between democracy and economic freedom. The
less-savory aspects of this relationship, involving the mundane exchange
of political favors for donations, are not widely reported. The same is true
of lucrative contracts involving billions of dollars, political appointments
requested by corporations, and deals between the media and politicians.
Business groups often set the agenda for elected representatives and can
influence the outcome of political debates. A notable example is the spending
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by insurance companies to defeat the 1994 health-care bill. Particularly
interesting is the ability of interest groups to influence political debates sur-
reptitiously. It was once thought that economic regulation of public utilities
was enacted for the benefit of the public. In the second half of the twenti-
eth century, economists came to the realization that businesses themselves
sought such regulation and for a sound reason:—it was a profitable course
of action. Historians report similar findings of policies designed to facilitate
business controls but presented as democratic reforms (for example, in meat-
packing, drugs, and forest conservation) that were reforms in name only.®’
Corporations were able to obtain favorable legislation under the guise of
serving the public interest with bills whose intended purpose was opposite
to what their title suggested.®®

Several authors argue that business indoctrination is responsible for
Americans’ acceptance of the economic system.®” The point had to be driven
home that corporations’ special position is vital to America’s economic suc-
cess and that business influence over government is consistent with democ-
racy. Academics and the media, two groups dependent on corporate and
government funding, reinforce these views.”” Inculcated in the public’s
mind is the belief that corporations represent America’s most desirable traits,
including free markets, individualism, and democracy.”! Similarly popular-
ized is the idea that an economic system characterized by oligopolies and
giant firms is synonymous with Adam Smith’s vision of a competitive free
market.

Indoctrination is often aimed at schools and colleges. Use is made of all
forms of media, including radio, television, movies, newspapers, and maga-
zines. The result is that the basic political-economic institutions are taken
for granted. Discussions on important but sensitive political-economic
issues such as corporate autonomy, tougher antitrust laws, and income dis-
tribution rarely arise.”? A dangerous development for democracy is what Ben
Bagdikian (2000) refers to as the media’s promotion of the idea that politics
is unimportant and, consequently, attempts to organize social change are
doomed to failure.

Whereas a century ago there were vociferous complaints about corporate
control over government, by the second half of the twentieth century the
public’s attention had been redirected to the threat to individual freedom
from an overly powerful government.”> Considerable investments have been
made to protect economic power and its influence over government. This
has been accomplished, in part, through the dissemination of information
depicting existing political-economic arrangements as in conformity with
democracy and free markets. Economic freedom to profit permits corporate
control of the media and hence the shaping of public perceptions regarding
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political and economic power. Notwithstanding the many advances in com-
munication technology, including the Internet, misinformation and lack of
information facilitate the weakening of democracy and the lessening of indi-
vidual freedoms.

8.7 Political and Economic Risks

Itis highly debatable whether democracy is compatible with great concentra-
tions of economic power. Economic power makes its presence felt in politics
even if it escapes publicity. There may be as yet no definitive work pro-
viding irrefutable evidence on the subject; however, a considerable amount
of evidence and common sense leads to the conjecture that concentrated
economic power does not stay aloof and beyond the political fray.” The
danger to democracy from undue corporate influence was noted by several
U.S. presidents (Jefferson, Jackson, Van Buren, Cleveland, and Eisenhower),
either in office or prior to taking office.”

Government economic intervention resulting from the influence and
power of large corporations distorts the market mechanism and produces
inefficiencies. Corporations demand government protection from actual
and potential competitors, domestic and foreign. By suppressing competi-
tion, they entrench their position within their industry, and in the process,
eliminate an essential element of free markets. The resulting inefficiencies
go beyond what economists call static inefficiency or resource misallocation.
Protection from competition can also endanger dynamic efficiency, which
allows new firms and new technologies to emerge and challenge or replace
the old. With government support, existing firms can suppress new technol-
ogies and prevent the entry of new rivals. Because technological innovation
is deemed essential for the growth of the economy and for raising living
standards, obstacles to this process are considered a no-less-serious threat to
the economy than the misallocation resulting from monopoly-type pricing.

Influence over government stemming from economic power results in
laws, rules, and policies that are at odds with the workings of a genuine free
market. The economic gain to interest groups is often exceeded by the eco-
nomic loss to the nation as a whole. Mancur Olson (1982) argues that the
favors received by interest groups in various countries may in fact account for
differences in economic growth among nations. Long-entrenched interest
groups receive more protection for a longer period, thus causing a misalloca-
tion of resources and obstructing growth and increases in living standards.

The modern corporation’s objective is to maximize profits or, more gener-
ally, to succeed economically. Yet, as noted above, giant corporations have a
large impact on the regional and sometimes even the national economy. The
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possible divergence between the private and public interest can be a cause
for concern. The current globalization trend and the declining allegiance of
multinational corporations to any one nation bring this issue into sharper
focus. Yet there is no mechanism in the United States for public intervention
other than an ad hoc type to ensure the survival of the corporation or to pro-
vide public assistance to laid-off workers. Decisions affecting the national
economy are left almost entirely to the discretion of the corporation. This is
considered satisfactory because a market solution is said to be involved.

Large corporations have considerable influence over the political domain,
and as a result, they are granted substantial freedom to profit, including a
variety of forms of government help. All too often these corporate advan-
tages come at a cost to individual economic freedom and free markets. The
recent bailouts are examples of greater freedom followed by unprecedented
government help. Political influence reduces economic welfare but, more
ominously, it undermines the democratic process. The lesson is that pri-
vate economic power can be as harmful to society as excessive government
power.
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CHAPTER 9

Media and Freedom to Profit

arge corporations dominate the economic and political landscape.

Helping cement their commanding position in both domains is a

favorably disposed media. The media mold the views and opinions of
Americans. They present the economic system favorably and describe it as
an indispensable counterpart to the democratic political process. The media
also play an important role in the sale of products and services through
advertising and in the promotion of a consumption culture. The present
chapter highlights the clash between a profit-seeking media and the infor-
mational needs of democracy and questions whether reduced public involve-
ment in media markets is justified economically and politically.

9.1 The Media and Power

The media consist of hundreds of local television stations, thousands of
radio stations, a few national newspapers, and numerous local papers. There
is an impressive variety of magazines and just about every profession, craft,
industry, occupation, hobby, interest, and leisure has a magazine. Similarly,
with the advent of cable television, viewers have numerous choices, includ-
ing stations specializing in news, sports, food, pets, history, travel, home
repairs, finance, religion, entertainment, and different types of movies.
The choices are indeed amazing. Yet when it comes to the media’s most
important social function—to provide information essential to the func-
tioning of a democracy, such as information voters need on social, political,
and economic issues—there is less reason to celebrate. Notwithstanding all
the advances in telecommunication technology, video and audio, satellites,
and Internet communications, the news in terms of selection, analysis and
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perspective provided cannot be said to exhibit commensurate progress. A
crucial media dilemma in American society is the conflict between mar-
ket constraints—namely, profit maximization—and the requirements of
democracy for information. Market incentives and freedom to profit as
discussed below do not necessarily yield high-quality, widely disseminated
news coverage.

The U.S. media are primarily corporate owned, including several large
multinational companies, with considerable influence over politics and gov-
ernment.! They certainly affect legislation dealing with their own indus-
try, such as rules of competition, ownership, and labor laws. The largest
media firms have received subsidies and governmental help in the form of
monopoly licenses for television and radio frequencies, monopoly cable tele-
vision, and satellite television systems.? Their sway over politicians arises
from the fact that the media decides whether or not to present the activi-
ties, policies, and personalities of politicians to the public. Therefore, politi-
cians court reporters by providing access and information, and they try to
please media owners with favorable legislation.? In part, the media’s power
is derived from the fact that, on many issues, the public relies on the media
for information.*

The power of media owners is not limited to political issues, and it goes
beyond the news. They can and do influence social and even religious
issues.” Media corporations determine the entertainment that tens of mil-
lions of Americans view nightly. More important yet, they practically social-
ize each generation through their program selection and the virtual creation
of youth cultures.® The lack of news diversity and the threat to democracy
are of little concern to the population at large. However, there is resentment
of the media’s cultural power. It is seen as a dangerous influence in that it
weakens or even negates learning coming from more traditional sources,
such as family and school.”

9.2 Profitable News and Democracy

News in the United States is divided into local and national news. Local
news consists primarily of reports on local crimes, local government, sports,
weather, and human interest stories. National news is provided by six net-
works and their subsidiaries, although some require subscription to cable
television. Networks other than the round-the-clock news companies pro-
vide a 30-minute evening news show. The networks also present news mag-
azine shows where they dwell on a specific issue for a longer period than the
two minutes allotted to stories on the evening news. Those shows, which
have in the past decade become increasingly popular with the networks due
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to their low cost of production, include 60 Minutes, 48 Hours, Dateline, and
Nightline. Due to geography, size, and the importance of state and local
government decisions on people’s lives, U.S. newspapers are primarily local
in scope, although many are owned by national chains. Two influential
national newspapers are the New York Times and the Wall Street Journal.

On the face of it, it would seem that America, as befitting a democracy,
has a rich choice of news sources to provide its citizens with the information
necessary at election time. Due to advances in technology as well as profes-
sional coverage, viewers could watch live battle scenes from halfway around
the world in their living rooms during the Iraq war in 2003. Extensive and
quick coverage is usually provided for most international and certainly
domestic crises whether they are fires, floods, or riots; and it is acknowl-
edged that the media generally provide accurate reporting of public events.

However, critics question the selection of news stories and what is omitted
or ignored.® The prevailing rule for decades has been to minimize coverage
of controversial issues that may offend advertisers, which are—the media’s
primary source of revenue. Attacks in the media on fellow corporations,
especially large ones, are rare, except for cases involving major environmen-
tal disasters or failure. Newspapers and television stations are not eager to
serve as consumer advocates. One has to subscribe to a specialized magazine
such as Consumer Reports to learn about defective products, questionable
services, and deceptive commercials. A criticism of local news broadcasts is
that, more often than not, there is little to inform the viewer on political and
social issues other than official statements.

James Fallows (1996) states that a proper press is vital to a democracy
because it gives meaning to the news and provides the “agreed upon facts”
used in public discussions and political debates. Yet substantive differences
in the positions of political candidates have typically been ignored. Instead,
voters’ attention is drawn to personalities and values. The media, rather than
increasing voter information and by so doing strengthening the democratic
process, assist in diluting political and economic differences.

There is an emphasis in the United States on what is known as “objec-
tive” news, without analysis or guidance to let the viewer know where the
story stands in the scheme of things and its overall significance.” Bagdikian
points out that, even on 60 Minutes, a highly regarded television news mag-
azine show, less than 20 percent of the stories covered could be described as
having “long-term national significance.” Most television news focuses on
what is current, what is happening at the moment, but it offers little in the
way of perspective. Bruce Owen (1974) describes it as a medium without
memory. Viewers see daily events that are rarely connected with past events
or other events or put into any meaningful framework. There is also little
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follow-up after the original event is shown. There may be sound business
reasons for this approach, but it does suggest a potentially dangerous dispar-
ity between the offerings of a market-oriented media and the information
requirements of a democracy.

Another complaint is that news focuses on, magnifies, and even pro-
motes discord. Fallows points to a dismaying modern journalistic creed: “no
conflict no news.” This is especially true in the political arena and is done
to such an extent that it undermines reality and misrepresents the working
of the democratic process. The focus on the adversarial and confrontational
has several costs, not the least of which are the omitted stories, the under-
reporting on politics and business where agreements have been reached and
progress achieved.!® The social and professional strictures deemed the stan-
dard for journalism and for a properly functioning democracy have been
discarded" and, as in other spheres of life, free rein has been given to the
profit motive. Yet, according to Fallows, the hostile tone of press briefings
and political coverage coexists with the media’s willingness to give politi-
cians a free pass on many issues of substance. Highly sought-after jour-
nalists may be inclined to pull their punches when investigating groups or
people who pay for their speeches or sponsor their talk shows. Politicians
may provide information to reporters in return for favorable public visibili-
ty.!? This may be normal business, no different from what happens daily in
many commercial transactions. But it is different because the cost or the loss
is not just to a private party—competitors or consumers—but to democ-
racy. Underscoring the danger is the question posed by Fallows: what hap-
pens to the politician who, for whatever reason, refuses to play this media
exchange game? The precarious financial situation of newspapers around
the country may further endanger the independence of the press. In 2009,
the Washington Post considered, but eventually cancelled, a “salon” where
lobbyists could meet administration officials, members of Congress and the
newspaper’s own editorial staff and reporters for fees ranging from $25,000
to $250,000." Fallows points out that, in 1994, major newspapers presented
many more stories on the Whitewater scandal than on the Clinton health-
care proposal that, if passed, would have represented a major social policy
change. Instead of providing information on the merits of the proposal and
its impact on people, the press treated it as just another political contest and
in so doing affected the outcome of the debate. The current form of political
reporting, which secks the thrilling and the contentious, distorts political
reality. It does not increase the public’s knowledge on the issues reported
and leads the public to believe that politics is just another game.'

An additional function of journalism is that of a watchdog over gov-
ernment activities—the fourth-estate function—which again is vital to



Media and Freedom to Profit e 111

democracy. Views differ on how well the press handles this role. Owen
warns that for the press to function effectively as a watchdog over govern-
ment the profit motive is usually the best incentive and superior in this
regard to moral responsibility. However, others disagree and argue that the
media fail to accomplish this task effectively and, in fact, have pushed politi-
cians toward demagoguery and the adoption of the expedient over more dif-
ficult choices.” Bagdikian is skeptical whether the press can serve effectively
as a watchdog because media corporations favor accommodation rather than
confrontation with government and hence are not well equipped to handle
this function. It appears that the market does not provide the media with
sufficient incentives to carry out the watchdog function effectively.

The Watergate scandal with its monumental political and constitutional
implications was seen as American journalism’s finest hour. Democracy pre-
vailed despite the attempt to undermine it. However, with regard to the
media, one has to remember that hundreds of newspapers, television net-
works, and radio stations were either uninterested or unwilling to conduct
an in-depth investigation of the break-in into the Democratic Party’s head-
quarters prior to a presidential election. Part of the media was afraid to incur
the wrath of the White House or else offend readers or sponsors, such was
the political climate. So with the exception of a relatively small number of
journalists, the media as a whole, contrary to popular image, did not emerge
from the story as a knight in shining armor galloping to the defense of
democracy.'

Market-induced changes in the newsroom appear to have intensified.
Thomas Frank (2000) points to the dismantling of the wall separating the
editorial and advertising sections. He cites the case of the Los Angeles Times
where the news was to be assigned to reporters by coeditors, including one
from the business department of the paper. To Ken Sanes (2000), news has
been commodified and adapted to the needs of marketing in a way that
makes it no different from any other product marketed. While American
politics are based on thousands of towns, television news markets are based
on a couple of hundred locations. This discrepancy raises issues of informa-
tion distribution and its likely impact on the political process.

Critics contend that the market system, generally, does not produce high-
quality journalism. Yet there is little evidence to suggest that viewers or read-
ers demand a drastically different type of news except perhaps in the abstract,
although Galbraith’s skepticism about consumer sovereignty does come to
mind. There are pressures on the supply side to minimize costs because
quality journalism, with overseas reporters and in-depth domestic investiga-
tions, is an expensive proposition. However, many businesses have developed
a profitable demand for a variety of products, and Robert Entman (1989)
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asks why news organizations have not cultivated a similar demand for qual-
ity news. He sees political tensions and pressures as a possible explanation.
There could also be the fear of offending advertisers. An alternative expla-
nation is the free rider problem where it does not pay for one news organiza-
tion to change readers” or viewers’ preferences, because it cannot reap all the
rewards from its investment.

Nevertheless, a viable democracy requires informed citizens; so is there a
solution? If consumers do not want sophisticated news and in-depth analy-
sis, should such news be pushed on them? And, if provided, should public
funds be used? Entman suggests that national news organizations be run by
the major political parties and subsidized by the government. This would
enhance political awareness and lead to greater participation in the dem-
ocratic process. However, such a solution is unlikely to be acceptable in
America. One party already has far more media ownership support, and
usually funding, than its rivals and hence would object to public funding.
Although this idea, in the context of American political and commercial
reality, seems utopian, it should be kept in mind that all sorts of products
and services receive government funding. Owen argues that, from a consti-
tutional point of view, the right of free speech is different from, and does
not extend to, diversity of opinion. Consequently, despite a concern about
a monopoly in the marketplace of ideas, he argues against government-
supported television channels to introduce additional viewpoints.

Criticisms of the news should be kept in perspective in the sense that
they are based on comparisons with news provided in other democracies
and not in totalitarian nations. Yet, an interesting question is whether there
is a fundamental difference between news that is one-sided and under tight
political censorship and news that is flawed and limited as a result of the
profit dictates of media companies and advertisers.

9.3 Media and Ideology

Profit maximization is not necessarily inconsistent with ideologically moti-
vated reporting. Media companies catering to the sentiments of their read-
ers, viewers, and advertisers may still be following a profitable path. In the
past, a media outlet as a pulpit for the dissemination of the owner’s views,
subject perhaps to a minimum profit constraint, was not uncommon. There
may also be joint profit maximization considerations based on the combined
profitability of the media outlet and other business interests of the owner.
There are democratic nations with right wing, left wing, centrist, and
religious newspapers providing a range of views on economic, political, and
social issues. In the United States, a more limited ideological range is offered.
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The media basically reinforce an ideological status quo whether unintention-
ally or by design, and if the latter, either because of conviction or because it is
profitable. The market system and large corporations are essentially taboo as
a topic of debate, argues Bagdikian. He writes that American journalists are
expected to adopt centrist positions, avoid anticorporate ideas, and remain
silent on major social issues. They are expected to dwell on the positive and
ignore the negative, celebrate the achievements of the market system, its
undeniable wealth, the rags-to-riches stories, and the rewards for a sound
work ethic. The other side of the economic story, the less pleasant side, is
usually not considered fit for print or broadcast. There is no great demand
for such stories, they do not boost consumer spending, and hence they are
considered undesirable by advertisers and may antagonize fellow corpora-
tions that are either customers or potential customers.

The economic system is considered a sensitive topic, which is somewhat
surprising in a nation that prides itself on freedom of the press and has
confidence in its system. The flippant answer as to why this is so is that
the prevailing system is the correct system and hence no debate is neces-
sary. Alternative reasons are offered for the do-not-rock-the-boat approach,
including suggestions that it is a legacy of the cold war and a desire to pro-
tect the economic status quo. It may also reflect the ideological views of
the journalists, editors, or owners. The majority of readers and viewers are
hardly holding their breath in anticipation of debates on the merits of corpo-
rate capitalism, suggesting that demand is small at best. And then, of course,
there is the perpetual fear of offending advertisers and, to a lesser extent,
readers or viewers. There may be concern that such debates may harm media
companies in terms of leading to policies that reduce profits and raise own-
ers’ and top managers’ tax liabilities. Even if the owners do not share this
view, reporters may be apprehensive about offending them.

A claim made in the 1970s and 1980s, and to some extent in recent years,
is that the American media is dominated by left wing or liberal ideology. In
comparison with left-wing West European newspapers, the allegations seem
far-fetched because there are no major newspapers in the United States that
could be described as left wing. The liberal label, in the past, applied to a
small number of newspapers and newscasters and had to do with domestic
dissatisfaction with the Vietnam War, 1960s legislation on race relations,
President Johnson’s war on poverty, and support for a social safety net. The
media generally supported conservative positions, but it was not unanimous.
Entman points to the fact that most researchers have not found evidence
to support the charge of a liberal bias in the press. Fallows cites media cov-
erage of President Clinton as a challenge to claims of a liberal bias. Such
charges exaggerate the degree of independence given to reporters and more
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importantly ignore the profit motive and the influential presence of large
media corporations.

Owen writes that editors and owners have some latitude in projecting
their biases because editorial selections may have very little impact on prof-
its. However, Bagdikian doubts that editorial boards are really indepen-
dent of their chain owners and cites the predominantly uniform political
endorsements of newspaper chains.” When politics directly affects a news-
paper or television station’s own interests, one is likely to find little diver-
sity of opinion. Few newspapers condemned the Federal Communication
Commission’s (FCC) decision to eliminate the Fairness Doctrine.'®

The fact that the better news organizations adhere to rules of objective
reporting would seem, on the face of it, to minimize bias; but, on closer
examination, the implications of this approach are hardly reassuring.
Objective reporting, as practiced, entails a reliance on the opinions and per-
ceptions of authority figures, such as government officials, to authenticate
all events."” Then there is the issue of analyzing or explaining the mean-
ing of events without which the news is almost meaningless. According to
Edwin Baker (2002), objective reporting parallels the interests of advertisers
in that it is relatively inoffensive and hence minimizes the threat to sales
of advertised products from potentially offended media customers. Finally,
how do rules of objectivity apply in deciding what news to include and what
to omit? This issue requires the rendering of judgment on the part of some-
one in the news organization. Bagdikian suggests that this approach results
in a focus on politically safe stories that the authorities can safely confirm
and has led to failures in reporting on sensitive political and social issues.
Bagdikian notes that in the 1950s, Senator Joseph McCarthy was initially
accepted enthusiastically as a certifying authority.

Entman sees cost minimization as one of the key reasons for the depen-
dence of reporters on political elites for news stories. Other reasons relate
to “cultural legitimacy” of elites and possibly reporters’ shared outlook and
common status.?’ The social cost of this arrangement is the undermining of
media independence because, notes Entman, those news suppliers obviously
have a stake in what is reported. They would like to advance policies they
favor; thus, the information provided is tainted.

The reluctance to offend advertisers, owners, or fellow corporations has
led to conformist news. Freedom to profit does not protect the news from
bias, yet it is important to remember that neutral or completely objective
news is nonexistent. The same problem always remains: how to decide on
the appropriate stories, the right amount of coverage, and the interpretation
or context when provided. The media outlets in other Western nations have
their own biases, but the public had more choice of viewpoints. (In recent
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years an American style media has emerged in several West European nations
with increasing corporate ownership along with complaints of bias) Yet, in
the United States, there is probably greater acceptance of biases resulting
from the profit motive.

There was a time when it was thought the answer to diversity as well
as the desire for news untainted by advertising considerations was public
television. However, the public television experiment in the United States
has met, not surprisingly, with a good deal of criticism. Owen notes that
public television does not correct deficiencies because the shows presented
are not necessarily those that would meet the test of the market, but pri-
vate networks refuse to produce them. Links with government alarm those
concerned about freedom of speech, although similar concerns about adver-
tisers as censors are more muted. In addition, a common criticism is that
public television is regarded as elitist and hence not catering to the general
public.”!

The relevance of some themes discussed in this section came to light
following the financial collapse and the recession of 2008. In the postmor-
tem, questions were raised as to why there had been no warning from the
media, especially the business media. Magazines and television stations spe-
cializing in this area were for years mostly uncritical just as they had been
silent about the dangers of the dot-com bubble a decade earlier.?? They went
along, perhaps in the belief that high leveraging, liar loans, financial dereg-
ulation, and inaction by regulatory agencies were integral to a vibrant free
market system. It is also possible that they did not fully understand the risks
incurred by the financial sector and the nation** any more than did nonex-
perts. However, the aforementioned factors such as reliance on government
and corporate officials’ statements and reluctance to antagonize corpora-
tions (including their own) probably played a part. Financial journalists are
reluctant to attack the Wall Street firms they report on, not unlike political
reporters whom hesitate to criticize the politicians they meet frequently and
from whom they may receive information.?*

9.4 Economic Characteristics

Government has not been unfriendly to media corporations; quite the oppo-
site. The structure and composition of several media markets is largely an
outcome of government policies including subsidies, rights to scarce fre-
quency, and favorable regulations.?® Regulatory agencies over the years have
made critical decisions regarding media companies and technologies, such
as those affecting the rivalries between AM and FM radio®® and VHF and
cable television. The FCC tended to protect existing modes of broadcasting
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over new ones and in so doing impeded competition. In the 1990s, with the
emergence of new technologies and opportunities, media giants sought and
received more freedom to profit. Various restrictions on ownership concen-
tration, cross-media ownership, newspaper mergers, and partnerships with
competitors have been removed. The Communication Act of 1995 and the
Telecommunications Act of 1996 were strongly influenced by media com-
panies?” and by the argument that competitive free markets would ensue
from deregulation. Yet deregulation and competition are not synonymous.
The Telecommunications Act of 1996 allowed one company to own televi-
sion stations reaching up to 35 percent of the nation’s viewers.?’ It removed
all limits on the national ownership of radio stations and permitted a sin-
gle firm to own up to eight stations in the largest communities. Since then
a small number of firms control most radio markets.® In 2003 the FCC
actempted unsuccessfully to loosen further ownership restrictions.

The case for media deregulation on grounds of economic efficiency is far
from clear in that the industry is subject to several types of market failure—
where government intervention may improve resource allocation. Radio and
television shows, despite being provided by private companies, are basically
public goods. Radio listeners and television (noncable) viewers cannot be
excluded, and there is nonrivalry of viewership (that is, if one person watches
more television, it does not diminish another viewer’s television choices). If
the marginal cost of an extra viewer is zero, then economic efficiency calls
for a zero price. Yet producing television programs costs money, and the costs
have to be recouped. Under the current system, advertisers pay and there-
fore select the programs and their quality. In that sense, advertisers serve as
an imperfect proxy for viewer demand. However, because their objectives
are quite different from those of viewers,?' the existing solution, despite its
market determination, does not necessarily provide people with the televi-
sion they want. Cable television represents an improvement in responding to
consumer demand, but it also does not provide an optimal solution because
viewers who are unable or unwilling to pay the fee are excluded despite their
low marginal cost.

Market failure also results from the fact that prices charged by the media
usually fail to include the benefits and costs to third parties; consequently,
there is either underproduction or overproduction, respectively.?? This is
true of information essential to democracy that is not provided because it is
unprofitable, such as the positions of candidates at election time. The media
can influence viewers’ and readers’ opinions and how they vote, all of which
has an effect on other people’s lives. In such cases, notes Baker, people are
affected positively by the extent to which others have experienced informa-
tive media or alternately suffer adverse effects from others being exposed
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to misleading or erroneous information. In a similar vein, he suggests that
media products for education, information, or culture are underproduced
while content aimed at mainstream tastes is overproduced.

Media markets are also characterized by imperfect competition, which
may also introduce inefficiencies. Consumers do not get the quantity and
quality they want and would be willing to pay for. In the past, a few net-
works dominated television and supplied local stations with most of their
programs—an outcome attributed to government grants of scarce spectrum
frequency and the economies involved in sharing program costs over large
audiences.” Cable television has injected more variety and diversity in offer-
ings as well as providing competition to the networks. However, the cable
industry itself is dominated by a few large firms and since 1995, the basic
rate for cable subscription rose by three times the rate of inflation.>*

Magazine ownership is also concentrated, and a few companies own
the most popular magazines. Many local newspapers are monopolies, and
increasing numbers are owned by large chains. It is claimed that economies
of scale also characterize the newspaper business and lead to monopolies.
Baker argues that, given the uniformity in reporting among papers, there is
little reason for consumers to buy more expensive competing papers, which,
in turn, reinforces the monopoly trend.*> In recent years, competition from
cable news and the Internet appears to have adversely affected newspaper
readership and revenues.

Finally, as mentioned above, many media outlets are reluctant to provide
consumer information if it involves criticism of established producers. The
result is market failure because consumers end up making purchasing deci-
sions on the basis of incomplete or faulty information, which also leads to a
misallocation of resources.

Baker notes that because of market failures, media regulation cannot be
rejected automatically as elitist or paternalistic in that regulation is often
aimed at correcting these failures.*® If successful, such policies could improve
both resource allocation and the political process. Although the FCC has at
times obstructed competition and delayed new technologies, resulting in
social costs, if deregulation leads to the suppression of competition by pri-
vate firms, it will not represent much of a gain to society.

9.5 Advertising and Information

The primary source of revenue for most media outlets, whether they are
newspapers, television stations, or radio stations, is advertising. Media com-
panies take great care in editing news so as not to offend their sponsors. This
results in tension between independent programming, particularly news
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shows, and the wish to accommodate, or at least not alienate, advertisers. To
Owen, the negative side of advertising is that it forces the media to respond
to incentives different from those of consumers, and he blames advertising
for creating the popular myth that television is free. However, he also sees
a positive side in that certain shows and programs would not be produced
were it not for the revenues received from advertising.

In recent years, a deliberate blurring of the difference between advertis-
ing and the news itself has become more common. It is not always clear what
is genuine news and what is product promotion. On radio shows, broadcast-
ers endorse products in a way that makes it difficult to tell where the news
ends and the advertisement begins. Attempts are often made to conceal the
promotional aspects of infomercials, which are 30-minute paid television
advertising programs devoted to promoting a product. The muddling of
information is inconsistent with economic efficiency and does not lead to
an informed public.

Richard Brown (2005) notes how media imagery, opinion surveys, and
impression management are used to create facts and have become sources
of legitimacy. Robert McChesney (2008) attributes the rise of the public
relations (PR) industry to the lack of context in uniform reporting, thereby
allowing PR agents to shape the news to corporate requirements. He sug-
gests that a sizable portion of the news is based on information obtained
from public relation sources and, in addition, there are significant links
between advertising agencies and PR firms.

The companies paying for ads want distinct groups of viewers, especially
young viewers with money to spend. Usually, regardless of the artistic merits
of a show and sometimes even the size of the viewing audience, if a show
does not attract sufficient numbers of viewers from desirable groups, it is
cancelled. A similar factor is evident in the sale of magazines where adver-
tisers are concerned that people with the “right income” are reading the
magazine. This results in some creative strategies on the part of magazine
distributors. Both newspapers and magazines include articles that fit in with
the objectives of their advertisers. Some communities will not receive news
coverage if they are considered to be outside a sought-after demographic or
geographic range.?” For a democracy that depends on knowledgeable voters,
this is an unwelcome trend.

Joseph Turrow (1997) expresses concern about the media’s power to
shape our view of society and to describe the way things are in America.
Advertisers, through their power over the media, have what Turrow describes
as a monopoly on the description of America. Particularly disconcerting is
that, in response to the dictates of advertising, the media are changing from
a unifying social and cultural force to a divisive force intent on segmenting
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society.’® If in the past the media promoted a sense of belonging to a national
community, “society making,” then in the past two decades, notes Turrow,
a new trend has emerged that he calls “segment-making.” The media seek
to label and separate people in accordance with the needs of marketers to
reach their target audience. Income, age, and lifestyles distinguish these
nongeographic media communities, and television programs, newspapers,
and magazines are created for them, thereby leading to sharper social divi-
sions as people come to identify with their media communities and not their
physical community.’

The U.S. media are characterized by the primacy of the freedom to
profit. Unfortunately, this freedom at times clashes with the requirements of
political freedom and competitive free markets. The success of large media
firms is actributable in part to government policies, over which they have
considerable influence, and not necessarily the invisible hand of the market.
Yet government intervention to correct market failures or protect the public
interest is on the decline, an unwelcome trend for both economic efficiency
and democracy. Finally and hypothetically, if a complete media monop-
oly came about, some would accept this as the inevitable result of market
forces that should not be tampered with, regardless of how the monopoly
was attained. Others would see the danger to democracy and to competition
in the marketplace of ideas, never mind the economic implications; yet their
views would not prevail, especially if there were no media outlets willing to
disseminate such views.
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PART III

Markets
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CHAPTER 10

Competition and Markets

n Adam Smith’s view of the working of the invisible hand, com-

petition plays a crucial role. Competition counters greed and by so

doing ensures the provision of goods and services at relatively reason-
able prices. More generally, there is a popular belief in competition as a
dynamic process leading to greater efficiency and prosperity. It is regarded
as a catalyst for new technologies and innovations while also weeding
out the inefficient and antiquated. To economists and social Darwinists,
competition and competitive markets have beneficial economic and social
properties.

However, admiration for competition is far from universal. Competition
has connotations with primordial struggles for survival and international
conflicts over land and resources. It is seen as unavoidable, although not
an uplifting or unifying aspect of civilization other than in the sports
arena. Business competition also has its dark side involving at times fraud
and deception.' Attitudes on competition reflect a contradiction, with
admiration expressed for competitive markets, especially for the products
and services people buy, but an abhorrence of competitive markets for
the items they sell>—all should be subject to the discipline of markets
except us and our endeavors. Not surprisingly many enterprises attempt to
reduce or eliminate competition, whether they are professionals, retailers,
or manufacturers.

In previous chapters, arguments were made on behalf of competitive
free markets. In this chapter, actual markets are examined, and the ques-
tion posed is whether they can be properly described as competitive free
markets.
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10.1 Competitive Markets

A perfectly competitive market structure is said to provide the best alloca-
tion of resources. Such markets have many producers and many consumers,
none of whom can affect price by their own individual actions. Instead,
prices are set through the impersonal interaction of numerous buyers and
sellers. Existing firms cannot bar entry into the industry or exit from it,
thereby ensuring mobility of resources. In addition, products are standard-
ized (no brands based on real or perceived differences), and buyers and sellers
are assumed to possess perfect information. Such markets are clearly more
in the nature of an ideal or a theoretical construct than a realistic depiction
of an economy. Yet the theoretical basis for the well-known assertion that
market economies are superior to alternative systems is based on the model
of perfect competition.

Critics complain that there is an excessive emphasis on price competi-
tion and the ensuing (static) allocative efficiency while the benefits of other
forms of business competition are downplayed. An obsession with price
competition is said to reflect a misunderstanding of the way business func-
tions and competes for survival. A serious challenge to price competition
and its allocative efficiency as an economic priority is the claim that it may
result in fewer technological innovations and therefore require a sacrifice
in the form of slower rates of economic growth. Economic studies suggest
that technological progress is a primary contributor to long-term growth.?
Schumpeter proposes that monopolies and oligopolies, as well as large firms,
are more likely to engage in innovative activity leading to technological pro-
gress than firms in more competitive (price) markets. If true, then imper-
fect competition may result in higher rates of growth* and living standards
that should more than compensate for the misallocation of resources arising
from monopoly type pricing. However, support for the existence of a pos-
itive relationship between monopoly power and innovation as well as firm
size and innovation, even on theoretical grounds, is not unanimous.’

The lure of monopoly profits leads firms to engage in R&D; but, accord-
ing to Schumpeter, existing monopolists also will have greater incentive to
undertake costly R&D projects® because they can appropriate the gains from
innovation without fear of competitors imitating them and sharing in their
rewards. However, without competitors, notes Scherer (1980), a monopolist
may not have the incentive to carry out risky R&D, whereas firms in more
competitive environs face greater pressures to engage in research. Although
the monopolist may have the financial wherewithal and organizational abil-
ity to engage in risky inventions and innovations, as well as less fear of imi-
tation, it does not necessarily have the pressure to do so.” At one extreme,
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too much competition and fear of imitation may result in relatively little
R&D efforts despite a desire to gain a competitive advantage. At the other
extreme, with too little competition, the pressure dissipates and with it the
desire to innovate.

Statistical tests of the Schumpeterian hypothesis have, on the whole, been
inconclusive, with some studies finding increases in R&D correlated with
rising concentration (less competition) up to what might be described as
moderate oligopoly levels.® Scherer and Ross (1990), however, note that once
technological opportunities in different industries are accounted for, the
positive correlation weakens. There are also documented cases of cartel-like
arrangements and other noncompetitive agreements delaying or suppressing
innovation.” On the whole, it would appear that there is little support for the
technological supremacy of any one particular market structure. A qualifi-
cation to the perceived advantages of technological competition is noted by
Piore and Sabel (1984). They caution that the winning innovation is rarely
the technologically superior model but more likely an outcome of circum-
stances and market power.

An additional argument that raises doubts about whether a more com-
petitive economy necessarily improves allocative efficiency is the Theory of
Second Best. The theory suggests that having more competition in some sec-
tors of the economy may not always get the economy closer to the efficiency
attained when all markets are perfectly competitive.!® Nonetheless, econo-
mists tend to favor the application of the competitive pricing rule based on
setting price equal to marginal cost. Another criticism is Galbraith’s (1983)
broader argument that competition does not resolve concerns about eco-
nomic power in the U.S. economy. He dismisses suggestions that the market
mechanism and competition steer power to socially desirable ends.

Despite the criticisms and exceptions, such as market failures, competi-
tive economies, with an emphasis on price competition, are thought to expe-
rience a more efficient allocation of resources and display a greater awareness
of consumer requirements than economies with less competitive markets.!!
Profit and price signals allow the economy to adjust automatically to chang-
ing conditions. Even if one were to decide that it is futile to promote more
competition on efficiency grounds, there are additional arguments both
economic and political that could be made on behalf of competition. In a
competitive system, resource allocation and income distribution are deter-
mined through the impersonal workings of supply and demand, thereby
restricting the influence of government and private parties over the liveli-
hood of individuals. Competition tends to decentralize power—a highly
regarded political principle in America. Another benefit of competition is
freedom of opportunity resulting from not having barriers to entry or to
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resource mobility and people being able to choose their preferred occupa-
tion or business.

U.S. markets are not perfectly competitive. They possess neither the
efficiency nor the fairness properties associated with such markets, at least
not to the same extent. However, there is an argument that many indus-
tries, while not perfectly competitive, could be described as “workably
competitive”, meaning they are sufficiently competitive in the sense that
public intervention would produce little in the way of social gains. Bruce
Greenwald and Joseph Stiglitz (1986) suggest that market failures are more
widespread than previously thought, especially, cases of imperfect infor-
mation (and incomplete markets). Therefore, government intervention to
correct different market failures, in addition to imperfect competition, may
be justified in many more situations.

Despite, or perhaps because of, the difficulties surrounding definitions
and tests, the notion that the United States has a workably competitive
economy is common. The basis for this acceptance has been the belief that
resources, generally, respond to price signals and end up where they are
needed most, markets clear, and prices tend to reflect average, if not mar-
ginal costs. Notwithstanding the presence of many imperfectly competitive
markets, the overall economy is said to display a satisfactory level of competi-
tion.'? This interpretation of the state of competition has been influenced by
the Chicago School of thought. In the second half of the twentieth century,
it adopted a methodological approach that essentially rules out the existence
of imperfect competition. It takes as given (tight prior) that actual markets
are competitive (approximating long-run equilibrium in perfect competi-
tion) and the burden—and a heavy one at that—is placed on nonbeliev-
ers to prove otherwise.!> Melvin Reder (1982) describes how the traditional
method of determining the validity of a theory has been reversed. Instead of
subjecting theory to empirical testing, the theory is used to reject the out-
come of empirical tests.'¥ Markets are predetermined as competitive. The
inference is that, if the economy contains competitive markets, there is no
need to worry about market power. Therefore, economic freedom (defined
as no government intervention in the economy) is preserved. The forceful
promotion of this viewpoint has affected scholarly inquiry on these issues.

Differences of opinion exist on what is a satisfactory level of competi-
tion, and there is an element of the glass being half-full or half-empty to
this debate. Nevertheless, major U.S. industries are imperfectly competitive,
more specifically, oligopolistic. There is evidence that oligopoly firms can
enjoy consistently high profits over long periods.” New firms and smaller
existing rivals are often an insufficient competitive force for reducing those
profits to normal levels. If either a price close to marginal or average cost or
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just evidence of price competition is required for a finding of a competitive
free market, then key industries would not fit the bill. Nonprice compe-
tition exists in the form of advertising, financial terms, terms of delivery,
competition to obtain monopoly rents, and more. However, those forms of
competition are not usually regarded as equally beneficial as price compe-
tition because the purpose of some of these types of competition is strictly
redistributive.!® It is also doubtful whether acceptance of a different defini-
tion of a free market, requiring only the lack of barriers to entry and exit,
but without price competition, yields a more favorable diagnosis. Here too
debates abound over what constitutes a barrier and whether the existence of
only a small number of firms in an industry signifies their efficiency or their
power to deter entry. In addition, bargaining power is frequently tilted in
a contrived manner, sometimes even with government help, against buyers
and smaller sellers. Not only is the economic freedom of many individuals
and firms lessened as a result, but such markets are not in conformity with
Adam Smith’s original intent. One might add that, legal issues aside, fraud
and deception and misleading advertising also violate some definitions of
free markets. Finally, in evaluating whether an industry resembles a free
market or not, the extent of government intervention is crucial. Regardless
of the form of pricing, if an industry or some of its members receive subsidies
and other forms of government help, (as discussed in Chapter 8), then this is
inconsistent with the definition of a free market.”” Government may not set
the price, but its assistance affects it.

10.2 Competition in Manufacturing

Monopoly is relatively rare in U.S. manufacturing industries, but important
industries are oligopolies. In analyzing the degree of competition, one mea-
sure used by economists is an industry’s four firm concentration ratio (C4),
which is the combined market share of the four largest firms. In 1992, less
than 5 percent of industries had a C4 greater than or equal to 80 percent,
while at the other extreme, less than 18 percent of industries had a C4 less
than or equal to 20 percent.’® Using a rough dividing line for oligopoly of
C4 greater than or equal to 40 percent, then 176 out of 409 industries in
1992 could be described as oligopolies.”” Keeping in mind that concentra-
tion ratios are only one of several possible structural indicators of competi-
tion (in addition to behavioral indicators such as price) and not necessarily
the best, the numbers suggest that more than 40 percent of manufacturing
industries are characterized by some market power.

Historically, the nation began with local markets in manufactured
goods and probably without too much competition.?” National markets
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were facilitated by the advent of the railroads as well as advances in com-
munications, which brought about more competition.?! The great merger
wave of the late nineteenth and early twentieth centuries saw the creation of
dominant firms in many industries through the acquisition of competitors.
The opportunity for promotional profits was a key factor in those merg-
ers.?? Cartels were deemed unreliable for the purpose of maintaining sta-
ble prices.?® In that period, as previously noted, 71 industries were turned
into near monopolies through mergers. This was not accidental, because it
resulted in a halt to the emerging price competition and hence reassured
investors about the profit potential of the merged companies.? Those merg-
ers and the resulting market dominance were to have a profound impact on
American industry for most of the twentieth century.

According to Warren Nutter (1951), at the beginning of the twentieth
century, U.S. manufacturing already experienced relatively high concentra-
tion; approximately a third of output came from industries with a C4 equal
to or greater than 50 percent. Views differ on the trend of concentration for
the next 50 years, whether it increased or remained unchanged. William
Shepherd (1982) estimates (by taking into account factors other than con-
centration, such as behavioral factors relating to pricing) that, by 1980, 69
percent of manufacturing industries were effectively competitive compared
with less than 56 percent in 1958. During that period, the degree of com-
petition increased in every major sector—a trend attributed to imports and
antitrust policy. However, according to Pryor (2001), from 1982 to 1992,
the trend reversed and concentration in manufacturing rose.”> The main
reason for the increase was the merger waves of the 1980s and 1990s due in
part to the easy availability of financing, lenient antitrust enforcement,?®
and, possibly, new standards for CEOs’ compensation. From the perspective
of competition, the merger waves had a disconcerting pattern: 75 percent of
these mergers, economy wide, in terms of value consisted of firms producing
in at least one identical four-digit standard industrial classification (SIC)
industry.”” Domestic mergers reduced competitiveness, as did mergers of
domestic firms with foreign firms because those imports could now be con-
trolled by domestic firms.

Pryor attempts to account for the impact of import competition on con-
centration ratios and starts out by assuming that all imports had a procom-
petitive influence. Even with this assumption, he finds that the trade-adjusted
concentration ratios in manufacturing industries from 1982 to 1992 do not
show a clear trend in either direction. Pryor notes that if adjustments could
be made for the fact that a significant percentage of imports came from for-
eign subsidiaries of U.S. multinationals as well as from foreign multination-
als to their U.S. subsidiaries, then the adjusted concentration ratios would
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have most likely increased. If Pryor is correct, then contrary to conventional
wisdom, imports on average failed to inject a procompetitive stimulus strong
enough to overcome the impact of mergers. Although the findings require
additional corroboration, at the very least, they serve to caution against
automatic acceptance of the commonly held belief that competition in U.S.
manufacturing has been steadily increasing.

An examination of competition from a somewhat different perspec-
tive shows that dominant firms’ market share in different industries has
remained stable or else declined very slowly throughout most of the twen-
tieth century. The percentage of the economy affected is small,?® but such
evidence does not seem to accord with Schumpeter’s hypothesis of “gales of
destruction.” Analyzing leading firms’ market share over time, Shepherd
(1997) writes that a moderate decay process appears to exist, and a consensus
estimate might be that high market shares decline at a rate of about 0.5 per-
centage points a year, ignoring antitrust action and keeping in mind some
large individual variations. The decline may have been somewhat faster in
recent decades as compared to midcentury rates in manufacturing and util-
ities. There have been exceptions to the decline, although toward the end
of the twentieth century some firms that previously appeared impervious
to market share erosion began to experience decline. Among the dominant
firms to lose market share were Gillette in razor blades, Eastman Kodak in
film, IBM in digital computers in the 1980s, Xerox in electrostatic copiers,
and Boeing in large passenger airplanes.?” However, the slow pace of decline
and the realization that without international competition the decline might
have been further delayed is noteworthy. Shepherd attributes the lack of
decline (until 1980) to financial ties of these companies, as well as to public
policies and defensive tactics employed by the firms. Examples of some leading
firms with substantial market shares in 1996, some held for a long time and
others less so, included IBM in main-frame computers with 70 percent, Du
Pont in titanium dioxide with 65 percent, De Beers in diamonds with 75 per-
cent, Campbell Soup in canned soup with 75 percent, Procter & Gamble in
detergents with 48 percent, and Microsoft in software with 85 percent.*°

For an economy to function efficiently, there has to be not only inter-
nal rivalry but also competition from new firms. The evidence for U.S.
manufacturing industries points to considerable numbers of entry and exit.
A study by Timothy Dunne, Mark Roberts and Larry Samuelson (1988)
finds that over five-year time intervals, nearly 40 percent of firms were new.
This would seem to suggest a robust competitive process with plenty of
mobility. Yet such a conclusion would be misleading because most entrants,
in comparison with existing firms, were much smaller in size and pro-
duced less output, and many did not survive beyond five years. So despite
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the large number of entrants, their relatively small size and quick exit, vig-
orous price competition did not take place. The exception of course was
in new industries, especially high-tech industries. In fact, those industries
became the hallmark of what was called in the 1990s the New Economy and
involved industries such as telecommunications, computers, software, and
biotechnology.

Economic theory suggests that above-normal profits serve as a signal for
the entry of new firms. Yet there are industries where, despite persistently
above-normal profits, little or no entry takes place, thus raising questions
about obstacles to mobility of resources and the resulting inefficiencies.
The industries in question are often concentrated oligopolies protected by
barriers to entry or exit. Studies have shown, for example, that key U.S.
manufacturing oligopolies in the 1950s and 1960s lacked meaningful
domestic entry (government assistance aside) that could have led to price
competition and challenged existing leaders.” In the 1970s and 1980s, there
was the expectation that import entry would compensate for the lack of
domestic competition from new and existing firms. Yet while imports had
a strong procompetitive impact in some industries, as noted above, in other
industries the anticipated price competition did not materialize.

The structure of American industry in the twentieth century was deter-
mined, to a large extent, by the great merger wave at the beginning of the
century. Leading firms in some industries lost market share slowly if at all.
Where significant change occurred, it was due more to changes in technol-
ogy, international competition, and periodic antitrust intervention than to
domestic rivalry. Economies of scale in production provide an incomplete
explanation for leading firms’ market shares. In addition, despite arguments
on the importance of economies of scale in research and development, there
is insufficient evidence of such economies to account for unchanging mar-
ket shares. Access to investment capital may be a source of advantage for
large corporations, as well as the ensuing financial ties. There may be econo-
mies in distribution, marketing, and promotion. Post—World War II concen-
tration increased in consumer goods industries with highly differentiated
products.®? Product differentiation with its sunk cost characteristic can also
act as a barrier to the entry of new firms.

What else may have protected those oligopolies? In a few cases, it may
have been outstanding performance on the part of the firms involved. In
other cases, it may have been luck. However, collusive agreements such as
price fixing and other forms of competition suppression (legal and illegal)
played some role, as known from cases prosecuted by the U.S. government
(discussed in the next chapter). Obviously it is unknown what percentage of
anticompetitive agreements the government prosecuted.
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Oligopoly theory suggests that firms with market power can charge
higher prices. Economists have attempted to test this relationship indirectly
by examining profit data for manufacturing industries. The results, for the
most part, point to a positive correlation between profits and concentra-
tion, especially in consumer goods industries, suggesting that large firms
in concentrated industries protected by barriers to entry can raise prices
above cost. A criticism of these results is that higher profits can be explained
by lower costs rather than higher prices. However, later studies examining
prices (instead of profits) and studying individual industries again find pos-
itive correlations with concentration® suggesting that firms with market
power can raise prices above cost.

One additional source of advantage often taken for granted or else ignored
is that industries and particularly powerful corporations seek and receive
government help in a variety of forms as discussed above. Government
can protect a firm’s position and place smaller rivals, actual and potential,
domestic and foreign, at a disadvantage. Large firms can obtain favorable
laws, including laws that establish the rules of the game such as those relat-
ing to business behavior, corporate ownership, mergers, patents, bank-
ruptcy, and limited liability.>* Government at all levels—local, state, and
federal—can provide subsidies, favorable tax policies, and their custom.
In 2008, Americans became reacquainted with another powerful form of

help—bailouts.

10.3 Competition in Services

The service sector includes medical, financial, educational, and legal indus-
tries. It also includes auto repair shops, hotels, restaurants, barbershops, dry
cleaners, and many additional services. In several respects, service indus-
tries depart further from the perfectly competitive model than is commonly
assumed. Scherer and Ross (1990) note that, despite the large numbers of
sellers nationally, there is much more market power than would appear
from a casual examination. They attribute this to strong product differen-
tiation, tight restrictions on entry, and other noncompetitive practices that
prevent price competition. A key problem here is the asymmetry in infor-
mation between sellers and buyers. Buyers often are unsure whether they
need the service and, on receiving it, may be unable to evaluate its quality.
Given the hundreds if not thousands of professionals in specific fields in
each metropolitan area, one would expect to observe strong price competi-
tion for customers. Yet that is not the case among lawyers, physicians, and
dentists. In fact, there is relatively little in the way of discernible price com-
petition among professionals in these fields, although some changes have
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taken place in the medical field. A 1975 antitrust case involving fixed fees
for title searches among lawyers in Fairfax County, Virginia, provides some
indication that the lack of competition is not always accidental.” In real
estate, despite the large number of real estate agencies in large cities, the
6 percent fee paid by the seller of a house has remained fairly intact, with
some exceptions, despite federal government inquiries. Retailing is seen as

basically competitive,*

ranging in large metropolitan areas from atomistic
to moderately oligopolistic, although food retailing may be more oligopolis-
tic.”” In the 1980s and 1990s, there was some decline in the competitiveness
of retailing due in part to mergers.*®

Banking, nationally, is a loose oligopoly but less competitive in smaller
local markets.*” The trend toward national banking and Internet banking
appears procompetitive, but the large number of mergers, as well as other
factors discussed below, may counter that trend. Consumers have more
choices in terms of services due to legal and technological changes such as
Internet banking, yet banks have been able to charge higher fees for checks,
wire transfers, ATMs, and returned checks. Credit card companies in the
early 2000s charged higher interest despite a noninflationary environment.
Financial institutions have been able to push more costs on to consumers,
partly as a result of new laws. In 2008, major changes were occurring in
investment banking where venerable institutions were failing or being forced
to merge with large banks due to mortgage, derivative, and more generally
leverage problems.

As discussed previously, the health-care industry is growing both in abso-
lute terms and as a percentage of the GDP. In fact, in the not-too-distant
future if current trends continue, expenditures on health care may exceed
the total value of U.S. manufactured goods. Hospital bills have been increas-
ing rapidly, and prices appear to bear little relation to marginal costs. The
state of competition in the industry is worthy of a chapter by itself, and it is a
complex industry combining private and public elements. A major change in
recent decades has been the introduction of managed health care primarily
by for-profit insurance companies where the physicians are often employees.
HMO:s provide health care for a fixed premium, and hence their incentive is
to minimize costs.*” An additional outcome of the new economic approach
and heightened legal concerns has been the deterioration in the relation-
ship between physicians and patients. HMOs, from an economic point of
view, attempt to minimize moral hazard*'—the problem being that custom-
ers want to maximize benefits and have little individual incentive to keep
costs down. One way to reduce costs is to reduce the number of sick and
elderly people insured, which leads to a conflict between profitability and
society’s responsibility.”> Goddeeris (2001) writes that large employers with
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relatively younger or healthier workers are able to receive lower insurance
rates, thereby exacerbating the plight of older and less healthy groups. In
the 1980s, insurance companies moved from paying hospitals according to
the cost of patient treatment to paying predetermined rates.> The outcome
was that hospitals had an incentive to discharge their patients as quickly
as possible. Whereas in 1980 the average stay in a hospital was 7.6 days,
by 2003 it was 5.7 days.** HMOs’ success in reducing costs is subject to
debate. In addition, their impact on the quality of service remains unclear.®®
A 2005 law, which prohibited government agencies from bargaining with
pharmaceutical companies over price when purchasing drugs, is indicative
of another source of power in the health-care industry.

In the mid-twentieth century, as a result of the American Medical
Association limiting the supply of medical schools combined with tight local
control over physicians’ access to hospitals, competition among physicians
was effectively curtailed, resulting in high fees. Under managed care, physi-
cians’ incentives may have changed, and there may be more competition
than before, although this rarely translates into direct price competition.
One outcome is physicians forming group practices to have more bargain-
ing power in dealing with insurance companies.*® Hospitals, too, have been
merging for cost-saving reasons, to gain market power in local markets, or
else to improve their bargaining position with insurance companies. Overall,
there is probably some competition for medical services in large cities but
less so in rural areas,”” and, as stated above, costs keeps rising faster than the
overall rate of inflation.

10.4 Overall Competition

Competition levels in the U.S. economy—intra-industry and inter-industry
along both price and technology dimensions—probably exceed that of many
other nations. Intensified global competition over the past two decades as
well as the advent of Internet commerce has improved matters in different
markets. Yet the economy is not moving uniformly toward greater competi-
tion as was hoped 25 years ago. Competitive markets exist, especially where
many small entrepreneurs operate. Nevertheless, oligopoly power prevails in
key parts of manufacturing and services. Many cases of price coordination,
both legal and illegal, have been reported during the past and present cen-
tury, including pricing practices in autos, cigarettes, electric turbines, glass
containers, steel, and vitamins. In those cases, it is not impersonal market
forces that set prices, but rather tacit and explicit collusion.

Import competition has improved matters in some industries but has had
little effect in others. Pryor (2001), surveying the different sectors of the
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economy from 1972 to 1992, does not discern a procompetitive trend. He
notes that, once adjustments are made for structural changes in the economy
such as the trend to services and away from manufacturing, overall market
concentration increased. Contrary to the conventional view of deregulation
as ushering in a new era of competition, Pryor claims that it may have led
to increased concentration as a result of postderegulation mergers in indus-
tries such as railways, aitlines, and telephone communications. Similarly,
increased concentration through mergers has occurred in radio stations,
media enterprises, and cable and Internet companies.

Pricing for the most part does not approximate the economic ideal of price
equal to marginal cost.*® The Adam Smith vision of an economy guided by
an invisible hand appears unattainable, and there is no impetus for change.
Quite the contrary, the emphasis has been on praising the current state of
competition. Part of the problem, as argued eatlier, is the recourse to politi-
cal power to shield economic power. Although there are political institutions
to protect competition, they have been either ineffective or insufficiently
enforced to bring about a significant move toward a competitive free market
economy.

A prevalent belief is that monopoly-type pricing does not cause much
damage to the U.S. economy.” This view received support from Arnold
Harberger’s (1954) study, which calculated welfare losses (deadweight loss)
due to monopoly pricing and found that, for 1924 to 1928, they amounted
to only one-tenth of 1 percent of the gross national product (GNP). The
tiny loss hardly justifies concern about market power. However, later studies
find substantially higher welfare losses from imperfectly competitive pric-
ing, suggesting that market power’s impact on the economy is not inconse-
quential >® Among other types of inefficiencies resulting from market power
are X-inefficiency®' and competition for monopoly rents. X-inefficiency sug-
gests that companies with market power may feel little pressure to minimize
costs, and hence their costs are usually higher. There is some evidence from
banks and utilities to support this phenomenon.’> Companies competing for
monopoly profits may devote resources to influencing politicians to obtain
legal protection from competitors.>® Tariff protection or the designation of
a natural monopoly may be attained through campaign contributions, lob-
bying, bribes, legal tactics, and other expenditures.’* Such spending, legal
issues aside, is profitable to the company but of dubious value to society as a
whole. If the amounts spent on these kinds of activities are added, the total
welfare loss rises. There are arguments that exhortative advertising lack-
ing informational content is wasteful, and such expenditures should also
be counted as a welfare loss (although there is an opposing view that sees
benefits in most types of advertising). A rather harmful effect arising from
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market power is the suppression of technology, and if this were measurable
again, welfare loss would rise.

Finally, the findings from several key U.S. industries are unfavorable to a
free market determination because of government intervention. Government
involvement in the auto industry in the twentieth century was exceptionally
strong. Taxpayers subsidized highway construction, which amounted to an
indirect subsidy to automakers. Other examples of government involvement
include limits on auto imports in the 1980s that, as noted above, raised
the average price of an American car by $370 and Japanese cars by $900%;
delays in requiring greater auto fuel economy, thereby incurring the social
cost of greater oil consumption; limited funds for public transportation; and
the acceptance of large social costs from pollution and highway deaths.’
Those are only some of the more important examples of government help
given to the auto industry. Eventually, imports injected more meaningful
competition into the industry and weakened long-standing oligopolistic
behavior, to the detriment of domestic firms and workers. Yet for most of
the second half of the twentieth century, few industries received as much
direct and indirect government support as the auto companies. It is difficult
to claim that the industry met competitive free market standards.

Crucial government intervention took place in the steel industry through
import protection in the late 1970s, 1980s, and 1990s. The oil industry expe-
rienced considerable government intervention, often with questionable eco-
nomic objectives.”” It was also subject to different rules than other industries
in that it received immunity from antitrust laws for reasons of national secu-
rity, and later on similar grounds, private antitrust lawsuits were dismissed.*®
The subsidies provided to ethanol producers offer another interesting case
of government help. In the face of steeply rising energy costs, ethanol has
been promoted as an alternative to petroleum-based gasoline. However, crit-
ics have questioned its cost effectiveness, particularly the fact that it requires
large amounts of fossil fuel to produce.’” Suggestions that the financial indus-
try resembles a free market suffered a fatal blow in 2008. The use of a variety
of government agencies to redistribute trillions of dollars to an assortment of
investment banks, commercial banks, and insurance companies put to rest
claims about the free market characteristics of the financial sector.

The above are just a few examples of government intervention, but they
are consequential enough to void the free market appellation for the indus-
tries in question. Despite widespread use of price signals to direct resources,
in major industries the guidance of the invisible hand is replaced with coor-
dinated private economic power and public intervention. The conclusion,
again, is that the freedom to profit of corporations takes precedence; in this
case, it has priority over the freedom of markets.
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CHAPTER 11

Competition Policy

11.1  Competition and Government

A long-held belief, going back to Thomas Jefferson, is that competition is
necessary to prevent individuals or organizations from infringing on the
economic liberties of others or undermining the freedom of the system.! A
genuinely competitive free market economy has a built-in mechanism for
preventing the rise of economic power through decentralized decision mak-
ing of numerous economic units. Yet in the laissez faire environment of the
past 30 years, competition and its protection have been relegated to a lesser
role often in the name of economic efficiency. It would appear that when
corporations’ freedom to profit is paramount,? the importance of protecting
competition becomes secondary, for all intents and purposes. Can compe-
tition survive in a completely laissez-faire environment? A competitive mar-
ket’s existence is not guaranteed and can be destroyed by its participants’ so
that laissez-faire does not ensure optimal economic performance.® Without
competition, the public risks facing monopolies and cartels. Economic free-
dom without a modicum of public supervision may lessen market compe-
tition as well as other freedoms.” Specifically, in the context of the current
framework, unrestricted freedom of corporations to profit by circumventing
the market endangers both individual economic freedom and the freedom
of markets.

Henry Simons, unlike many modern laissez-faire proponents, does
not see a logical inconsistency in promoting market solutions while pro-
posing government protection of competition.® He is aware that competi-
tive markets can quite easily turn or be turned into monopolistic markets.
Monopoly, he argues, must be fought against on both economic and
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political grounds. Private economic power, just like government, can engage
in coercion, and a free market requires institutions to protect competition.
Simons strongly opposes government intervention through price or quantity
controls. Nonetheless, he approves of a government-backed framework to
defend market competition , because in his opinion, it would reduce calls
for direct government intervention in specific markets, especially on behalf
of powerful groups.

From an economic perspective, government intervention in the economy
is justified in cases of market failure , such as imperfect competition, where
government can improve the allocation of resources. Government has several
alternative policies at its disposal in protecting competition.” The options
include imposing taxes on monopolists—price controls, public ownership,
regulation of natural monopoly, consumer information programs, and anti-
trust laws discussed below.

11.2  Antitrust— Origins

The United States has rules of competition known as antitrust laws—a
uniquely American invention. In the 1870s and 1880s, substantial private
efforts were devoted to reducing or eliminating competition by establish-
ing cartels, trusts, pools, and syndicates,® often nationwide. The numer-
ous attempts to circumvent the market demonstrate that collusive practices
were not the exception.” The courts, writes Roy (1997), came to the defense
of markets and asserted that the state had an interest in their survival.
Interestingly, many cases condemned as collusive were initiated by busi-
nesses that did not view such activities as illegal, suggesting again that they
were fairly commonplace and raising doubts about how widespread was the
idealized form of markets.!?

There was support for pooling and cartels and sympathy for firms suffer-
ing from ruinous competition. John B. Clark defended pooling because he
saw it as a natural defense against ruinous competition; and Attorney General
Wickersham claimed that monopoly was preferable to a large group of weak
firms.!! The formation of trusts and the large merger wave of that era suggest
that competitive markets may not survive without government support.'?

The purpose of the antitrust laws is to provide rules of competition with
a special focus on curtailing economic power and protecting competition.
These laws served as a model for other nations. The most famous of the anti-
trust laws is the Sherman Act established in 1890. The act has two impor-
tant sections. The first section outlaws competitors from fixing prices or
otherwise colluding to reduce competition. The second section prohibits
monopolization. Additional laws were later passed to strengthen antitrust
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and close loopholes by prohibiting certain types of behavior, such as price
discrimination, exclusive dealing, and tying arrangements, if they reduce
competition.

Explanations for the passage of the Sherman Act differ. Some contend
that the law came about because of fears about the economic consequences
of cartels, collusive agreements, and mergers that resulted in giant corpora-
tions in oil, meatpacking, whiskey, tobacco, gunpowder, and sugar. Farmers
and small businessmen suffered from the trusts; they paid higher prices
while receiving lower prices for their own products.!® There were complaints
about pricing designed to destroy competitors. To Roy (1997), antitrust laws,
while dealing with some of the less-desirable consequences of giant firms,
represented an idealistic effort to restore competition (perhaps to a state
that never existed) while recognizing that the changes in industry structure
were permanent and the corporations were here to stay. Chandler (1977)
writes that antitrust legislation, while discouraging monopoly, encouraged
oligopolies and the growth of giant firms.

While to some antitrust is an economic law focused on prices and output,
others see it as dealing primarily with issues of power, both economic and
political. According to A.D. Neale (1970), the connection between economic
concentration and political power was not lost on the legislators who passed
the Sherman Act. Antitrust law is a manifestation of the American distrust
of all sources of unchecked power. In this respect, it parallels the constitu-
tional arrangements of political checks and balances and the separation of
powers. It also represents another strongly held American belief, which is the
preference for a government of laws and not of men."® Donald Dewey (1974)
also sees the purpose of antitrust as more political than economic, based on
curbing private economic power and not because of concern about economic
efficiency. Its purpose is to hold down large concentrations of power as well
as to prevent demands for greater government intervention in the economy.
Dewey claims that the hostility to giant corporations and the support for
antitrust is rooted in the belief that too much discretionary power is vested
in the hands of giant corporations. People fear giant corporations because of
their own unequal and inferior position in relation to these powerful organi-
zations. Williamson (1975) and Brock (2001) also do not see concerns about
economic efficiency or consumer welfare as the rationale for antitrust but
rather a desire to disperse economic power.

Although the subtleties of maximizing either consumer or total welfare
were perhaps unknown to the legislators, they understood the implications
of concentrated economic power for individual freedom, both economic and
political. The current judicial emphasis on economic efficiency suggests that
the original purpose of the antitrust laws has been modified. Economists of
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the late nineteenth century were adherents of Darwinism, defended trusts,
and most likely had little impact on public policy of that era.!® Therefore, it
is unlikely that allocative economic efficiency considerations were a concern
of the legislators who passed the Sherman Act. According to Robert Lande
(1982), production efficiency may have been a consideration but definitely
secondary to the distributive goal of preventing “unfair” transfers of wealth
from consumers to firms with market power.

11.3  Antitrust—Price Fixing

It was once argued that cartels are bound to fail because of cheating; how-
ever, recent theoretical work has shown that firms can prevent cheating and
therefore collusive schemes may survive. Margaret Levenstein and Valerie
Suslow (2006) find considerable variety in the type of products and indus-
tries where collusion appears and also suggest that there is no simple rela-
tionship between industry concentration and the likelihood of collusion.
They find that trade associations play a large role in coordinating the activ-
ities of cartels in nonconcentrated industries and that the median duration
of a cartel is about five to six years, although some last less than a year and
others, decades. What causes the success or failure of a cartel and other
forms of collusion? For cartels to succeed, it is important for them to invest
in monitoring mechanisms, such as joint sales agencies or regular report-
ing to one another or third parties, because this helps minimize cheating.
An additional requirement for success is the need to find ways to deal with
changing economic conditions, such as cyclical fluctuations in demand that
might also lead to a breakup.!”

Section 1 of the Sherman Act prohibits pricefixing. This type of activity
came to be considered by the courts as illegal per-se, meaning if defendants
are found to have fixed prices, the courts do not look into the reason why this
was done; mitigating circumstances are irrelevant. A couple of famous cases
that fell under Section 1 are the electrical equipment conspiracy of 1961
and the vitamins case of 1999. The electrical equipment case drew nation-
wide attention and involved Senate hearings. It was found that 29 firms
had engaged in price-fixing and bid rigging in about 20 different product
lines including expensive turbine generators and power transformers.!® A
wide variety of collusive methods were used for the different products. This
included meetings in remote Canadian motels, the use of code names, pay
phone conversations, and bid rigging based on phases of the moon where it
was decided in advance which company would win the bid."” The heaviest
penalty came not from government fines but rather from private antitrust
lawsuits initiated by customers.
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The vitamin conspiracy was considered by the Justice Department as
the most harmful criminal antitrust conspiracy ever uncovered.?* The
conspiracy involved European and Japanese companies selling vitamins
in the United States. The companies limited competition by agreeing to
share global markets. Each company was assigned a predetermined market
share, thereby avoiding head on competition. They agreed to fix prices and
price increases in the United States and also rigged bids. They held meet-
ings in Switzerland and Germany and did their best to prevent cheating
among themselves. What is remarkable about this case is the size of the fines
negotiated with the Department of Justice, which amounted to almost one
billion dollars. The companies also had to pay their customers large com-
pensatory sums.

An Antitrust Division list of all Sherman Act violations resulting in a
corporate fine of $10 million or more in recent years shows some substantial
fines. The largest fine was $0.5 billion paid by Hoffman-La Roche in the
vitamins case. Interestingly, of the 52 firms listed, a majority were foreign
firms—some of which were fined more than once.

For most of the twentieth century, both enforcement agencies and the
courts regarded price-fixing violations as a serious matter, and with one
exception during the Great Depression, applied the aforementioned per-se
rule. However, since 1979 (in the ASCAP/BMI case), the courts have
become amenable to requests for exemption from the per-se approach based
on mitigating circumstances, such as whether concerted action on price was
perhaps indispensable to the sale of the product.?!

11.4  Antitrust— Oligopoly

George Stigler (1950) cautions that acceptance of oligopoly as a reasonable
economic structure is a weakness of antitrust law. He warns that, from the
point of view of competition, an industry structure consisting of only a few
firms cannot be ignored; therefore, mergers leading to oligopoly are socially
undesirable. With only a few firms in an industry, the firms are bound to
recognize their interdependence. Yet, antitrus, if it tackles oligopoly at all,
usually applies behavioral remedies. In addition, since 1946, government
has been unable to prosecute successfully cases involving tacit, rather than
explicit, collusion?? inferred from circumstantial evidence, for example,
similar pricing. The explanation for this judicial outcome is that the courts
do not want to risk outlawing what they consider might be normal business
practices within an oligopoly.??

Those who see the problem in oligopoly as structural in nature regard
the behavioral approach as useless because it requires behavior contrary to
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self-interest. They are of the opinion that some collusion is inevitable in
highly concentrated oligopolies because it is inherent in the structure of
the industry. They do not see the issue in terms of well-behaving versus
badly behaving oligopolies. Consequently, there has been a long-standing
concern that antitrust with its emphasis on a conduct approach cannot deal
effectively with oligopoly. Those critics would prefer an economic law based
on market share (structure) rather than the existing legal approach based
on evidence of conspiracy (conduct). Simons (1947) and Carl Kaysen and
Donald Turner (1959) propose, under certain conditions, restructuring oli-
gopolies with market power to enhance competitiveness. Richard Posner
(1975) disagrees with the structural approach, claiming that an oligopo-
listic market structure can help noncompetitive conduct, but this type of
behavior is not inevitable. Oligopolists have to take specific actions, as in a
regular cartel or any other conspiracy. Williamson (1975) also does not see
collusive activities as unavoidable in an oligopoly. Tacit collusion, he argues,
is not easy to accomplish and is probably less reliable than regular collu-
sive agreements in both price and nonprice decisions. Presently, the courts,
influenced possibly by numerous theoretical studies pointing to a myriad
of possibilities in oligopoly,?* have increasingly declared suspect behavior
as innocuous and compatible with normal behavior rather than evidence of
collusive oligopoly.

11.5 Antitrust—Monopolization

The Sherman Act Section 2 prohibits monopolization. It is not illegal to
have a monopoly; however, it is illegal to attempt to acquire a monopoly,
that is, to monopolize. The distinction is not always clear. Based on the
Supreme Court’s decision in the famous Standard Oil (1911) case, a find-
ing of monopolization requires two things. First, a firm has to have a large
or dominant market share; however, exactly how much is not specified.
Second, there has to be evidence of anticompetitive practices, such as pred-
atory pricing or other abusive and “unreasonable” business practices used to
obtain the large market share. In a sense, two categories of monopolies—the
“good” and the “bad” monopoly—were created, perhaps unintentionally
(although the courts were not unanimous about this). The good monopoly
attains its position by building or inventing a superior product or service and
has many satisfied customers. The bad monopoly engages in abusive and
anticompetitive practices to acquire or retain its position.

Unlike price-fixing cases, a rule of reason is applied in monopolization
cases to determine whether there was intent to monopolize through anti-
competitive practices. An inconsistency exists here in that a group of firms
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jointly setting a monopoly price is illegal, regardless of circumstances; yet a
monopolist charging the same price could be considered legal. An argument
in defense of this position is that a collusive oligopoly cannot claim econo-
mies of scale whereas the monopoly might be able to do s0.®

In the Standard Oil case, the company was found guilty of violating both
Sections 1 and 2 of the Sherman Act. The company had close to 90 percent
of the market and had acquired its large share partly through mergers with
120 smaller companies. It was accused of a variety of anticompetitive prac-
tices, including predatory pricing and foreclosing competitors from crude
oil supplies. The court ordered that Standard Oil be dissolved.

In 1945, ALCOA was accused of monopolizing virgin aluminum. In this
case, Judge Learned Hand sorted out the economic issues involving the rele-
vant market share, which was complicated by the availability of scrap metal.
Judge Hand ruled that ALCOA, with its 90 percent market share, could
be considered to possess a monopoly. As far as intent to monopolize, the
judge made the following ruling: Despite the fact that ALCOA had not
engaged in abusive practices, the company’s construction of large amounts
of manufacturing capacity, far in excess of its needs, and its accumulation
of reserves of raw materials was a form of entry deterrence and could be
construed as evidence of monopolization. The monopoly had not fallen into
ALCOA’s lap; they had actively pursued it. The remedy was that ALCOA
had to sell two plants to new companies. The ruling left to future courts the
task of deciding whether a firm’s behavior constituted an acceptable business
practice or an attempt to monopolize.?®

In the past two decades, the most publicized monopolization case is that
of Microsoft. Justice Thomas Jackson found the company guilty of monop-
olizing the PC operating system market for Intel-compatible personal
computers. He found as follows: Microsoft had a dominant market share
of 95 percent; it had barriers to entry to protect its position; it possessed
the ability to raise price above marginal cost without attracting entry; it
maintained its monopoly power by anticompetitive means; it attempted to
monopolize the web browser market by unlawfully tying its web browser to
its operating system (a finding overturned by the Appeals Court); it sought
to prevent middleware from threatening Windows (Internet applications);
it demanded that original equipment manufacturers not use Java and
Navigator; and it prevented innovation. Judge Jackson ruled for a struc-
tural solution consisting of breaking up the company into two parts; how-
ever, he was overruled by the Appeals Court. According to some experts,
there is little in the sentencing or final settlement to deter Microsoft, or
for that matter future high-tech companies, from adopting anticompetitive
practices. Microsoft acquired a monopoly position through a combination
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of first mover advantage, economies of scale, and network effects. The gov-
ernment did not claim that Microsoft had won its monopoly illegally but
rather that it was protecting its position through the use of illegal tactics.?”
A monopoly position that has not been acquired or defended through
illegal or anticompetitive practices appears to be beyond the reach of
the law.?® Williamson (1975) expresses concern about the advisability of
allowing structural dominance positions based on past superiority to last
indefinitely. He points out that persistent dominance can sometimes be
construed as a market failure that might, under certain conditions, justify

government intervention.?’

11.6 Antitrust—Enforcement

The level of antitrust enforcement varied considerably over the twenti-
eth century. An aggressive approach was applied before World War I and
Standard Oil and American Tobacco, having been found guilty of violating
both Sections 1 and 2 of the Sherman Act, were restructured. Competition
was seen in a less favorable light during the Depression. The National
Industry Recovery Act (NIRA) permitted cartel-like arrangements in the
mistaken belief that such a policy would encourage industrial expansion and
boost employment. Disenchantment with the NIRA and market power in
the late 1930s prompted a rethinking about competition that led to renewed
antitrust activity.>® For a quarter of a century after World War II, the laws
were strongly enforced. However, in the last two decades of the twentieth
century and the first decade of the twenty-first century, enforcement has
tended to be more lenient. Some point to the Microsoft case as an exam-
ple of judicial zeal; to others, it represents an exception to generally lax
enforcement, especially given the large number of uncontested mergers that
have taken place.

The judiciary increasingly has accepted the Chicago School’s efficiency
explanations and has been willing to override laws protecting competition
for alleged economic efficiencies.”® Many judicial appointees during the
Nixon Administration®* and later Republican administrations®* opposed
a strong interventionist approach to antitrust matters. Adams and Brock
(1986) note that antitrust agencies, rather than enforce the law, were act-
ing more as consultants to facilitate mergers, regardless of their effect on
competition. The trend was to gain strength. Department of Justice Merger
Guidelines issued in 1982 and 1992 focus on economic efficiency; yet there
is little evidence of efficiency in mergers, never mind that efficiency was
not the intended purpose of antitrust laws. William Curran (2001) sug-
gests that, notwithstanding claims of rationality and objectivity in support
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of efficiency and welfare maximization rules, dominant economic interests
were promoting the new antitrust values.

When it comes to sentencing, antitrust is generally treated as a mild
crime. Neither the individual sentences nor the fines imposed on companies
in most cases are considered much of a deterrent. Given uncertainties about
the economic viability of the newly formed companies (especially in high-
tech industries*¥) and prospects for their shareholders, courts are reluctant
to order structural remedies involving the breakup of a company. The courts
do not relish the role of economic planner. However, the result all too often
has been that remedies in monopolization cases seem an afterthought and
address the symptoms and not the causes of monopoly.®®

Increasingly, the objective of antitrust has become economic efficiency.
As already noted, the original intent of antitrust laws was far broader than
economic efficiency. The strictly economic argument started as a proposal
by Robert Bork (1978) to maximize consumer welfare (surplus), although it
has been pointed out that, in economic terms, his goal is more appropriately
described as maximization of total welfare.’¢ A review of the courts’ deci-
sions in antitrust matters over the past quarter century would suggest that,
in practical terms, especially in the 2000s, the welfare criterion actually
applied bears closer resemblance to producer welfare (surplus) maximization
than either of the above two standards. From 1994 to 2007, every Supreme
Court antitrust case was won by the defendant.”” The Supreme Court’s
inclination for errors of omission over errors of commission conforms to the
laissez-faire view that markets are fine the way they are.?®

A sharp change in focus and a radical reinterpretation of congressional
intent has taken place. Economic arguments bordering on the speculative
are accepted regarding predatory actions and price fixing while allegations
of anticompetitive practices, notwithstanding the evidence, are dismissed as
impossible to determine.”” The end result, invariably, is that the freedom of
corporations to profit prevails over the freedom of markets and individuals.

11.7 Objections to Antitrust

Possibly coinciding with the economic prosperity and the stock market
boom of the late 1980s and 1990s were calls for the elimination of the anti-
trust laws. Laissez-faire proponents see government interference, even on
behalf of competition, as inconsistent with a free market. Private market
power may have unattractive economic consequences, but on philosophi-
cal grounds, they still prefer private power to government intervention.’
Modern laissez-faire supporters do not worry about corporations with dom-

inant market power or about the power of large private organizations as
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long as they are subject to some market discipline. By and large, they see
evidence of vigorous competition in many industries and in many forms,
even if not of the perfectly competitive variety.?! With regard to cartels and
collusive arrangements, the argument is that they tend to collapse quickly
because of cheating or buyer pressures.*? In addition, they are not convinced
that monopoly power is necessarily bad and may be justified on grounds of
efficiency or innovation. They fear government, which they believe is easily
corrupted. When government does act, it intervenes on behalf of powerful
interest groups and therefore cannot serve to improve competition.*> They
claim that market power is usually the result of government intervention;
therefore, minimizing governmenct’s role is preferable to an antitrust policy
that may be used to protect and promote powerful interest groups.*

The above views are in contrast to conservative or free market advocates
of the first half of the twentieth century who supported antitrust laws as
well as regulation. The earlier conservatives were of the opinion that to
ensure economic freedom and efficiency, strong government enforcement
was necessary to deal with the intrusion of private economic power.?
Modern laissez-faire arguments contain elements of status quo protection
as well as a belief that history begins today. Private economic power is seen
as legitimate, but government intervention to preserve competitive markets
is rejected. This ignores the connection between private economic power
and the attainment of political power. Vague references to interest groups
and their influence over government tend to downplay the importance of
the key interest group—Tlarge corporations and their overpowering effect on
government. As previously noted large and powerful corporations emerged
in the nineteenth century with considerable help from government and not
necessarily as a free market response.

There are other objections to antitrust laws. Perhaps the severest criticism
comes from Galbraith (1967b) who argues that these laws are essentially a
charade because giant corporations with market power are shielded from
antitrust. The law only applies to smaller firms aspiring, through mergers,
for example, to the market power held by giants. Galbraith argues that anti-
trust laws do not preserve markets—only the illusion of markets; therefore,
antitrust represents an exercise in futility in that the most serious violation
of competition is exempted.

Arguments for abolishing antitrust laws are often rooted in economic
Darwinism:—the superior firms will survive, and the inefficient firms will
be weeded out by a natural market process. Therefore, intervention in the
market is akin to interference with the natural order of the universe, and
doing away with antitrust laws will improve the economy.“® As argued in the
previous chapter, equating superior efficiency or performance with surviving
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firms is troubling because the reason for their survival is unknown. It can-
not be assumed automatically that survival was due to economic efficiency
when, for example, it may have been because of political connections.?’
One could argue that, in a survival sense, they meet the test of efficiency.
However, that is not what is meant by economic efficiency.

Itis claimed that horizontal mergers enhance efficiency and may enhance
society’s welfare. The argument is that such mergers may result in cost sav-
ings that outweigh the damage from potential price hikes. Yert statistical
studies on mergers in the second half of the twentieth century have, for
the most part, been unable to find evidence of postmerger efficiencies.
Instead, they find a relative loss of profitability and/or market share as more
likely while shareholders of the acquiring firm mostly do not experience an
increase in share value, and failure is not uncommon.*® A study by Business
Week® examined 302 large mergers from 1995 to 2001. The study finds
that in 61 percent of those mergers, shareholders of the acquiring company
lost as a result of the merger. One year after the merger, those companies’
average return was substantially below their competitors. The gains of the
companies profiting from mergers were not enough to offset the losses of the
losers. Results did not improve much if a longer lag was used to determine
profitability. Therefore, economic efficiency leading to higher profits does
not appear to be the best explanation for recent corporate mergers.

Competition is an important element of free markets and it is doubt-
ful whether competitive markets can survive without government protec-
tion such as antitrust laws. Aside from the inefficiencies resulting from a
misallocation of resources, concentrations of economic power may use their
economic and political clout to prevent new firms and new technologies
from challenging them. Therefore, restrictions are necessary to prevent one
generation’s successful firms from placing obstacles in the path of the next
generation of innovators and efficient firms.>

Jonathan Baker (2003) demonstrates that without antitrust laws, collu-
sion takes place to the detriment of the public. Evidence from periods when
the laws were not in effect includes the pre-antitrust era, which was fraught
with collusive agreements and other forms of concerted action; the Codes of
Fair Competition developed in the 1930s under the NIRA that led to col-
lusion that persisted, at times, even after the statute was found to be uncon-
stitutional; and the legalization of export cartels after 1918 that resulted in
many cartels, some of which survived more than 15 years.

The events of 2008 suggest that greater corporate freedom to profit
including the relaxation or non-enforcement of antitrust laws may have
had severe consequences for the economy. More fundamentally, the non-
economic or nonefficiency goals of antitrust do not seem quite as naive or
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misguided anymore, especially in light of “too big to fail” firms (some cre-
ated through mergers) being rescued at tax payer expense.’! Furthermore,
inherent in the law’s original goal may have been conditions for ensuring
overall economic efficiency, far more than previously realized.

Antitrust appears to be an anomaly in comparison with other political-
economic institutions, and perhaps that explains why it suffers from
neglect. Firms should be rewarded for success; yet, the antitrust position,
writes Marris (1970), is that while success is acceptable, successive success
is illegal—a policy at odds with capitalism and the liberty of organizations.
Antitrust laws were intended to protect both market freedom and individual
economic rights from the profit-seeking activities of powerful organizations.
However, the current justification for market power and anticompetitive
practices, based on efficiencies that materialize all too infrequently, favors
decidedly the economic freedom of large organizations over that of markets
and individuals.

11.8 Protection from Imports

Autos and steel are oligopolistic industries that, for most of the twentieth
century, were of unusual importance to the American economy. Accommoda-
tion among the major producers in each industry blunted meaningful com-
petition and made them vulnerable to foreign competitors in the last third
of the century® With foreign competition threatening, both industries
demanded and received protection. The steel industry received considerable
import protection in the late 1970s, 1980s, and 1990s through the impo-
sition of quotas on imports. This help came without any commensurate
requirements to either modernize facilities or undertake other measures for
the purpose of enhancing its global competitive position.® A similar story
took place in the auto industry. As previously described, the 1980s saw the
introduction of “voluntary” export quotas on Japanese auto manufacturers.
The demand for protection continued in the 1990s with appeals to different
government agencies including the U.S. International Trade Commission,
which was asked to investigate whether Japanese minivans were causing
injury to U.S. companies.

Cline (1986) finds that the granting of import protection is determined,
among other factors, by the industry’s political influence. Protection is usu-
ally regarded as a temporary measure to allow the industry time to adjust
sufficiently to be able to compete. The type of adjustment envisioned is not
clear, that is, whether it refers to an upward or downward adjustment, and
Cline notes that, over a 20-year period, import protection for autos did not
result in improved productivity.
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Substantial costs are involved in import protection. Prices of the pro-
tected good rise as do prices of products using the protected item as an inter-
mediate good. Protection results in income redistribution from consumers
to protected domestic producers and their employees.”* With the imposition
of voluntary export quotas, income was transferred from U.S. consumers
to foreign producers whose products became relatively scarce.”® On a long-
term basis, matters did not improve for the domestic industry. The Japanese
auto manufacturers started importing larger and more expensive cars while
meeting their allotted quotas. Even more ominous for U.S. manufacturers,
foreign auto companies began to build production facilities in the United
States. Whereas in the early 1990s, the import share of the market was less
than 25 percent, by the end of the decade, the combined market share for
imports and transplants rose to 43 percent.’® In 2009, two of the big three,
GM and Chrysler, were forced to declare bankruptcy. Notwithstanding the
various types of protection, domestic automakers have not been able to com-
pete effectively with foreign competitors.

11.9 Economic Regulation

Despite a preference for market solutions, when there is a strong enough
demand for government intervention, whether from consumers, as in the
case of rent controls in some cities, or more frequently from producers,
the government steps in and replaces the market with regulation. To some
extent, all businesses are subject to government regulation on matters such
as worker safety, health, and protection of the environment. However, there
is a sector of the economy known as the regulated sector where government,
whether it is local, state, or federal, has a much greater say in how business
is run than in the unregulated sector. Government involvement may include
control over economic functions such as setting prices, profit rates, the type
of services offered, and whether to allow the entry of new firms.

Many of the regulated industries are public utilities providing electric-
ity, natural gas, and phone service, and as such, they are considered to be
“affected with a public interest.” For more than a century, it was argued that
such businesses are vital to the public, so much so, that the public should
have a say in how they are run. For decades, the Supreme Court debated
what a state could or could not regulate and whether a particular industry
was or was not affected with a public interest. In the Nebbia (1934) case, the
Supreme Court decided that a state could regulate any business or economic
activity, including prices charged.

One argument for economic regulation is that of natural monopoly.
When a single firm can produce more cheaply than any other number of
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firms, it makes sense to allow a monopoly to produce. However, to avoid the
inefficient allocation of resources and the possible unfairness of monopoly
pricing while retaining production efficiency, a monopoly is permitted but
its prices and profits are regulated. Each state has a regulatory commis-
sion from which public utilities are required to obtain permission to change
rates and service. The regulatory system also has a federal counterpart where
industries such as transportation, banking, and telecommunications have
been subjected to varying degrees of regulatory supervision.

The regulatory system has been sharply criticized for being costly, ineffi-
cient, and ineffective. It is claimed that regulatory commissions fail to attain
objectives such as setting prices equal to average costs” and providing incen-
tives for efficient operation and innovation. It is also argued that regulation
impedes the entry of new firms and hence stifles competition. Regulatory
commissions all too often identify their mission with the welfare of the
firms they regulate.’® This has led them to set prices (rates) sufficiently high
so as to ensure the survival of each and every firm under their supervision
regardless of efficiency.

It was once thought that regulation was established primarily to protect
the public; however, Stigler (1971) claims that industries themselves sought
regulation. It may seem strange that firms would seek interference in their
business. After all, there is the popular business refrain “let’s get the govern-
ment off our backs.” The answer lies in the fact that government can provide
considerable help. Regulatory commissions can bar new entrants from com-
ing into the industry. That happened in industries such as the airlines and
banking. In more than 30 years of regulation, there was little entry into the
airline industry. Perhaps even more importantly, regulatory commissions
have the power to set prices for the industry that nonregulated firms could
not do jointly without violating the Sherman Act. So here is another way to
avoid price competition—the government sets price.”® If Stigler is correct,
and there is evidence to support his theory, then an industry (and possibly
other groups) under certain conditions may have an incentive to seek gov-
ernment protection from competition through regulation and thereby boost
profits.

It is not only utilities that are regulated. Most professions and occupa-
tions, including physicians, lawyers, optometrists, and electricians, are also
regulated by the states. When a professional or occupational group seeks
government regulation, usually the justification is couched in terms of pub-
lic interest. Yet the most likely reason for seeking regulation is to increase
profits, whether by limiting entry or fixing prices.

Economists generally argue for less protective regulation with incentives
for efficiency, innovation, good economic performance, and importantly,
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some pressure on regulated firms to approximate market competition.®
Those opposed to regulation also argue that intermodal competition can
compensate for lack of intra-industry competition and prevent excessive
prices. If, for example, the airlines overcharge, then there will be a switch to
trains; if electricity rates are excessive, there will be a greater use of natural
gas and so on. Another argument is that potential competition can be as
effective as actual competition in maintaining competitive prices.

In the past 30 years, there has been a move to deregulate, in part, because
of the impact of the above criticisms and also because of economic and
technological changes.®! Deregulation is likely sought when some industry
or its customers can gain from such a change. Regulated industries’ share
of the GNP in 1977 amounted to 17 percent, but by 1988, the share had
declined to 6.6 percent.”> Among the deregulated industries were the air-
lines and banks; also deregulated were the interest rates on deposits, inter-
state banking (partially), satellites, stock brokers’ commissions, natural gas
(partially), railroads, and trucking, and partial deregulation of the telecom-
munications industry, including cable television.®®

Trucking was deregulated in 1980, and substantial entry took place fol-
lowed by large decreases in prices.®® Railroad deregulation improved the
industry’s precarious financial situation by enabling exits from unprofitable
routes and more pricing flexibility.®> Despite the praise for deregulation, the
expected competitive outcomes have not quite materialized in some indus-
tries. In the airline industry, fares did come down, at least in large metropol-
itan areas. Initially, many new airlines entered the industry; however, some
were unable to survive, especially when encountering, on occasion, anticom-
petitive practices.®® Airline mergers resulted in increased concentration and
concerns about the emergence of a tight oligopoly raising prices. California
in 2001 experienced severe power shortages that led to blackouts and huge
price increases following the deregulation of electricity. Suggestions have
been made about possible collusion among out-of-state power suppliers.

Finding the right balance between regulation and deregulation to
ensure a minimal level of competition has proven to be an elusive task. It
was believed that antitrust laws would safeguard competition in the newly
deregulated industries; yet it has not always worked out that way. Another
approach undertaken by the government, with mixed success, has been the
introduction of rules meant to encourage entry in some of the deregulated
industries.®”

The economic benefits from preventing greater concentrations of mar-
ket power, cartels, and various anticompetitive practices appear to justify
a framework for the protection of competition. Despite the ambivalence
toward enforcement of antitrust laws over the past three decades, it is



152 e Markets

important to have safeguards against the more egregious forms of anticom-
petitive behavior, including price fixing and monopolizing. As noted before,
the merits of competition policy go beyond economic concerns. There is
the need to protect democracy—genuine democracy does not appear to be
compatible with great concentrations of economic power. When massive
amounts of resources are at the disposal of an organization, they can be used
to manipulate the political process for gain and to turn government effec-
tively into an agent of such an organization. A framework to defend compe-
tition is warranted to protect economic and political freedoms.



PART IV

Individuals
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CHAPTER 12

Fortunes and Fairness

12.1 Opportunity and Change

For generations, America’s image worldwide has been that of a land of
opportunity. Americans enjoy a variety of freedoms ranging from religious
to artistic freedom. Yet the most coveted of freedoms, to both residents and
potential immigrants, is economic freedom. It includes the freedom to make
a fortune, a livelihood, to apply one’s skills, intelligence, and industry and
be able to enjoy the fruits of one’s work. The United States has far fewer
legal or cultural obstacles standing in the way of those wishing to engage
in business and pursue profits. People can elevate themselves beyond their
ancestors” station in life. Parents’ occupation does not restrict their chil-
dren’s choice of livelihood, and one’s individual accomplishments matter
more than one’s background. There is a clear and widely accepted standard
of success—financial success. Those who succeed are held in high regard;
they certainly are not despised, thereby representing a turn from feudal and
caste systems to a meritocracy. How success is attained is irrelevant; whether
through hard work, cunning, sheer luck, or borderline legality, the outcome
is admired and respected.

A more extreme vision of opportunities in America has captured peo-
ple’s imagination throughout the world and persists to this day. The idea is
that, in the United States, any person can become fabulously rich. Fortunes
can be made and hence the nicknames such as the golden mountain. There
are numerous rags-to-riches stories, known in the United States as Horatio
Alger stories. More so in the past, those stories dwelled on uneducated peo-
ple who had a great idea, worked hard, or were just lucky and consequently
became immensely wealthy. The belief in these possibilities of claiming the
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jackpot, winning the lottery’s grand prize, or making a quick fortune in
some business venture undoubtedly helps bolster the perception of America
as a land of unlimited opportunities domestically and abroad. There is
also a national dimension to this aspiration, what Slotnick (1992) calls the
“bonanza” frontier or the “bonanza” economy with the prospect of huge and
quick rewards for a relatively small investment. Examples range from the
California gold rush of 1849 to the more recent “flipping” of houses.

Fortunes aside, the focus here is on whether economic freedom permits
the attainment of a more modest version of the American dream: a com-
fortable middle-class existence. Contemporary America is a meritocracy,
and education is the primary avenue to success. Although there are large
differences in the availability of quality education at all levels, American
children, until recently, have had more opportunities for higher education
than elsewhere. There are second and third chances for those who do not
perform well in high school. If they have the willingness and a small amount
of financial resources, chances are that some institution of higher learn-
ing will find them worthy of admission. There is a tremendous amount of
choice and flexibility; students can change their field of study as often as
they want. The opportunities continue in adult life. Most colleges in urban
areas have adult programs designed for people with day jobs, and America’s
system of higher education has served as a model to nations attempting to
make higher education more widely available.

A high degree of job mobility characterizes the economy, and although
contacts and networking help (especially for higher-level jobs'), as they do
in all societies, people can find employment based on their own individual
merit more so than in most other nations. There is a fluid and impersonal
labor market for many jobs. There are part-time jobs, jobs for people want-
ing to work at home, and summer jobs for students. There are very fulfilling
jobs that pay astronomical rewards and, of course, many more at the oppo-
site extreme. Are the opportunities available to all? No, not to all. But they
are available to a substantial number of Americans.

Immigrants have far more economic opportunities in the United States
than in almost any other country, which helps explain in part why the U.S.
image as a land of opportunity persists. This is particularly true for immi-
grants with entrepreneurial talents. It is easier to start a business and to
obtain credit in the United States than elsewhere. Perhaps equally important
is the issue of acceptance. Entrepreneurial success is not frowned upon, it
is applauded. Similarly, business failure resulting in personal bankruptcy
does not have the stigma it has in other nations. Then there is also the
matter of broader acceptance. It was noted by an American president that
an immigrant to the United States can become an American, whereas an
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immigrant to France or Germany will not become, or be accepted, as French
or German. Opportunities on the entrepreneurial and production side are
paralleled by possibilities on the consumption side where there is an aston-
ishing variety of shopping venues, choices, and credit.

For generations, America stood out in terms of its rising affluence and
opportunities for economic and social mobility; yet in the past 30 years, the
quality of life, job opportunities, and the standard of living of many have
been adversely affected. A growing sense of economic insecurity and anxiety
has resulted in an un-American phenomenon:—diminished expectations.
There are doubts over continuance of the famed mobility. Advancement
without higher education has become difficult. Income and wealth inequal-
ity have risen sharply, and a “hereditary elite” with special access to top
universities—a key to the good life—appears to be emerging. Many families
require two income earners to maintain an adequate standard of living, and
the prospects of a better life for the next generation are no longer taken for
granted.

Several factors are responsible for the above changes. Technological inno-
vations aside, the catalyst for change is not so much the invisible hand of
the market as it is the deliberate hand of very large firms exercising to the
fullest their freedom to profit. On the one hand, those firms insulate them-
selves from the discipline of markets and competition, often with govern-
ment help; and on the other hand, they subject their employees, suppliers,
and even customers to market forces and competitive pressures. Economic
efficiency is said to be enhanced, but for many employees and their families,
the outcome is a fall from the ranks of the middle class.

12.2 Work

The phenomenal rewards available to those at the top of their field or profes-
sion are well known, as are the rewards for entrepreneurial success.? Yet the
vast majority of Americans are neither professionals nor entrepreneurs, but
employees. Statistics point to the importance of education in determining
income. In 2005, the median income of full-time U.S. workers with a high
school degree was $31,209; for college graduates, $51,436; for holders of
master degrees, $64,540; and for those with professional degrees, $100,000
plus.? The median wage in 2006 was $14.61 per hour; in real terms, it had
not risen for many years, which helps explain the rising number of families
with two income earners.

As noted previously, large oligopolistic corporations offer more stable
jobs, while smaller firms in the more competitive sectors employ more part-
time or seasonal workers.? Galbraith (1985) suggests that the latter workers
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pay the price for the stability and higher compensation given their coun-
terparts in the oligopolistic sector with more frequent layoffs and inferior
working conditions. Currently, benefits, pension plans, and job security are
being reduced in both large and small businesses; but large firms still pro-
vide better jobs than small firms in most dimensions of employment. Small
businesses, as noted in Chapter 5, pay less and are less likely to provide
health insurance, retirement, training, and other benefits. They are often
characterized by poorer working conditions.” However, workers in both sec-
tors are more fortunate than another group for whom the inability to find
employment results in poverty and social exclusion.®

A striking feature of work in the United States is the right to be
terminated summarily or on short notice, regardless of sector. The phe-
nomenon of mass layoffs in large firms began in the late 1970s.” This
represented a fundamental change in the American workplace—the invali-
dation of the (unofficial) social contract that existed between corporations
and their blue- and white-collar workers. With little protest, a century-old
tradition of job security and loyalty disappeared. Many of the millions
dismissed, have found new jobs that do not permit a middle-class exis-
tence.® A harsh new reality has emerged for employees. Globalization, for-
eign competition, deregulation, and technological change are blamed and,
at times, justifiably so. However, there are additional factors. These include
the greater attention paid to signals coming from financial markets, new
incentives given CEOs, designed to maximize shareholder returns, and the
social acceptance of unlimited compensation.

It is generally assumed that if an employee is laid off but finds a job
elsewhere, then all is well and society is none the worse. Yet unemployment
in and of itself causes damage beyond the monetary losses to the laid-off
worker. Job losses affect self-esteem, endanger family life, and force an invol-
untary mobility. Another pernicious effect is that work used to be more than
just a means to survival; it was also a means to worth and identity. But that
is no longer the case.” Older laid-off workers and retirees are often forced to
settle for much lower paying jobs in service industries, usually in the form of
part-time work.!” Harris Collingwood (2003) points to studies showing that
60 percent of people who change jobs end up with lower lifetime earnings
than those who stay with the same employer; and this number may be biased
downward because it includes people who move voluntarily.

The work environment in general, excluding the new high-tech indus-
tries and a few other innovative companies, represents a paradox. In a nation
that holds strong egalitarian principles and takes prides in democracy, and
where people of different backgrounds, education, and income feel reason-
ably comfortable with one another, an authoritarian philosophy and a lack
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of trust prevail in the workplace. The boss’s power is well nigh absolute; this
is true in factories and offices. The leader, upon his or her appointment, is
seen as endowed immediately with remarkable gifts and powers. The source
of these attributes lies in ownership and property rights, which, strictly
speaking, is true for self-owned businesses more than for large corporations.
It is further reinforced by Taylorist management principles and perhaps the
weight of responsibility. Whatever the reason, the company leader is deemed
worthy of the powers of an autocrat, including the right of mass layoffs. One
wonders whether such power is crucial for enhancing profitability.

12.3 Mobility

Another aspect of opportunity is economic mobility throughout a person’s
life. Using the U.S. Census classification where the population is divided
by income into five groups (quintiles), Isabel Sawhill (1999) finds evidence
of income mobility. Every year about 25 to 30 percent of all adults move
between income quintiles, and over a ten-year period, 60 percent move but
not too far. In recent decades, income mobility may have slowed down.!!
Peter Gottschalk (1997), tracking a group of people over a 17-year period,
finds evidence of some earnings mobility attributable to work experience.
Yet over this long period, 42.1 percent of the people in the bottom quintile
remained there, and those that did move usually moved only one quintile.
The probability of staying in the top two quintiles was 79.3 percent.!* The
conclusion is that mobility is too low to undo the effects of yearly inequal-
ity. On a cross-country basis, several studies report a surprising result: U.S.
mobility rates are probably not too different from those of major West
European nations."?

Historic economic mobility, that is, increases in per capita income over
time, has been responsible for America’s reputation as the land of opportu-
nity." Yet as important as it was historically, economic mobility has been
declining over the past few decades, in part, because the rate of economic
growth has slowed. Adjusted for inflation, the median family income dou-
bled between 1947 and 1973. However, from 1973 to 2003, it increased by
only 23 percent, and most of the increase was due to wives either getting jobs
or working longer hours.”

One of the stronger arguments for a meritocratic system is that children
have an opportunity for a better life. Studies find that, in the United States,
the relationship between family background and occupational success has
declined over time.'® Such evidence is consistent with rising intergenerational
mobility and is attributed to education.”” However, recent research suggests
that the correlation between parents’ and children’s economic success may
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be stronger than was previously recognized.!® The precise nature of the
intergenerational transfer process is elusive, and a long list of recognized and
unrecognized factors may be involved, including cultural factors that influ-
ence cognitive skills and traits valued in the labor market."

While education is a key factor today in intergenerational mobility, fam-
ily background still plays an important role in access to quality education.
Some point to an education system increasingly divided by class, with chil-
dren from low-income families attending schools with fewer resources and
accountability.?® Equally disconcerting is the fact that such differences do
not disappear at the university level. Three-quarters of the students at the top
146 universities came from the 25 percent of the most well-to-do families,
while only 3 percent of students came from families in the poorest 25 per-
cent.?! Such findings, combined with comparisons among other advanced
industrial countries, cast doubts on the extent and uniqueness of America’s
intergenerational mobility.*?

Nonetheless, the perception of intergenerational mobility is probably
valid. However, American mobility is no longer exceptional, which by itself
is not worrisome, except for indications that it may be on the decline. In
fact, according to the Economist (2004), this is not accidental. American
elites, in a manner reminiscent of earlier Britain, have learned how to pre-
serve dynasties. If true, this does not bode well for meritocracy.

12.4 Equality

America is seen not only as a land of economic opportunity but also as a
nation without classes and without an aristocracy, where one’s origins, fam-
ily social status, and accent are not barriers to success. Foreign observers like
De Tocqueville marveled at America’s egalitarianism,?* and for nearly 200
years, it was regarded as one of the few nations where people (of European
ancestry) were treated as equals. The rich person may have had more money
but, more importantly, the penniless fellow could become rich.

Yet there is ambiguity about what is meant by equality. Egalitarian atti-
tudes are very different from having equal incomes or equal access to top
universities or hospitals. Three types of equality are commonly cited.? The
first is equality of conditions. This refers primarily to civil and political lib-
erties, such as equality before the law where equal treatment by a common
standard is the principle. The second is equality of opportunity or means,
which refers to equality of access to the means of attaining unequal outcomes
such as equal access to education. According to Daniel Bell (1976), this has
been the predominant definition of equality in the liberal societies of the
West and, one might add, certainly in the United States. The third equality



Fortunes and Fairness o 161

is that of outcomes, which Americans for the most part reject, because they
believe that individuals are entitled to collect the rewards resulting from
their efforts, whether they are financial rewards or otherwise.

A just meritocracy, according to Bell, is based on the idea that differ-
ences in outcomes are justified on the ground that they are freely gained
and earned through effort. Consequently, attempts to make people equal
in terms of outcome face strong opposition. John Locke’s argument against
income redistribution is based on liberty to one’s property and freedom
of contract.”” The standard economic trade-off between efficiency and
fairness bolsters this argument, suggesting that efforts to promote greater
equality through income redistribution will distort work and investment
incentives, thereby reducing economic growth and impoverishing the
nation.”® However, in recent years, doubts have arisen over the validity of
this trade-off.

A related argument involves the trade-off between equality and liberty.
If government takes away a person’s money to create a more equal society, it
diminishes their liberty. The classical liberal argument is that a distinction
should be made between treating people equally and making them equal.
Accomplishing the latter inevitably leads to a violation with respect to the
»’—an idea with considerable appeal in the United States.

Arguments for fairness in distribution can be found in Jeremy Bentham
and John Stuart Mill’s utilitarian ideas that a dollar has more worth for a
poor person than a rich person. There is John Rawls’s well-known concept

former

of social justice that society should maximize the well-being of its worst-off
members.?® On a more pragmatic level, there is the concern that excessive
disparities in income and wealth may trigger social upheaval.

In the United States, the attainment of power is not necessarily con-
nected with birthright, privilege, or class, although these factors do play a
role. Money and, more recently, education give one a leg up; but the point is
that upward mobility is seen as a distinct possibility—a source of great pride
and hope. Money can change hands, but a class system is more difficult
to uproot. Rightly or wrongly, there is a belief in a level playing field, that
is, the competition is open to all and that anyone who is sufficiently moti-
vated and willing to work hard can get to the top. Therefore, differences in
outcome and inequalities are accepted. In other words, there is belief in a
meritocracy and that the economic system is fair because most people have a
chance to succeed. Consequently, there is less resentment of the power elite
than in most nations.

According to a 1998 Gallup Poll,? the American perception was that the
rich were getting richer, and the poor were getting poorer. Yet the public,
although upset at the fate of the poor, was not bothered by the success of the
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rich. The plight of the poor was troubling to 43 percent of those questioned
who had high incomes. Remarkably, even a majority of people in the lowest
income group (52 percent) thought that the system was fair. A belief in the
fairness of a meritocracy and the opportunities available leads to a rejection
of a social welfare system. Americans accept large inequalities in income and
wealth as necessary for the proper functioning of the system.*® However,
less benign explanations point to voter ignorance on economic policies and
economic self-interest as the reason for not demanding more redistribution
policies; and yet others blame media misinformation.”’ The media usually
do not provide the necessary understanding of social and economic issues;
the market system and large corporations are almost taboo subjects.**

12.5 Income and Wealth Inequality

Income inequality is a sensitive topic in the United States, which is surpris-
ing because inequality is part of the incentive and signaling mechanism of
a market economy. Over the past 30 years, the distribution of income has
worsened.?® The widening gap between those at the top of the income and
wealth pyramids and the rest has led to predictions about the demise of the
American middle class*® and a return to the type of society that existed in
1900.% Notwithstanding studies pointing to growing inequality, there is a
well-financed effort to discredit such research.?

12.5.1 Evidence on Inequality

Thomas Piketty and Emmanuel Saez’s (2003) findings also show a distinct
rise in income inequality beginning in the 1970s. During the interwar period,
the income share of the top 10 percent of earners was 40 to 45 percent; it
fell during World War II and remained at 30 to 32 percent until the 1970s.
This was the heyday of the American middle class. In the 1970s, income
inequality began to increase, and by the mid-1990s, the income share of the
top 10 percent surpassed 40 percent. Even more illuminating is what took
place within the top quintile. The income share of the top 1 percent jumped
from 8 percent of all income earned to 14.5 percent, while the shares of all
others showed relatively little gain during the 1980s and 1990s.>” The aver-
age income of families in the middle quintile, adjusted for federal taxes and
inflation, actually declined by 1 percent between 1977 and 1994.%® Such
findings are not restricted to social scientists. Turrow (1997) reports that, by
the 1980s, marketers became convinced that deeper divisions were forming
in American society between those who could afford to live nicely and those
who could not, and that the American middle class was fading.*’
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Because of the large gains in the U.S. stock markets in the 1980s and
1990s, there were widely publicized claims that the middle class had become
bona fide investors and many Americans shared in the prosperity. Yet accord-
ing to the Wall Street Journal, 42 percent of the stock market gains between
1989 and 1997 went to the top 1 percent of the population, while the top
10 percent received 86 percent of the gains.

Perhaps there is some deterioration; but surely America still has greater
economic equality than other nations. Unfortunately, income inequality
appears to be greater in the United States than in Europe.!! After-tax income
inequality is much higher in the United States than in Europe due to less
redistribution.> The percentage of the poor is also higher in the United
States.*> Once again, these comparative findings are not entirely unexpected
because income differences are supposed to produce greater economic effi-
ciency, although they do conflict with widely held ideas about the egalitar-
ian nature of U.S. society. Yet it is difficult to accept that the middle-class
society of midcentury may have been a transitory phenomenon and that
currently other societies are overtaking the United States on this score.

12.5.2 Explanations for Income Inequality

Increases in top income shares since 1970 are a direct result of hikes in
top wages.t For example, the wage income share of the top 0.1 percent
went up from 1.06 percent in 1970 to 4.13 percent in 1998.% Inequality of
wages increased, and wages grew more slowly than in the 1950s and 1960s.%
Family income did not decline because of increased hours worked, especially
by wives in families with two wage earners,”” but family income inequality
increased.®® There are many explanations for the rise in income and wage
inequality.

1. Advances in technology, particularly information technology,
increased demand for highly skilled workers and led to rising wage
differences between skilled and unskilled workers.”” Empirical stud-
ies provide some support for this hypothesis in that education and
experience appear to be strong determinants of increased inequal-
ity. Between 1973 and 1994, the difference between the earnings of
college and high school graduates with some experience more than
doubled.>®

2. The globalization hypothesis links the rise in inequality to changes
in world trade and the growth in imports of manufactured goods.
The globalization factor can explain only part of the rise in inequal-
ity. However, given the prominent role of American corporations in
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promoting globalization, it is hard to consider it as an entirely exoge-
nous market factor.

Greater instability in employment is another explanation. Gottschalk
(1997) finds that inequality increased within groups of workers with
the same gender, race, education, and experience. He calculates that
a third of the increase in within-group inequality reflects the rising
instability of earnings because jobs were becoming less stable. Once
again, market forces played a part, but the rise in part-time jobs with-
out benefits as well as mass layoffs were not always a reflexive reac-
tion to foreign or even domestic competition. As previously noted,
heightened alertness to financial signals and newly created executive
incentive plans helped bring about the changes.

The “winner takes all” or “superstar™' hypothesis is a technology-
related explanation. Robert Frank and Phillip Cook (1996) suggest
that technological changes afford considerably more leverage in terms
of remuneration to those at the top of their field (for example, satel-
lites allow millions around the world to watch a concert or sporting
event), including everyday labor markets. Market forces are placing
a higher value on the services of top performers and this, combined
with much lower pay for lesser-ranked participants, accounts for the
rise in inequality.’?

Additional economic explanations include the decline in union mem-
bership, intensification of market processes, and economic deregula-
tion. Corporations, again, play a key role in all these developments.

. An alternative explanation involves changes in social norms,”® par-

ticularly regarding what is an acceptable compensation package. In
the past 15 years, the United States has witnessed unusually large
pay raises in both absolute and relative terms for the upper echelon of
income earners such as chief executives, investment bankers, and bro-
kers. This reflects an unleashing of the profit motive through market
and non-market means and disappearance of the obligation to set
an example. The hefty bonuses of top executives at publicly traded
companies have caught the attention of the public. The ratio of CEO
pay to that of the hourly wages of production workers rose from 93
in 1988 to 419 in 1999.% The average real compensation of the top
100 CEOs rose from $1.3 million in the early 1970s to $37.5 million
by 2004.%> At times, such pay raises are linked to outstanding perfor-
mance; but, more often than not, they simply reflect a general rise
in stock market valuation rather than any brilliant decision-making.
In more than a few instances, subpar performance has not been an
obstacle to large pay raises. Given the latitude of many top executives
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to determine their own pay packages and because many corporate
boards of directors merely rubber-stamp management decisions, there
is some unease about the moral aspects of the situation, the fiduciary
responsibility, or lack thereof, to stockholders as well as harmful eco-
nomic effects.

Krugman (2002) notes that the prevalence of social norms regarding relative
equality in pay at midcentury led to the broad-based middle-class society in
which America took great pride and other nations were advised to emulate.
Why did the change in norms take place? The large pay raises were not the
work of Adam Smith’s invisible hand (not market determined), but rather
that of the “invisible handshake” in the boardroom. In the 1950s and 1960s,
such compensation packages were unacceptable; today they are acceptable,
and academicians played a role in bringing about, or at least sanctioning,
this social change. The argument was that CEOs had to be provided with
the proper incentives to maximize shareholders’ interests. Others point to
an uncritical corporate-owned media. Phillips (2002) blames the change
in social norms on a change in the intellectual climate favorable to wealth,
markets, and corporations brought about by conservative financial support
for an ever-growing network of policy journals, university chairs, and think
tanks. The intent was to counter the influence of the New Deal and a per-
ceived liberal bias, and it was successful in terms of its impact on govern-
ment policies and politics in general.

12.5.3 Government and Income Inequality

Despite government programs designed to reduce income inequality, the
United States stands out among industrialized nations for an austere and
relatively tightfisted approach to society’s needy. In addition, the redistri-
bution programs created have rarely been immune from the profit motive
of some firm or industry. The prevailing wisdom is that government should
avoid redistributive activities from the rich to the poor. Redistributive flows
to the rich and powerful, such as corporate welfare, rarely encounter the
same fierce opposition. More than a few fortunes were amassed thanks
to the visible hand of the U.S. government (a notion reinforced in 2008).
Among the recent bailouts, the ones encountering vociferous opposition
were those for auto companies and their workers, and help to home owners
to pay the mortgage.

Alberto Alesina and George-Marios Angelotos (2002) compare U.S. and
West European policies regarding redistribution programs and observe fun-
damental differences between Europeans and Americans in their attitudes
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and outlook on poverty and success. Americans, more so than Europeans,
are willing to accept inequality because they attribute poverty to lack of
effort and not to bad luck or social injustice. Similarly, wealth is attributed
to hard work, talent, and entrepreneurship but not to family connections or
luck. Consequently, Americans are less enthusiastic than Europeans about
redistribution programs.’® Europeans see poverty as due to bad luck, includ-
ing being born to poor parents, and therefore unfair. Regardless of whether
American perceptions are correct or the result of indoctrination, by the end
of the twentieth century, redistribution to help the poor was perceived as
economically and morally objectionable and as a violation of individual
liberty.>”

Large tax cuts were implemented in the 1980s and in 2001 and 2003.
The arguments for the 1980s tax cuts, in particular, were based on boosting
efficiency and spurring people to produce, invest, and work more. A faster-
growing economy would allow all groups in society, including the poor,
to enjoy more goods and services. Therefore, demands for any particular
income ratio between rich and poor or between workers and CEOs are not
only pointless but, in fact, are harmful to economic growth. Objections to
the tax cuts in the name of income equality were dismissed as anti-free mar-
ket and contrary to the American way. Similarly, a focus on income distribu-
tion among groups at a particular point in time has met with criticism.’®

Recently, conventional wisdom that higher growth rates and higher
employment come at the expense of fairness in the distribution of income
has been challenged. Empirical studies have found that inequality might
be detrimental to growth.”” One argument is that when capital markets are
imperfect, the trade-off may no longer exist; therefore, redistributive policies
may have a positive impact on growth.®

12.5.4 Consequences of Income Inequality

Income inequality is blamed for the fact that the United States suffers from
higher poverty rates than most advanced industrialized nations.®! In 2005,
the official poverty rate was 12.6 percent with 37 million people living
below the poverty line. Krugman (2002) cautions that, despite America’s
comparatively higher per capita income, it would be misleading to infer that
this also means a higher standard of living. The higher average is because
rich Americans are much richer than the rest of the nation. However, if the
rich get more, there is less for everyone else, and the share of the rich is no
longer a small share of the total pie.

Suppose one accepts the notion that as a society Americans enjoy both
unprecedented wealth and a large measure of egalitarianism. Questions



Fortunes and Fairness o 167

posed by scholars from different disciplines include these: Can an egali-
tarian society last once great levels of wealth are attained? Could America
remain a meritocracy without the support of a “middle-class-friendly” gov-
ernment? Most crucial, can democracy and great concentration of wealth
coexist? Supreme Court Justice Louis Brandeis claimed that democracy was
incompatible with great wealth in the hands of a few. Brandeis’s view was
rarely heard in the last quarter of the twentieth century, not until growing
income inequality became evident, as did the role of money in influencing
government to protect the wealthy.? Accompanying those two interacting
trends was a substantial literature devoted to the cause of laissez-faire and
against government economic intervention. Behind the ideological prin-
ciples was a simple message: cut taxes on the rich and cut government pro-
grams for the needy.

1255 Wealth

The total wealth owned by the richest 10 percent of American households
around 1770 was 50 percent; it rose to 75 percent around 1870, and then
declined to 50 percent in 1970.%® Several developments in the first half of
the twentieth century affected capital income adversely and wealth equality
favorably. One factor was the progressive structure of taxes.! However, in
the past few decades, the trend has reversed. The percentage of net worth
owned by the richest 1 percent is rising while the net worth share of others
in the top quintile and in the remaining quintiles is declining.®

In 1998, median household net worth was $61,000, and median finan-
cial net worth was only $18,000.°® About 90 percent of the total value of
stocks, bonds, trusts, and business equity was held by the top 10 percent of
households, suggesting concentrated wealth. In fact, the United States had
overtaken Europe in terms of wealth concentration. Concerns about rising
wealth inequality mirror concerns about income inequality regarding the
threat to the democratic process.

12.6 Uncertainty

In recent years, increased uncertainty and the anxiety it produces have
intruded on Americans’ lives. The economy has moved into an age where
safety nets are disappearing. Due to corporate restructuring, large mergers,
technological changes, and global competition, job security is vanishing,
and this creates feelings of insecurity at all income levels.”” Compounding
the problem is the fact that companies are reluctant to hire people over 55
and sometimes even over 40.°® There has been a trend away from hiring
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permanent employees with relative job security and benefits to hiring tempo-
rary employees with no benefits and quick termination. From 1992 to 1995,
the number of workers in the employ of temporary help firms increased
50 percent whereas overall employment only rose by 8 percent.®’

The increased frequency of job changes has adverse psychological and
monetary effects. The new flexible firms that constantly restructure and
reinvent themselves are no longer able to provide a “life narrative” to workers
that would enable them to measure their career’s progress. Frequent changes
in management also mean that few managers are familiar with their work-
ers’ long-term performance, thereby aggravating feelings of anxiety and iso-
lation.”® Annual fluctuations in the incomes of families have increased, and
a little bad fortune can easily cause a middle-class family to become poor.”!
The prevalence of job instability also softens wage demands.”* Traditional
pensions are disappearing, and people have to rely on their own financial
acumen to invest for retirement; unfortunately, many do not have the edu-
cation or training to do so. Then there are questions, much publicized in
2005, about the viability of social security. All this has led to increased anx-
iety and dissatisfaction.”

Businesses that are in a position to do so attempt to pass on the bur-
den of risk or uncertainty to someone else.”* Workers whose skills are least
in demand and small businesses often end up carrying a disproportionate
share of the risk. Insecurity has permeated the workplace, spreading from
manufacturing workers to administrative workers. With increasing job inse-
curity, the health of those affected is also at risk because the human nervous
system is not designed for lengthy bouts of uncertainty.”> Many Americans
today appear helpless in the face of significantly more uncertainty than they
want.’® Finally, there are also concerns about the economic prospects for the
next generation in an increasingly global economy.

12.7 Quality of Life

America for decades has had one of the highest per capita GDPs in the
world. Yet the typical American family does not necessarily enjoy a higher
standard of living than citizens of other advanced industrial nations. A com-
parison based on median rather than mean incomes is perhaps more mean-
ingful. Krugman (2002) notes that if Swedes choose to work fewer hours
and take longer vacations, it does not mean that they have a lower standard
of living. Typical families in both nations have roughly similar standards of
living. However, people considered poor in Sweden have higher standards
of living in comparison with poor Americans, especially if they have chil-
dren. The same would also be true for comparisons with Holland, Norway,
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Denmark, and Switzerland. Of course, taxes are higher in Sweden (as well
as in most other West European nations), but in return, their citizens enjoy
more public services and public health care as well as higher life expectancy
rates, literacy rates, and lower infant mortality rates, as do citizens of several
other nations. Even when adjusting for real income differences, the living
standards of the poor in most rich OECD countries exceed those of the poor
in the United States.””

The increased commercialization of life also boosts U.S. GDP per capita,
thereby providing a somewhat misleading comparison of living standards.
In nations where the extended family structure is intact, the elderly often
live with their children, not in senior centers; hence, the cost of their care
does not show up in GDP numbers.”® The same applies when people eat
out, have someone else clean their house, or care for the children. Robert
Heilbroner (1986) suggests that much of what is considered “growth” in
capitalist societies represents a commodification of life, rather than genuine
increases in output.

If American workers once had a comparatively short workweek, labor
figures suggest that by 1999, the typical American worked 350 hours per
year more than the typical European, the equivalent of nine workweeks.”
Notwithstanding embrace of the notion of bonanza economics, Americans
are the hardest workers among Western democracies. Benefits, contrary to
some reports, had not really improved. By 1998, only 27 percent of employ-
ers paid the full cost of health coverage as compared to 45 percent in 1983.
In addition, health insurance for most people was contingent on employ-
ment, a rather unsatisfactory state of affairs. Many companies switched
from conventional pensions to 401(k) plans, with employees bearing more
risk regarding their retirement earnings. U.S. workers also had the least
amount of vacation time and maternity leave and the shortest average notice
of termination among Western industrial nations but the highest death rate
from hypertension.®

One could argue that at least U.S. workers had jobs, meaning U.S. unem-
ployment rates in the 1990s were much lower than those, for example, of
West European nations; however, this might be partly due to differences
in the definition of unemployment. Another change for the worse, noted
above, was the increase in job instability. Workers, more so than in most
other advanced industrialized nations, had to be ready to move, tear up
roots, and relocate, sometimes without their families.

Since increases in the production of goods and services do not necessarily
represent improved quality of life, let alone embody the sum total of human
progress, alternatives to GDP per capita have been developed. One such
index, the Index of Social Health, has generally shown declines in quality
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of U.S. life from the early 1970s up to the mid-1990s, with some increases
in the late 1990s. Yet there is an almost unavoidable element of subjectivity
in such indexes.

Janny Scott and David Leonhardt (2005) write that, even though
America is increasingly a meritocracy, class is a powerful factor; further-
more, its importance over the past 30 years appears to be rising. Class influ-
ence is discernible in the correlations between class and educational success,
class and health care, and class and longevity.®' Higher levels of education
and income are correlated with greater benefits from medical advances and
thus lower incidences of death from heart disease, strokes, diabetes, and dif-
ferent types of cancer.®?

The story about quality of life in America is not entirely gloomy,
even for the past two decades. During this period, nutrition levels have
improved, rates of mortality for birthrates have declined, education levels
have increased, and more people are attending universities.®> On a historical
basis, due to advances in technology, as is true for many other nations, there
have been numerous improvements in medicine, new consumer products,
cheaper computers, and much cheaper long-distance phone calls.®4

American standards of living improved throughout most of the twenti-
eth century. However, it would seem that other industrialized nations have
caught up with the United States, which by itself does not necessarily imply
deterioration. America’s standard of living may no longer be unique, but it is
still high. Disconcerting is that standards of living for the middle class may
have stopped advancing and poverty rates have not changed much over the
past few decades. This is explained by stagnant growth in median wages and
increasing inequality.®> Timothy Smeeding (2006) notes that low-income
families in the United States work far longer hours than similar families in
other rich nations. However, a combination of low skill level and greater
wage inequality condemns many low-income families in the United States,
including their children, to a life of poverty.

12.8 Final Comments

America in many respects has been and still is a land of abundant opportu-
nities. Business opportunities are plentiful, and business success is admired.
There are open and impersonal job markets for many positions where hiring
is based on merit. However, the nature of opportunity for many Americans
has changed, and not for the better. Higher education has become increas-
ingly the key to success as well-paying blue-collar jobs are disappearing.
Greater economic freedom exercised by corporations means more lim-
ited economic opportunities for people, especially those without higher
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education and, consequently, rising income and wealth inequality. For mil-
lions, a stable middle-class existence has become a dream. Corporations’
greater freedom to profit has been accompanied by the abandonment of
paternalistic obligations toward employees and their families, notwithstand-
ing the higher compensation provided. This discarding of responsibility,
notes Richard Sennett (2006), is justified as enhancing individuals’ free-
dom. Rising corporate political and legal power combined with changing
values regarding executives’ compensation have played a role in effecting
those changes. Incentives based on short-term performance have added fuel
to the fire and have resulted in corporations exposing their suppliers, cus-
tomers, and employees to greater market pressures. This helps explain the
increase in temporary workers, free agents, outsourcing, and downsizing.

The purported improvements in economic efficiency resulting from the
above changes are narrowly defined. They do not account for the phys-
ical and psychological toll exacted on millions whose lives are uprooted
and whose economic security is replaced with constant uncertainty, with-
out, in most cases, the protective mechanisms available in other industri-
alized nations.®® Of course, the counterfactual—that is, what would have
happened if the efficiency-augmenting measures had not taken place—is
unknown. However, a way of life agreeable to many Americans, as well as a
source of pride, is disappearing with few complaints or debates. Market logic
dictated—so goes the argument—and any intervention to reverse the trend
would have been inefficient. The conclusion is that the economic freedom of
large organizations is far better protected than individual economic oppor-
tunities and living standards.
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Culture
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CHAPTER 13

Culture and Values

he United States may be too large and too diverse to simply dis-

cuss and define as one culture. The social and cultural differences

between the Atlantic and Pacific coasts and, for example, Texas,
seem large enough to remind one that America consists of different regions
with their distinct identities, values, and customs. Yet, agrarian values are
often upheld as representing the “true” values and culture of America despite
the shift away from agriculture throughout the twentieth century. An urban-
rural division still separates America in important ways and is at the root of
some of the more serious public policy conflicts, such as those over gun
control, agricultural subsidies, and the disdain for welfare payments and
their recipients.

Cultural differences came to the fore in the presidential elections of 2000
(and again in 2004) more strongly than they had in several decades, partly
because the Republican Party perceived correctly that these issues could help
galvanize voter support notwithstanding unprecedented economic prosper-
ity. The issues were expressed as values, ethics, morality, and trust, and to
some extent represented cultural differences between hinterland America
and what has been described derisively as the coastal elites. After the 2004
election, the division became known as blue states (Democratic) versus red
states (Republican).

A prevalent view is that in the past there was more of a shared and
durable culture in the United States, less susceptible to the fleeting trends
of recent decades. This was probably helped by the melting pot philoso-
phy by which immigrants were expected to give up their native culture as
opposed to contemporary approval of multiculturalism. Writers refer nos-
talgically to a distinct sense of community, which was more common. The
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role of the family was well defined as were the roles of individual family
members. Men worked; women stayed at home and looked after the kids
and the house. Families spent more time together. Organized religion was
widely accepted, more so than today. The culture of the workplace was
fairly uniform. The corporate mentality based on a hierarchical organiza-
tion was considered efficient, and the boss’s authority was unquestioned.
Radio and movie houses provided entertainment to the general populace.
Later, television provided acceptable, or at least inoffensive, family enter-
tainment. Games and toys were uncomplicated, and books were more
widely read. Baseball was the national pastime. Radio and newspapers
were the main sources of information regarding national and international
events.

The above is obviously a simplified description and reflects in part the
more limited economic opportunities of that era that required greater close-
ness on the part of the extended family and more community support. The
portrait of an idyllic life masks a lot of hardship, poverty, and fewer choices.
Yet, on a comparative basis, American society and culture of 60 years ago
seemed more uniform than they are today, despite the homogenizing influ-
ence of television. The changes that have taken place since are attributed
in large part to economic factors. The profit motive was unleashed, and
it permeated throughout all areas of life, overwhelming all other values. A
society based on strong family and communal ties gave way to a money soci-
ety founded on commercial transactions. Whether at the executive level, on
the factory floor, in the lawyer’s office or the physician’s office, any appeals
other than pecuniary have become a distant second to what, borrowing a
financial term, has become the monetization or commercialization of life
in America. Relationships are examined in light of or reduced to their mon-
etary component. Professionalism, scholarship, craftsmanship, and work-
manship, are regarded as of little value without a corresponding pecuniary
component. Throughout the past century, the preeminence of commercial
forces has changed American values. The transformation to a society based
on commercial ties with materialism as its universal ethic is the focus of this
chapter.

13.1 The Overseas Perspective

Despite regional cultural differences, there are enough common values and
shared traits to establish a clear American identity. From a U.S. perspective,
the nation prides itself on democracy, egalitarian attitudes, and faith in free
markets. The approved American self-image includes individualism, love
of freedom, pragmatism, the pursuit of happiness, and a belief that with
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sufficient effort all can be accomplished. In comparison with other nations,
few would disagree that America has a unique identity.

Yet, if there is one characteristic that defines America to people around
the world, it is not so much the egalitarian qualities contained in the stirring
statement “We hold these truths to be self-evident, that all men are cre-
ated equal,” which Tocqueville (1900) saw as a fundamental feature of U.S.
society. Neither is it the features revered by Americans, such as democracy,
liberty, freedom of speech, religious tolerance, the separation of church and
state, and a political system based on checks and balances. These qualities
are regarded as an integral part of the U.S. mosaic, especially by educated
people. The distinguishing feature of the United States to those outside
America lies in two economic factors. The first is that America is a land
of unlimited economic opportunities, or in its more mythical version, its
streets are paved in gold. The second represents the other side of the coin;
it is the price for the first factor. America is seen as a society based on the
supremacy of the profit motive and moneymaking values. As such it has
been considered for two centuries as a materialistic society by writers such
as Charles Dickens and even the more approving Tocqueville, who writes
that Americans “cling to this world’s goods as if...certain never to die.”!
To keep matters in perspective, one should note that other nations are not
immune from similar charges. For example, George Orwell describing the
England of his childhood wrote, “The goodness of money was as unmis-
takable as the goodness of health and beauty, and a glittering car, a title or
a horde of servants was mixed up in people’s minds with the idea of actual
moral virtue.”?

The aspirations of American culture seem at times unimaginative and
uninspiring to inhabitants of other nations. European intellectuals, dis-
like American consumerism, the shopping malls, and status purchases—
the notion of keeping up with the Joneses, and spending one’s leisure
time at yard sales. They see a society of consumers brainwashed by inces-
sant television commercials reveling in the pursuit of materialistic dreams
financed with borrowed money. However, European societies and more
traditional Asian nations have also adopted the culture of consumption,
although the latter continue to maintain traditions, especially those relat-
ing to family ties.

A common criticism is that there is an excessive intrusion of business
elements into all aspects of U.S. life; that the profit motive has been allowed
to infiltrate areas outside its proper domain where financial considerations
do not belong. This includes the presence of the profit motive in areas,
such as, family relations, friendships, romance, movies, arts, and sports.
Consequently, critics have gone so far as to infer that the United States is
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cultureless or a vacuous society, a nonsociety, because of its materialistic
inclination. Yet a materialistic culture is nonetheless a culture, notwith-
standing the preference to emphasize the spiritual and the artistic. To some
extent, all cultures are either based on or have links with economic factors
as well as factors relating to physical survival. It is often a question of the
visibility or prominence of the economic link and just how direct it is. In
the United States, no attempt is made to conceal the desire to succeed finan-
cially, no attempt is made to obscure or minimize the visibility of the eco-
nomic drive. Vestiges of feudalism that are still present in parts of the world
and whose values influence those cultures, do not exist in the United States.
Americans are not ashamed to express their dreams of accumulating great
wealth and see such expressions as healthy and honest. Wealth is strongly
equated with success.

13.2 Changes in Values

Numerous Americans consider themselves religious and devout; and there
is evidence to support their view.? If the statistics on religious and denomi-
national affiliation are correct, then the majority of Americans still have ties
with religion. Churches and places of worship seem to abound in most towns
and cities, and in 1998 there were close to half a million clergy.* However,
others argue that the numbers on church affiliation do not tell the whole
story and that there has been a decline in the intensity of religious devotion.
One manifestation of the decline is the discarding of religious rules that
church worshippers feel are either antiquated or inconvenient.” Although
there is an active marketplace for religious ideas with a large diversity of
offerings, the role of religion in America in the past 40 years, especially in
relation to the economic motive, has been on the decline.

More generally, a common contention is that in American society, the
roles of factors such as history, tradition, patriotism, civic mindedness, vol-
untarism, and organized religion have declined in importance. The 1960s
are often associated with the beginning of the slide, although it proba-
bly goes back further. Other nations have also been breaking away from
centuries-old traditions, but the United States and its culture of materialism
are often blamed. Despite the exhortations of civic and religious leaders,
politicians, and academics, the trend continues unabated. Barring a severe
and prolonged economic downturn or some other national calamity, the
slide will continue argue social observers. To some, these social trends are
not entirely discouraging in that it is a sign of economic prosperity when
a society can afford to minimize the role of factors that strengthen the
national identity. Yet this is of little comfort to Americans worried about an
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overly secular, materialistic society and to foreign observers who are anxious
because they see this as a portent of things to come in their own nation.
Cultures and societies are subject to change, but the pace of change appears
quicker in the United States. Among the reasons given as to why Americans
are more amenable to rapid change is a greater acceptance of what are
regarded as market pressures. In addition, the United States is a nation of
immigrants without strong common cultural roots who are less resistant to
change. Immigrants presumably come in search of a different life and hence
are willing to go against tradition.® Acceptance of change is considered a
contributory factor to America’s economic success. Bell (1976) argues that
the phenomenon of cultural change itself has become an integral feature of
U.S society; and Richard Brown (2005) proposes that contemporary social-
ization no longer involves training for traditional roles but preparation for
never-ending change.

According to Max Weber, the Calvinistic—Puritan tradition character-
ized the United States in its formative years and gave the nation its work
ethic, a desire to save, and, for individuals, the incentive and ambition to
succeed in their endeavors.” Through the use of Calvinistic predestination,
the traditional conflict between the secular and religious worlds was seem-
ingly resolved. Yet there has always been a good deal of skepticism over
the claim that there is no contradiction between the pursuit of profits and
the worship of God and that God and Mammon can coexist. In the past
few decades, America has turned more secular. A form of secular human-
ism appears to be replacing religion, primarily among the better-educated
and wealthier segments of American society. Questions then arise as to the
impact of secularization on the work ethic® and, more significantly, on cap-
italism itself because it is in the process of being separated from its moral-
philosophical roots.”

The adoption of market logic with its corrosive cultural and social
effects plays its part in the turn away from traditional values. According
to Schumpeter (1962), the appearance of modern logic, rational attitudes,
and behavior are due primarily to economic necessity and quantitative eco-
nomic decisions associated with capitalism. With the adoption of an eco-
nomic mentality came cost-profit calculations, which were bound to impart
a logical, rationalist outlook to a person’s view of the world. This frame of
mind was applied to matters as diverse as medicine, beauty, justice, spiritual
macters, and one’s outlook on life. Schumpeter argues that the achievements
of modern civilization, not the least of which are its cultural achievements,
are a result of this type of scientific inquiry and therefore capitalism, directly
or indirectly, deserves the credit. However, with the spread of the rational
approach and the decline in sentimental attachments, individuals started
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to question and assess alternative options in their lives. A key option—
parenthood—notes Schumpeter was affected by the realization of the
economic sacrifices involved. Therefore, capitalism weakened an ancient
institution and reduced the value of traditional family life. With increasing
numbers of singles and childless couples, there was also less need for saving
and capital accumulation. The trend had a worldwide impact but probably
advanced more quickly in the United States than elsewhere.

Capitalism has also affected other aspects of culture and society. Mass
consumption, facilitated by innovations in production and marketing, com-
bined with what Bell (1976) regards as the most important social innovation
of all—the spread of credit and installment buying—destroyed the religion-
based disdain for debt. This was a major breach in the wall of values. An
emphasis on consumption, a high standard of living, and ostentatious dis-
plays replaced moderation, saving, and frugality; all made possible by the
introduction of credit, argues Bell. If in the past people were judged by the
quality of their work, this now changed to one’s spending and capacity for
enjoyment which represents a departure from the Calvinist tradition and
the Protestant ethic. In response to the needs of mass consumption, selling
became a crucial activity in the new society."® A major transformation had
taken place in the value system. The media played its part in promoting
the new values and particularly the delights of consumerism. It provided
a suitable inspirational framework for consumption by associating it with
freedom and higher living standards.

Bell points to the contradiction between the serious Protestant ethic
values retained on the production side and the new lighthearted, pleasure-
seeking consumption values. An economic organization is run in accor-
dance with principles of efficiency, rationality, and hierarchy whereas the
consumption culture is antirational, appeals to the senses, and is based and
judged on how pleasing it is to the individual. An individual is supposed to
embrace two sets of conflicting values and keep them separate. One set is for
work and the other is for consumption. Thurow (1999) points to a related
inconsistency. Investments have to meet a profitability criterion but no such
rule is applied or offered for individual consumption. Consumers are told to
spend their money any way they like.

Yet there is no anomaly here because what these contradictory behav-
iors have in common is that they both tend to boost producers’ profits.
Therefore, there is little reason or incentive for change from the perspective
of business. While enhancing profits all along the supply chain, ranging
from production to retailing, the prescribed behavior could hardly be con-
sidered economically efficient. Nonetheless, strenuous efforts are made to
defend existing consumption patterns on economic and ethical grounds.
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A related economic issue is how much sovereignty consumers actually
possess and whether consumerism reflects individual economic freedom or
corporations’ freedom to sell and persuade people to believe that that is what
they want.!! Given peer pressure to conform and indulge in the consump-
tion race while simultaneously being bombarded with ads from all media
sources and the advice of “experts” explaining the benefits of consumption,
the extent of freedom of choice involved here is debatable. Economists have
expressed reservations whether the promotion of spending over saving is in
society’s best interest. In addition, advertising, which has turned into a sub-
culture of its own and is considered essential to the promotion of consump-
tion, has several undesirable effects. Blumberg (1989) writes that advertising
helps generate a culture of manipulation and deceit not only in the business
world but also in society at large. An overarching question is whether the
creation of culture should be left entirely to commercial forces.

Revolutions in transportation and communications—the spread of
autos, radio, movies, and television—as well as the social innovations of
advertising, planned obsolescence, and credit all shaped the new national
culture and society. Equally significant, as noted above, cultural change has
become a permanent feature of U.S. society. Initially, the changes were in
consumption, fashion, and tastes; but gradually, they came to affect family
roles and family structure, morals, and the criteria of success in society. The
commonly accepted mobility of labor reflects forcefully adherence to the
dictates of the profit criterion.

The change in values also affected corporate America. In the past two
decades, as discussed before, an increasingly aggressive reward-secking
behavior and free-agency mentality have influenced corporations’ top
managers. Executives are rewarded with pay packages often unrelated to
performance, outlandish bonuses, and golden handshakes. The ideas of
responsibility to shareholders, loyalty to the company, and setting an exam-
ple for workers and society as a whole seem to have almost disappeared.
With downsizing, outsourcing, reduced benefits, an end to lifetime employ-
ment, age discrimination, the demise of the traditional pension, constant
reorganizations, and redundancy of middle management, the loyalty and
trust of employees, both blue and white collar, are also fading.

Not only are corporations affected by the change in values but they are
also catalysts of these changes. Whyte (2002) blames corporations for the
decline in traditional values, especially the Protestant ethic. Corporations
(in the 1950s) claimed to stand for individualism while in reality they pro-
moted a conformist culture involving the suppression of individuality. They
created a bureaucratic collective society while constantly denying this. The
methods of large economic organizations conflicted with the Protestant
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ethic. It was the latter that lost out, although this was not recognized or
admitted until long after the fact, if at all. Contemporary corporations con-
tinue to hail individualism and freedom as primary American qualities.

America is undoubtedly an economic society. The interests of its citizens
and their energies, efforts, and conversation, to a greater extent than in other
democracies, are focused on commercial or financial activities; in short, on
ways to make money. Despite the materialistic inclination its citizens are
not necessarily greedy or greedier than those of other societies. Money does
have a prominent place. It serves as the criterion of success and achievement.
Although this may seem paradoxical, it is in line with America’s egalitarian-
ism, because here is a common denominator, a widely recognized and easily
understood standard with which to measure success. It also has the modern
American virtue of being open to all regardless of race, religion, or national
origin.!? Other types of achievement, professional and personal, are con-
sidered as secondary or ordinary in the pantheon of success. By and large,
success is measured in terms of financial gain. The dollar is not only the coin
of the realm, it is also the mark of success.

Not all social commentators view the change in values as resulting from
corporate pressures, the market, technology, the sanctioning of greed, or
laissez-faire ideology, at least not as the main contributory factor. Some
suggest that it is a result of the loss of spiritual faith and morality."> Bork
(1995) sees individualism and egalitarianism as leading to the present sec-
ularization as well as an unfriendly attitude toward religion coming from
the courts, the media, and the intellectual elite. Others blame the decline
in religion on churches and their leaders because of their rigid adherence to
dogma, whereas others take the opposite position and blame the decline on
the departure of churches from traditional teachings and attempts to com-
promise with or accommodate modern culture. Some have trouble recon-
ciling science and rationality with myth and unquestioning faith. In an age
where science is held in high esteem (not the least of which is that you can
make money from it) and where many Western nations have experienced
unprecedented prosperity, it becomes harder to promote religion.

However, blaming unfavorable social and cultural changes on liberalism,
socialism, or intellectuals misses the point. The forces of change that have
swept away all competing values, here and elsewhere, have clearly been eco-
nomic forces guided by the profit motive. As the economic mode of thought
enters more areas of life, change is bound to take place. Ties based on loyalty
and commitments are replaced by commercial relationships.

Some writers rail against the breakdown in values, the narcissistic culture,
and a lack of commitment to employers, family, and community, while at
the same time advocating unfettered laissez-faire in the business arena where
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any and all behavior is acceptable. Yet there is an inconsistency about advo-
cating tighter controls in the economic sphere but freedom from restraint
in other areas of life. It is also doubtful whether one can separate one’s eco-
nomic persona from the values brought to bear in one’s private life.

13.3 Consumption as Culture

One of the distinctive features of American life and culture, let alone the
economy, is the importance of consumption. People work not necessarily
to meet the basic needs of food, shelter, and children’s education but to
be able to afford to splurge, to indulge in the pleasure of impulse buying
be it in the mall or on the Internet or at the car dealer’s lot. Judging from
the statistics on personal saving, one might assume, erroneously, that in the
United States saving money is an illegal activity. If it is not illegal, then
it is certainly frowned upon socially. There is a strong social and cultural
impetus to shop, with warnings that the economy depends on it. Shopping
for many is an important pastime. The love of shopping is certainly not
restricted to Americans; millions around the world whose standard of living
has risen have been doing their best to keep up with American shoppers.
Consumerism is probably an outcome of an American form of capitalism
based on mass production that, in turn, required mass consumption. In a
relatively new nation, people were more amenable to mass-produced, instead
of craftsman-produced, goods and, equally importantly, to the notion
of consumer goods as status symbols. If one adds the twentieth century
national predilection for economic growth and the modern preference for
private over public spending, it becomes easier to understand the embrace
of consumerism. Marketing efforts have been very successful in promoting
and defending this behavior. Bagdikian (2000) points to the use of “sacred
and semi-sacred symbols” to encourage the consumption craze as well as to
advertising expenditures of $1,000 per household in order to break through
the resistance of human senses, and sometimes of human intelligence.

The culture of consumption would not have been possible, at least not
to the same extent, without the practice of buying on credit. Americans buy
numerous goods and services with borrowed money. The goal is to max-
imize one’s consumption potential by obtaining as much credit as possi-
ble. With the rise in home prices in the early twenty-first century, many
borrowed money based on the rise in the value of their homes, often to
boost their consumption. The connection between borrowing money for
consumption purposes and eventually having to pay it back, often with a
relatively high interest rate to boot, is sometimes lost. The possible loss of
freedom through indebtedness, often for nonessentials, does not seem to
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bother many." In their eyes and the eyes of their peers, they are judged not
by the quality of their work, despite the significance attached to work, but
by their purchases—the more expensive or the more luxurious, the better.
The prevailing philosophy is that a lack of money (or liquidity) should not
be an obstacle to spending. The levels of debt incurred and the financial
risks taken are surprising especially in light of the fact that this is done
mostly for the sake of maintaining a “satisfactory” consumption level, not
for food and shelter.

The car became the most prominent symbol of mass consumption in the
twentieth century.”® Cars have played, and continue to play, an important
role in American life, more so than in any other country. Stan Luger (1999)
explains how billions of dollars were spent on advertising to establish, in the
consumer’s mind, an association between car ownership and freedom. Cars
have become a distinctive feature of the American way of life. They have had
an impact on social, cultural, and economic life; the development of cities;
the easy mobility; the location of schools; teenage dating; the construction
of the interstate highway system; the disdain for public transportation; the
motel industry; restaurants; drive-in movies; and banks.

Whether it is the thrill of buying and possessing, the need for validation
through conspicuous consumption, or a substitution for the fulfillment of
more traditional joys such as those from family and friends, many throw
caution to the wind and indulge in the consumption race wholeheartedly.
Lutewak (1999) asks why there is not even the slightest moral outrage at
the consumption craze, which he sees as violating the most important of
Calvinist virtues. He suspects that traditional moralizers have either them-
selves succumbed to the delights of conspicuous consumption or else they
believe that it is a just reward for virtue. Another possibility is the reluctance
to antagonize powerful benefactors who in the overall scheme of things did
favor religion when their ideological opponents did not. Consumerism does
not appear to be restricted to one segment of society; both rich and poor
partake. David Brook (2000) mocks the compromises of the affluent but
socially conscious as they go about fulfilling their consumption objectives.
They too are not immune from the obsession with consumption, although
they do go to some lengths to disguise their materialistic tendencies.

Robert Frank (1999), as discussed previously, asserts that current con-
sumption patterns are inefficient and unbalanced because they do not pro-
vide Americans with maximum satisfaction for their money. The problem
is inadequate spending for inconspicuous goods, which include time spent
with friends and family, leisure, clean air, clean water, uncongested traf-
fic, urban parks, and public transportation. Frank suggests that a change
in the direction of more inconspicuous consumption might yield lasting
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increases in satisfaction and represent a better use of society’s resources.
Unfortunately, U.S. society is moving in the opposite direction; people work
longer hours, commute greater distances, and buy showy items such as larger
homes without any resulting increases in happiness. Given a consumption
race akin to an arms race, consumers do not want to unilaterally change
their purchasing patterns.

13.4 Materialism as a Public Philosophy

Arthur Schlesinger (1988) asserts that modern democracies differ from the
classical democracies in one key respect: the adoption of profit motive as the
driving force. This has led to a major problem confronting modern nations:
how to turn private interest into public virtue. Is it possible for a society or
a nation to be totally dedicated to material well-being to the exclusion of all
else? Is there no danger from the increasing intrusion of the profit motive
into so many areas of life including politics, the justice system, and health
care? Can a predominantly economic society survive?

A singular national focus on economic growth on the one hand and
the individual goals of moneymaking and consumption on the other hand
ensures the predominance of economic values. All other societal objec-
tives, such as the public good, tradition, morality, and religion, are on the
decline.!® Legally and administratively nontraditional, rationalistic legal
systems have been adopted to govern the nation, designed to promote effi-
ciency rather than any ideology or morality."” The prevalence of economic
values is a state of affairs conducive to corporate profitability and, therefore,
these organizations ensure that the status quo is maintained.

In the twentieth century, affluence became the national objective. It was
envisioned as an elixir for all that ailed America, social as well as economic,
and appeared to be a rational and enlightened goal. However, argues Bell,
with the increasing emphasis on affluence, materialistic hedonism replaced
the Protestant ethic as the nation’s social philosophy. Capitalism (and
America) was being left without a transcendental ethic and without some
ultimate meaning so essential to humans. After all, materialistic hedonism
lacks a value system and could hardly represent the moral dimension of cap-
italism, notes Heilbroner (1986). Allan Bloom (1987) counters by suggesting
that even if modern American society lacks the fanatical loyalty associated
with a religious following, it does have a universal philosophy, of sorts, based
on the rationality of its goals—the search for the good life. Alchough this is
a reasonable defense of materialism, and possibly sufficient for a consensus
on major aspects of the political-economic system, society probably needs a
clear and accepted public philosophy that also contains civic duty and social
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responsibility.'® Without such a transcendental ethic, notes Brown, freedom
as the right to participate in civic life becomes the right to withdraw from
civic life, thereby radically altering American values.

Materialism, argues Bell, has not provided the nation an ultimate mean-
ing in its character, structure, work, and culture, and he sees this as a major
weakness of American socioeconomic philosophy. Most activities are trans-
acted through market exchange, and in addition, Americans place a high
priority on cultural pluralism, individualism, and freedom. Yet these values
do not lend themselves to acceptance of a universal transcendental ethic and
social conformity.”” One should add that a noneconomic universal ethic that
conflicts with profit making would face strong opposition.

Attempts have been made to intensify religiosity, patriotism, and a focus
on family, often oblivious to the fact that materialism is weakening them.
The economic system and its underlying philosophy have been promoted,
at times, not as a means to an end but as the ultimate goal itself, with only
partial success. Heavy use is made of advertising, movies, television, and dif-
ferent media outlets to defend materialism and consumerism. The suprem-
acy of jobs and economic considerations is stressed, such as the benefits of
two-income families.

Given the presumed success and increasing global acceptance of American
corporate capitalism, there does not appear to be any great sense of urgency
in finding an acceptable public philosophy. Many around the world have
been eager to adopt the U.S. formula, including nations that were formerly
bastions of socialist ideology. In normal times, the problem is not acute,
but in the face of a national crisis it becomes more of a concern. One might
argue that a distinctly economic society is more flexible and adaptable (no
transcendental ethic to discard), and it is conceivable that such a society
could transform itself quickly to meet new challenges and threats. The
nation-building, socially unifying factors that currently seem weak in the
United States may be of less importance than in the past. With the possible
exception of the Great Depression, few national crises in the twentieth cen-
tury highlighted the lack of a public philosophy. It is also possible that, as
long as a nation has sufficient military might (related to economic might),
the arguments for domestic cohesion are less important, which perhaps also
applies to the current trend toward global corporate capitalism.

America’s economic opportunities and, even more so, its materialistic
inclination are considered, especially overseas, as its distinguishing features.
Family and communal ties gave way to a money society founded on com-
mercial transactions. The profit motive seeped into nearly all areas of life
and overwhelmed other values. An emphasis on consumption and ostenta-
tious displays replaced more traditional and opposing values; materialistic
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hedonism became the new ethic. There is little impetus for change from
big business, quite the contrary. Consumerism is promoted as representing
economic freedom for individuals; yet Galbraith’s argument that it is the
seller’s right to profit that is being protected appears more in line with both
the profit motive and political reality.
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CHAPTER 14

Final Thoughts

14.1 America’s Economic Success

It is difficulc not to be impressed by the economic achievements of the
United States. Life expectancy and living standards have risen through-
out most of the twentieth century. The specter of famine, which continues
to haunt millions around the world, has sharply diminished in the United
States. Most people are well housed and well clothed. A large variety of con-
sumer products, high-tech devices, and numerous services are available. It
is true that several industrialized nations have caught up with the United
States in recent decades, and the standard of living of their poor has sur-
passed that of America’s poor. Yet the United States has one of the highest
per capita GDPs in the world, and even if median GDP per capita is more
indicative of a typical person’s economic welfare, the U.S. standard of living
is still high. The educational and career opportunities for men and women
serve as a model for other nations. By global standards, an unusually large
percentage of U.S. high school graduates enroll in colleges and universities.
Unemployment rates for several decades were lower than in most European
nations.! The job market is probably more impersonal, open, and flexible
than just about anywhere else. These accomplishments should not be taken
for granted.

Improvements in living standards are associated with productivity, and
for most of the twentieth century, the United States led the world in labor
productivity.? After World War II, it led the world in total factor produc-
tivity as well.®> The reasons for the productivity advantage are not entirely
clear, but they may have included some combination of an abundance
of natural resources enhanced by a great infrastructure, a large domestic
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market, increases in capital investment, technological advances, an empha-
sis on education, scientific research, and a switch away from a predomi-
nantly agricultural economy. Behind the direct factors were also cultural,
financial, political, sociological, and institutional factors that provided the
right environment for capital investments, technological discoveries, and
their commercial applications. The contributions of three broad factors par-
ticularly relevant to the present theme are values, large corporations, and
government.

14.1.1 Values

The Calvinistic-Puritan tradition is said to have been influential in early
America and contributed to economic success by giving the nation its work
ethic, a desire to save, and the incentive and ambition for people to succeed
in their endeavors.* There is respect for business that was lacking in most
of the world. An entrepreneurial ethos is said to play a part in business suc-
cess by promoting alertness to business opportunities and encouraging new
ventures. A devotion to economic matters is widespread and includes a will-
ingness to make sacrifices such as uprooting one’s family and having both
spouses work. Disparities in income and wealth are accepted in the name of
the common good—the overall efficiency of the economy. There is a belief
in modernity, science, and the idea that scientific discoveries will benefit
society. Social factors such as religious tolerance, cultural and social diver-
sity, and a long-standing tradition of openness to immigration’ are said to
play a part in allowing America’s diverse meritocracy.

An important value is the acceptance or tolerance of change, which is
deemed crucial to a dynamic economy. Unlike tradition-bound Western
European societies that blocked change and placed obstacles in the path
of entrepreneurs, the American system permits greater flexibility in the use
of resources.® Allowing resources to respond to price or profit signals is a
key element of a free market. The ease of opening new businesses and the
ease of closing down businesses, without the kind of political deliberations
that took place in Europe, are considered essential to American economic
success. The adoption of the above values led individuals to establish great
enterprises and come up with revolutionary inventions

14.1.2 Large Corporations

Schumpeter (1962) and Chandler (1977) attribute America’s economic suc-
cess to capitalism and especially to large corporations. Schumpeter, review-
ing the late nineteenth and early twentieth centuries, dismisses alternative
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explanations for economic success such as government intervention, gold,
new land, population increases, and even technological progress. Instead, he
argues that the reason for success lies in the businessman’s pursuit of profits.
The commercialization of new technologies was part of that process.

In the early part of the twentieth century, U.S. corporations led the world
in mass production, which together with a productive agricultural sector
resulted in higher standards of living and wages than elsewhere.” Mass con-
sumption followed mass production, and American consumers enjoyed
goods that in the past had been accessible to only a rich few—the striking
example being ownership of automobiles.® Chandler points to cost-saving
changes in management and organization and to mass production tech-
niques adopted by large corporations as contributing to American economic
success. Richard Nelson and Gavin Wright (1992) agree with Chandler but
see a more important role for technology development. It has also been sug-
gested that proficiency in mass production was critical to the war effort
during World War II.

Mass production by large corporations probably played an important role
in the economy and gave America a distinct industrial system. Yet the big
increases in real GDP per capita occurred in the 1870s and 1880s, not in the
three decades following the rise of large corporations. Piore and Sabel (1984)
suggest that mass production success had more to do with the interplay of
social and political forces rather than technical or efficiency considerations.
Some even argue that America’s “great takeoff” was before 1840 and there-

fore prior to the formation of corporations.’

14.1.3 Government

If corporations’ contributions to the nation’s economic success have been
acknowledged, there is greater reluctance to accept the part played by gov-
ernment other than through the establishment and enforcement of property
rights. However, the United States has had a history of stable government.
Investors can be reasonably assured that their investments will be protected
from revolutions, anarchy, and (compulsory) nationalization. The military
power and global political power of the United States are seen at times as
either a contributory factor or an outcome of the nation’s economic success
post—World War II. Another important development in the last half of the
twentieth century has been the government taking responsibility for the
nation’s economy through the use of fiscal and monetary policies aimed at
reducing unemployment and inflation. Despite complaints about a meddle-
some government, the United States probably has a less stifling bureaucracy
and less restrictive laws than most nations.



192 e Economic Freedom and the American Dream

By providing funds for education and research and development, areas
considered crucial for improved productivity, government has contributed
to economic progress. Higher educational standards in the United States
had a major impact on U.S. industrial productivity growth for the years
from 1920 to 1960."° Throughout most of the twentieth century, in com-
parison with other industrialized nations, the United States had relatively
higher enrollments in primary education and a higher percentage of young
people enrolled in universities.!! For many years, U.S. expenditures on R&D
were much higher than those of its industrial rivals. Nelson and Wright see
a link between the U.S. lead in high-technology industries, investments in
R&D, and the training of scientists and engineers, areas in which govern-
ment has been extensively involved. Thurow (1999) points to three decades
of government funding for the development of the Internet, which gave
American companies a lead in electronic commerce. If one accepts the
hypothesis that technological advances were primarily responsible for U.S.
productivity growth and that there is a link between technological innova-
tions and R&D expenditures, then it is hard to dismiss the link between
government funding and productivity growth. This, however, is not a pop-
ular argument because it is contrary to popular images of free markets, the
importance of market incentives, and government inefficiency.

14.2 Relative Decline

In 1950, America’s productivity leadership reached a peak, after which
would start a long narrowing of the gap with industrial rivals. A com-
mon explanation for the relative decline is the transnational convergence
hypothesis that, among other factors, is attributed to outdated management
techniques and economic organization in the United States. Schumpeter
himself began to have doubts whether large corporations were most con-
ducive to bringing about innovations.'> He worried over a bureaucratiza-
tion of innovation and noted how the entrepreneur’s role in innovation had
been reduced.!” There are claims that some early large corporations were
more intent on controlling innovation and patent protection than develop-
ing new technologies. Other researchers have pointed to inefficiencies in
the corporate management monitoring process based primarily on takeover
threats."” The scope for opportunistic behavior inside corporations may have
widened. With managerial controlled corporations capturing a larger share
of the economy throughout most of the twentieth century, the entrepre-
neurial spirit, involving initiative and risk taking, other than in new indus-
tries, could no longer be taken for granted. The possibility has been raised
that the introduction of Taylorist style management in research labs had a
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negative effect on innovation in the 1960s and 1970s.!° The imposition of
barriers to competition and shades of European-type protection for insti-
tutions and organizations of the kind discussed by Olson (1982) became
more discernible. Corporations’ advantages may have become outweighed
by disadvantages related to their market distorting influence over govern-
ment and the political process.

14.3 Economic Freedom

Economic freedom defines America, yet, it is not distributed equally. The
freedom afforded large corporations exceeds that of individuals and has
precedence over the freedom of markets. In addition, the unrestricted eco-
nomic freedom of corporations threatens individual economic freedom, free
markets, and political freedom. An important aspect of unrestricted eco-
nomic freedom is the liberty to influence the political system for gain. The
rise of large corporations probably could not have occurred without sub-
stantial government assistance, and in the process, a class of privileged firms
was created. Over the course of time, that help, mostly antithetical to a free
market, would widen and deepen. Large corporations would come to domi-
nate government and the political process at a prohibitive cost to democracy.
This is not to suggest that large corporations are the only powerful interest
group. There are also several professional organizations, among others, with
considerable economic and political influence. Nonetheless their impact on
the nation is secondary to that of large firms.

The clash between political and economic freedoms is evident in the
media industry where corporations’ freedom to profit triumphs over vot-
ers’ informational needs. The success of large media firms is due, in no
small part, to their influence over government. Yet government intervention
to correct media market failures or to protect the public interest is on the
decline, an outcome inimical to economic efficiency and democracy.

It is difficult to describe the economy as free market when it is dominated
by giant firms. Those firms are often shielded from the discipline of the
market and, in fact, their operations may well be detrimental to free markets
and the rule of the invisible hand. Their power allows them to extract sub-
stantial government help in a variety of forms, including profits gained by
preventing the correction of market failures. The recent bailouts are a prime
example of unrestricted economic freedom resulting in unprecedented gov-
ernment help.

The success of the U.S. economy during the 1990s convinced many that
the United States was on the right path because of its adherence to the dis-
cipline of the market. Suggestions that behind the free market fagade was
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an economic system consisting of mini-planned corporate economies had
been long dismissed. Yet despite widespread use of price signals, the guid-
ance of the invisible hand is frequently replaced with private coordination
and government intervention. Those alternative allocation mechanisms are
prevalent enough to question the free market description. Notwithstanding
pronouncements of abiding faith in free markets, it is the freedom of large
corporations that is upheld, not the freedom of markets.

A similar conclusion is reached when one examines the enforcement of
U.S. antitrust laws. The economic benefits from preventing greater con-
centrations of market power, cartels, and various anticompetitive practices
justify a framework for the protection of competition. In addition, a policy
to safeguard competition protects democracy. Great concentrations of eco-
nomic power that can capture government are incompatible with democ-
racy. Therefore, a framework to defend competition is warranted for the
protection of both economic and political freedoms. However, in the past
30 years, antitrust laws have been only minimally enforced.

For the most part the economy does not correspond to a free market.
Powerful groups can impose laws and rules that are far removed from free
market principles or any other economic ideology other than a Darwinian
style survival of the fittest, and not necessarily the economic fittest. Evidence
of CEOs rewarding themselves handsomely, regardless of performance, and
mergers beneficial only to management and investment banks support this
line of reasoning. At some point the opportunities and choices for individu-
als and the power and freedom to profit of giant organizations were bound
to clash and indeed, on several fronts, they already have, usually at a cost to
individuals.

Individuals have freedom to profit by starting a business, and this has led
to some spectacular successes, most recently in high-tech areas. However,
since the 1990s, the greater economic freedom exercised by corporations
in activities such as downsizing, merging, restructuring, outsourcing, and
globalization have adversely affected many Americans, especially those
without higher education. Many well-paying jobs and the accompanying
benefits were lost, resulting in anxiety and uncertainty and loss of hope for
realizing the American dream. Corporations’ increased political and legal
power combined with changing values regarding executives’ compensation
played a role in effecting the changes. The wrenching transformations are
defended on efficiency grounds and the inescapability of market outcomes.
Yet what can be ascertained with greater confidence is that the freedom to
profit of large organizations is better protected than the economic opportu-
nities and living standards of individuals.
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Consumption possibilities abound but consumer spending often rests on a
pyramid of debt. Economic freedom offers even consumers in the secondary
economy options that might not have existed otherwise. Regrettably, this is
done on onerous terms involving misinformation, deception, and sometimes
exorbitant interest rates. Consumers in the secondary economy are vulner-
able to commercial abuse, and when that happens because of either market
power or lack of information, government intervention is justified on eco-
nomic grounds. Yet political influence is used to minimize restrictions on
business freedom to profit, including predatory practices. Nonintervention
is justified as a free market solution.

More generally, the profit motive has overwhelmed all other values.
Family and community ties have long given way to a society based on com-
mercial transactions. An emphasis on consumption and ostentatious dis-
plays replaced contrary values, and materialistic hedonism became society’s
ethic. Consumerism, it is claimed, represents individual economic freedom;
yet the evidence suggests that, as in other areas, protection of corporations’
freedom to profit is a better explanation. It is not about choice but about
profits.

The oft-repeated warnings about the dangers of big government seem
off the mark in light of the influence exerted by large corporations over
government. The complaints of laissez faire advocates are aimed at the ser-
vant but rarely the master. However, the economic and political power of
large corporations are no less threatening or harmful than the powers held
by big government. Lessening restrictions on big business can lead to an
even greater imbalance in economic freedom between large organizations on
one side and individuals and markets on the other. Notwithstanding these
findings, large corporations are associated with the very ideals that, in prac-
tice, they have fought against, including free markets, individual economic
freedom, and democracy.

14.4 Remedies

A thorough and comprehensive plan for enhancing economic freedom for
individuals and markets is beyond the scope of the present book although
in several areas, such as media and antitrust, a solution to the problem of
declining economic freedom is implicit in the analysis provided. Here are
outlined only a few suggestions. A competitive market system, as discussed
before, has many economic, social, and political benefits. Such a system
requires decentralized economic decision making; therefore, it is doubt-
ful whether giant corporations, with political influence, market power and
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extensive leverage over suppliers and employees represent either a free mar-
ket or efficiency. With this in mind, proposed here are limits on firm size;
a more vigorous enforcement of competition laws; and reducing the links
between economic organizations and government.

Economists study market power and the lack of competition but tend to
avoid the issue of firm size. Restricting firms’ size is seen as inefficient, anti-
market, and even anti-American. A controversial aspect of limiting a firm’s
size is that such restrictions are seen as tantamount to placing limits on
success'” and are, therefore, in conflict with the American entrepreneurial
ethos. Yet, the problem is not usually individual success but rather organi-
zational success—a distinction blurred. Size restrictions would lessen firms’
influence over politics and democracy and consequently over the economy.
Such a policy, however, is bound to encounter strong opposition on grounds,
partly correct, that efficiency requires the “market” to determine firm size
and not the government. However, efficiencies for the economic system as
a whole, resulting from greater decentralization and reduced attempts to
have government distort the market mechanism, are not usually considered
and neither are the cost of bailouts for “too big to fail” firms. In addition,
as argued before, it is not always the invisible hand of the market that deter-
mines firm size.

Given the reluctance to tamper with what is perceived as market forces,
it is unlikely that outright limits on firm size would be found accept-
able. Therefore a milder alternative would be a prohibition on horizontal
mergers,'® other than for small firms. Firms should be allowed to expand
through internal growth but not through mergers. Needless to say, this idea
would not receive a warm reception on Wall Street.

A second area for improvement is competition. In the past 30 years, anti-
trust enforcement has been lax. Many megamergers that would not have
been allowed in earlier years have been approved based on the argument that
they may enhance efficiency. Occasionally, even collusive schemes and other
anticompetitive practices have been left intact, again under a presumption
of efficiencies. Existing antitrust laws need to be enforced more vigorously
both by the antitrust agencies and by the judiciary. In recent years, the
courts have given antitrust laws a narrow economic interpretation at odds
with Congress’s original intent. The Sherman Act calls for a competitive
economy and seeks to limit concentrations of economic power.

Although the antitrust laws contain weaknesses, loopholes, and incon-
sistencies, they do provide some rules and standards with which to protect
competition. It is conceivable, for example, that if large financial institutions
had not been allowed to merge, then some of the giants recently bailed out
might not have been considered “too big to fail” and hundreds of billions
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of dollars of taxpayer money would not have been risked. Paradoxically, to
move closer to a free market requires more restrictions on corporations’ free-
dom to profit.

The final suggestion is that limits be placed on firms’ participation in
the political process. To have genuine free markets, one has to protect not
only the market from government intervention but also, as has been argued
throughout the book, government from the intrusion of economic power
and its rebounding impact on the economy. Even if government does not
intervene directly in the economy, it can affect business through laws and
policies on a multitude of issues such as how government money is spent;
where roads, schools, and military installations are built; what products are
prohibited; and how taxes are determined. In addition, access to political
power is detrimental to democracy and has enabled economic organizations
to shape too many aspects of the nation. Serious efforts should be made to
minimize or eliminate lobbying and political donations as well as any other
political activity for corporations. All business contacts with politicians and
government agencies should be made through open communications and
standard channels. Taxpayer-funded subsidies to businesses should be pro-
hibited at both federal and state levels, including bailouts. More generally,
there should be no laws, rules, or regulations designed for specific compa-
nies. The revolving door phenomenon also needs to be addressed more seri-
ously. The above recommendations may improve chances for competitive
free markets as well as for democracy.

Laissez-faire advocates focus on reducing government intervention in the
economy. However, they are mostly oblivious to the problem of corporate
control over government and intervention in the legislative process. Access
to the corridors of political power needs equal vigilance. Both the supply
and demand for political influence have to be addressed. “Everyone’s dollar
has equal say” is not consistent with democracy when organized groups are
pitted against unorganized individuals in dealings with government. The
danger, if it is not already too late, is the loss of democracy. Adherence to
the principle of “might is right” is not synonymous with and should not
be mistaken for economic freedom. Individuals are at a disadvantage when
dealing with a large corporation. This is true of an individual’s main asset—
labor resources—and in the purchase of numerous products and services.
Individuals, in their dealings with corporations, should have a greater bal-
ance of rights in both the law and the courts. Greater economic freedom
for individuals requires contracts with full information for buyers, no small
print and laws written in plain English, as should be all government rules
and regulations. Truth in advertising should be enforced more seriously.
People should not be dispossessed of property by government at the behest
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of a private corporation or any other business entity under the rules of emi-
nent domain.

America’slong-standing message to the world has been the idea that people
could escape feudalism, theocracy and different forms of political and eco-
nomic tyranny and be free to pursue their dreams and seek the good life. An
important element of that pursuit involves the freedom to profit. However, a
point emphasized here is, that economic freedom has to be restrained espe-
cially when it is skewed heavily in favor of one group in society. It cannot
be allowed to undermine democracy, diminish the freedom of individuals
and markets, shape society and determine singly the course of the nation.
Presently, it is hard to envision a change in the system because the status quo
is entrenched and government is beholden to large economic organizations.
One obstacle to change is the lack of information about economic freedom
and it has been the purpose of the book to address the issue.
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Turrow (1997) and Phillips (2002).

Krugman (2002) and Phillips (2002).

Krugman (2006) warns that bringing up this issue exposes one to charges of
class warfare.

Piketty and Saez also note that these groups’ share showed much less fluc-
tuation over the course of the twentieth century than the share of the top
1 percent.

Phillips (2002).

Turrow (1997) also refers to an article in American Demographics suggesting
that middle-class income families fell from 62.4 percent in 1969 to 55.9 per-
cent in 1983.

Cited in Phillips (2002).

See Atkinson (1995), Gottschalk (1997), and Solon (2002).

See Alesina and Angelotos (2002). The authors also report that the Gini coef-
ficient for pretax income in the United States was 38.5 and 29 for Europe for
the mid-1990s.

Alesina and Angelotos report that, in the United States, the percentage of the
population with incomes less than half of the median income was three times
as high as in Continental Europe.

Piketty and Saez (2003).

Gottschalk (1997).

Gorttschalk (1997).

Thurow (1999).

There is an argument that if nonwage compensation, including health benefits
and contributions to retirement, were included, real total compensation would
have increased. Gottschalk (1997) dismisses this argument.

See Krugman (2002).

Gorttschalk (1997).

See also Sherwin Rosen (1981).

Frank and Cook warn that if such market incentives attract too many peo-
ple to certain occupations, possibly because people are unrealistic about the
probability of success in “winner-takes-all” markets, society’s total income
may diminish. This would suggest nonoptimal career choices from both
an individual and societal perspective. This finding leads Frank and Cook
to question whether the conventional equity-efficiency trade-off holds. In
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76.
77.
78.
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winner-takes-all markets, taxes on high earners may have a beneficial effect
on efficiency.

See Piketty and Saez (2003).

Phillips (2002).

Economist (2004).

Alesina and Angelotos also believe that the choices made by Americans result
in less economic distortions in equilibrium and hence a fairer distribution and
less need for redistribution. Europeans’ preference for redistribution programs,
in equilibrium, results in economic distortions that in turn increase the role of
luck and make outcomes unfair, thus justifying redistribution. Therefore, the
authors see justification for both the American approach and the more exten-
sive European redistribution policies.

Luttwak (1999).

See, for example, Cox and Alm (1999).

See Benabou (1996) and Forbes (2002).

See Aghion, Caroli, and Garcia-Penalosa (1999).

See Gotttschalk (1997) and Krugman (2002).

Cox and Alm, (1999) based on Labor Department data, claim that when
adjusting the poverty rate to include only those who have been there for two
or more years, the rate falls to 4 percent, far below the official rate of 13.3 per-
cent in 1997. Another argument presented by Cox and Alm and others is that
the poverty rate does not account for other resources available to people in this
income group, and they consume much more than their earnings.

See Phillips (2002).

Aghion, Caroli, and Garcia-Penalosa (1999).

See Piketty and Saez (2003).

Wolff (2000).

Wolff (2000). There has been some dispute about the evidence on changes in
wealth. Some have pointed to increases in the average (mean) net worth. This
of course does not imply that the median net worth rose. Cox and Alm (1999),
however, claim that median net worth increased from 1970 to 1995.

Mandel (1996).

Thurow (1999).

Mandel (1996).

Sennett (2006).

Krugman (2005).

Mandel (1996).

Mandel (1996).

Mandel (1996).

Collingwood (2003).

Mandel (1996).

Gottschalk and Smeeding (1997).

Luttwak (1999).

See Phillips (2002).
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e Notes

Phillips (2002).

Janny Scott (2005).

Janny Scott (2005).

See Phillips (2002).

Cox and Alm propose examining consumption instead, in which case, they
assert, the U.S. quality of life has improved considerably.

Hoynes, Page, and Stevens (2006).

For more details, see Luttwak (1999).

13 Culture and Values

. Tocqueville (1945), p. 136.
. George Orwell (1954).

3. Lipsett (1967) claims that the United States is the most religious among

0 N OV WA

10.
11.
12.
13.
14.
15.
16.
17.
18.

19.

Christian nations.

. The New York Times Almanac 1999 (1999).
. See Bork (1995).

See Brown (2005).
See Lipset (1967).

. Fukuyama (1995) points to the decline in trust in American society as a conse-

quence of the decline in associability that originally came about from America’s
Protestant sectarian heritage. Fukuyama sees potentially adverse consequences
for economic development in general and industrial organization in particular
as a result of the decline in trust levels.

. See Bell (1976).

Bell (1976).

Galbraith (1984).

See Blumberg (1989).

See, for example, Bork (1995) and Brooks (2000).

Luttwak (1999).

Bell (1976).

Heilbroner (1986) makes a similar argument.

Brown (2005).

Bell (1976); the author sees the search for a public philosophy akin to the search
for a sense of destiny noted by Thomas Jefferson in the formative years of the
United States.

Brown (2005).

14 Final Thoughts

. Some question these numbers because of differences in the measurement of

unemployment between European nations and the United States.

. Broadway and O’Mahony (2007) based on data from Angus Maddison.
. Nelson and Wright (1992).
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Notes

See Lipset (1967).

Landes (1999).

Thurow (1999).

See Nelson and Wright (1992).

Landes (1999).

See John (1997).

Nelson and Wright (1992).

Broadway and O’Mahony (2007).

Marris and Mueller (1980).

Marris and Mueller (1980).

Nelson and Wright (1992).

Putterman, Roemer, and Silvestre (1998).
See Acs and Gerlowski (1996).

Marris (1970).

Mueller (2008) has made similar recommendations.
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