%‘““‘“\N Ag Econ sxes
/‘ RESEARCH IN AGRICUITURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu

aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.

No endorsement of AgEcon Search or its fundraising activities by the author(s) of the following work or their
employer(s) is intended or implied.


https://shorturl.at/nIvhR
mailto:aesearch@umn.edu
http://ageconsearch.umn.edu/

UNIVERSITY OF CALIFORN?

Agricultural Economics Library

OUTLINE AND SELECTED READINGS FOR AAEA LEARNING WORKSHOP

|"MODERN POLITICAL ECONOMICS AND

ITS APPLICATION TO AGRICULTURAL ECONOMICS"

Wednesday, August 7, 1991
Annual Meeting of the American Agricultural Economics Association

Kansas State University, Manhattan, Kansas




Prox1%~ = 22207

Learning Workshop--1991
August 7, Manhattan, Kansas

"MODERN POLITICAL ECONOMICS AND

ITS APPLICATION TO AGRICULTURAL ECONOMICS" |

MORNING SESSION, 10:15 A.M., Tanya Roberts, presiding
"The Historical Underpinnings of Modern Political Economics,” Paul T. Heyne, University
of Washington

*The Economic Analysis of Government Behavior: Choices in the Public Arena,” Bruce
Yandle, Clemson University

"Political Economics and Other Disciplines,” Roger Noll, Stanford University
A Period of Open Discussion

Luncheon, K-State Union ‘
Speaker: Mancur Olson, University of Maryland
"The Political Economy of Agriculture"

AFTERNOON SESSION, 1:30 P.M., Paul W. Barkley, presiding
“Agriculture Policy and the Political Process," Bruce Gardner, USDA, on leave from

University of Maryland

"The Political Economics of Environmental Issues," Katherine Reichelderfer, Resources for
the Future

"Water and the Political Economy,” B. Delworth Gardner, Brigham Young University

A Period of Open Discussion

*Summary and Integration,” Paul W. Barkley, Washington State University




Submitted by Paul Heyne

Readings on

THE HISTORICAL UNDERPINNINGS OF POLITICAL ECONOMICS

Policy analysis in the broad manner of Adam Smith

Adam Smith. "Digression concerning the Corn Trade and Corn Laws," from Book
IV, Chapter v of The Wealth of Nations; the roots and results of "colonialism" from Part
Third in Chapter vii of Book IV of The Wealth of Nations (1776).

Policy analysis in the narrow manner of David Ricardo

David Ricardo. "On Wages" (1817). Chapter V from On the Principles of Political
Economy and Taxation.

Policy analysis by John Stuart Mill
John Stuart Mill. "The Corn Laws" (1825). Reprinted in The Collected Works of
John Stuart Mill, Volume IV: Essays on Economics and Society.

-Policy analysis by Alfred Marshall :
Alfred Marshall. "Where to House the London Poor" (1884). Reprinted in
Memorials of Alfred Marshall, edited by A.C. Pigou.

Policy Analysis by John Maynard Keynes .

John Maynard Keynes. "Concluding Notes on the Social Philosophy towards
which the General Theory Might Lead" (1936). Final chapter of The General Theory of
Employment, Interest and Money .

Joseph Schumpeter's seminal chapters on the "economics of democracy"
Joseph A. Schumpeter. "Socialism and Democracy" (1942). Part IV (Chapters
XX-XXIN) in Capitalism, Socialism and Democracy.

James Buchanan relates his work to "what has gone before"
James M. Buchanan. "Marginal Notes on Reading Political Philosophy" (1962).
Appendix 1 in James M. Buchanan and Gordon Tullock, The Calculus of Consent.

Gordon Tullock reviews theoretical antecedents
Gordon Tullock. "Theoretical Forerunners" (1962). Appendix 2 in James M.
Buchanan and Gordon Tullock, The Calculus of Consent.




As an introduction to "The Historical Underpinnings of Modemn
Political Economics," contrast the policy analysis characteristic of
contemporary economics with Adam Smith's approach in the
following two excerpts from The Wealth of Nations. . --PH

@Digression concerning the Corn Trade and Corn Laws®

1 I cannot conclude this chapter concerning bounties, without observing
that the praises which have been bestowed upon the law which establishes
the bounty upon the exportation of corn, and upon that system of regula-
tions which is connected with it, are altogether unmerited. A particular
examination of the nature of the corn trade, and of the principal British
laws which relate to it, will sufficiently demonstrate [291] the truth of this
assertion. The great importance of this subject must justify the length of
the digression. '

2 The trade of the corn merchant is composed of four different branches,
which, though they may sometimes be all carried on by the same person,
are in their own nature four separate and distinct trades. These are, first,
the trade of the inland dealer; secondly, that of the merchant importer for
home consumption; thirdly, that of the merchant exporter of home
produce for foreign consumption; and, fourthly, that of the merchant
carrier, or of the importer of corn in order to export it again.

3 I The interest of the inland dealer, and that of the great body of the
people, how opposite soever they may at first sight appear, are, even in
years of the greatest scarcity, exactly the same. It is his interest to raise the
price of his corn as high as the real scarcity of the season requires, and it
can never be his interest to raise it higher. By raising the price he dis-
courages the consumption, and puts every body more or less, but particu-
larly the inferior ranks of people, upon thrift and good management. If, by
raising it too high, he discourages the consumption so much that the supply
of the season is likely to go beyond the consumption of the season, and to
last for some time after the next crop begins to come in, he runs the hazard,
not only of losing a considerable part of his corn by natural causes, but of
being obliged to sell what remains of it for much less than what he might
have had [292] for it several months before. If by not raising the price high
enough he discourages the consumption so little, that the supply of the
season is likcly to fall short of the consumption. of the season, he not only
loses a part of the profit which he might otherwise have made, but he
exposes the pcople to suffer before the end of the season, instead of the
hardships of a dearth, the dreadful horrors of a famine. It is the interest of

e-a 2.6
following reference to bounties on exportation: “These in Scotland and England together

amount to about £300,000 a year; exclusive of the Bounty upon Corn which in some years
has amounted to a sum equal to all the other bounties.’ See above, I.xi.g.18.
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the people that their daily, weekly, and monthly consumption, should be
proportioned as exactly as possible to the supply of the season. The interest

. of the inland corn dealer is the same. By supplying them, as nearly as he can

judge, in this proportion, he is likely to sell all his corn for the highest price,
and with the greatest profit; and his knowledge of the state of the crop, and
of his daily, weekly, and monthly sales, enable him to judge, with more or
less accuracy, how far they really are supplied in this manner. Without
intending the interest of the people, he is necessarily led, by a regard to his
own interest, to treat them, even in years of scarcity, pretty much in the
same manner as the prudent master of a vessel is sometimes obliged to
treat his crew. When he foresees that provisions are likely to run short, he
puts them upon short allowance. Though from excess of caution he should
sometimes do this without any real necessity, yet all the inconveniencies
which his crew can thereby suffer are inconsiderable in comparison of the
danger, misery, and ruin, to which they might sometimes be exposed by a
less [293] provident conduct. Though from excess of avarice, in the same
manner, the inland corn merchant should sometimes raise the price of his
corn somewhat higher than the scarcity of thé season requires, yet all the
inconveniencies which the people can suffer from this conduct, which
effectually secures them from a famine in the end of the season, are in-
considerable in comparison of what they might have been exposed to by a
more liberal way of dealing in the beginning of it. The corn merchant
himself is likely to suffer the most by this excess of avarice; not only from
the indignation which it generally excites against him, but, though he
should escape the effects of this indignation, from the quantity of corn
which it necessarily leaves upon his hands in the end of the season, and
which, if the next season happens to prove favourable, he must always sell
for a much lower price than he might otherwise have had.

Were it possible, indeed, for one great company of merchants to possess
themselves of the whole crop of an extensive country, it might, perhaps, be
their interest to deal with it as the Dutch are said to do with the spiceries
of the Molluccas,! to destroy or throw away a considerable part of it, in
order to keep up the price of the rest. But it is scarce possible, even by the
violence of law, to establish such an extensive monopoly with regard to
corn; and, wherever the law leaves the trade free, it is of all commodities
the least liable to be engrossed or monopolized by the force of a few large
capitals, [294] which buy up the greater part of it. Not only its value far
exceeds what the capitals of a few private men are capable of purchasing,
but, supposing they were capable of purchasing it, the manner in which it is
produced renders this purchase altogether impracticable. As in every
civilized country it is the commodity of which the annual consumption is the
greatest, 30 a greater quantity of industry is annually employed in producing

‘ ' The same point is made at 1.xi.b.33 and IV.vii.c.101.
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corn than in producing any other commodity. When it first comes from the
ground too, it is necessarily divided among a greater number of owners
than any other commodity; and these owners can never be collected into
one place like a number of independent manufacturers, but are neces-
sarily scattered through all the different corners of the country. These first
owners cither immediately supply the consumers in their own neighbour-
hood, or they supply other inland dealers who supply those consumers. The
inland dealers in corn, therefore, including both the farmer and the baker,
are necessarily more numerous than the dealers in any other commodity,
and their dispersed situation renders it altogether impossible for them to
cnter into any gencral combination.? If in a year of scarcity thercfore, any
of them should find that he had a good deal more corn upon hand than, at
the current price, he could hope to dispose of before the end of the season,
he would never think of kceping up this price to his own loss, and to the
sole benefit of his rivals and compctitors, but would immediatcly lower
[295] it, in order to get rid of his corn before the new crop began to come in.
The same motives, the same interests, which would thus regulate the
conduct of any one dealer, would regulate that of every other, and oblige
them all in general to sell their corn at the price which, according to the
best of their judgment, was most suitable to the scarcity or plenty of the
season.

Whoever examines, with attention, the history of the dearths and famines
which have afflicted any part of Europe, during either the course of the

‘present or that of the two preceding centuries, of several of which we have
pretty exact accounts, will find, I believe, that a dearth never has arisen
from any combination among the inland dealers in corn, nor from any
other cause but a real scarcity, occasioned sometimes, perhaps, and in some
particular places, by the waste of war, but in by far the greatest number of
cases, by the fault of the seasons; and that a famine has never arisen from
any other cause but the violence of government attempting, by improper
means, to rcmedy the inconveniencies of a dearth.

In an extensive corn country, between all the different parts of which
there is a free commerce and communication, the scarcity occasioned by the
most unfavourable seasons can never be so great as to produce a famine;
and the scantiest crop, if managed with frugality and economy, will
maintain, through the year, the same number of people that are commonly
fed in a more affluent manner by one of moderate plenty. [296] The
seasons most unfavourable to the crop are those of excessive drought or
excessive rain. But, as corn grows equally upon high and low lands, upon
grounds that are disposed to be too wet, and upon those that are disposed to
be too dry, either the drought or the rain which is hurtful to one part of the

2 The problem of dispersed situation is frequently mentioned in the discussion of
economic power. See, for example, IV.ii.21, 1V.vii.b.24, and IV.viii.4, 34.
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country is favourable to another; and though both in the wet and in the dry
season the crop is a good deal less than in one more pmperly tempered,

yet in both what is lost in onc part of the country is in some measure
compensated by what is gained in the other. In rice countries, where the
crop not only requires a very moist soil, but where in a certain period of its
growing it must be laid under water, the effects of a drought are much
more dismal. Even in such countries, however, the drought is, perhaps,
scarce ever so universal as necessarily to occasion a famine, if the govern-

‘ment would allow a free trade. The drought in Bengal, a few years ago,

might probably have occasioned a very great dearth. Some improper regu-
lations, some injudicious restraints imposed by the servants of the East
India Company upon the rice trade, contributed, perhaps, to turn that
dearth into a famine.3

When the government, in order to remedy the inconveniencies of a
dearth, orders all the dealers to'sell their corn at what it supposes a reason-
able price, it cither hinders them from bringing it to market, which may
sometimes produce a famine even in the beginning of the season; or if they
bring it thither, it enables [297] the people, and thereby encourages them
to consume it so fast, as must necessarily produce a famine before the end
of the season. The unlimited, unrestrained freedom of the corn trade, as it
is the only effectual preventative of the miseries of a famine, so it is the best
palliative of the inconveniencies of a dearth; for the inconveniencies of a real
scarcity cannot be remedied; they can only be palliated. No trade deserves
more the full protection of the law, and no trade requires it so much;

‘because no trade is so much exposed to popular odium.

In years of scarcity the inferior ranks of people impute their distress to
the avarice of the corn merchant, who becomes the object of their hatred
and indignation. Instead of making profit upon such occasions, therefore,
he is often in danger of being utterly ruined, and of having his magazines
plundered and destroyed by their violence. It is in years of scarcity, how-
ever, when prices are high, that the corn merchant expects to make his
principal profit. He is generally in contract with some farmers to furnish
him for a certain number of years with a certain quantity of corn at a
certain price. This contract price is settled according to what is supposed
to be the moderate and reasonable, that is, the ordinary or average price,
which, before the late years of scarcity, was commonly about eight-and-
twenty-shillings for the quarter of wheat, and for that of other grain in
proportion. In years of scarcity, therefore, the corn merchant buys a great
part of his corn for the ordinary [298] price, and sells it for a much higher.
That this extraordinary profit, however, is no more than sufficient to put
his trade upon a fair level with other trades, and to compensate the many
losses which he sustains upon other occasions, both from the perishable

3 See below, 1V.vii.c.101.
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nature of the commodity itself, and from the frequent and unforeseen
fluctuations of its price, seems evident enough, from this single circum-
stance, that great fortunes are as seldom made in this as in any other trade.
The popular odium, however, which attends it in years of scarcity, the
only years in which it can be very profitable, renders people of character
and fortune averse to enter into it.4 It is abandoned to an inferior set of
dealers; and millers, bakers, mealmen, and meal factors, together with a
number of wretched hucksters, are almost the only middle people that, in
the home market, come between the grower and the consumer.

The ancient policy of Europe, instead of discountenancing this popular
odium against a trade so beneficial to the publick, seems, on the contrary,
to have authorised and encouraged it.

By the 5th and 6th of Edward VI. cap. 14.% it was enacted, That whoever
should buy any corn or grain with intent to sell it again, should be reputed
an unlawful engrosser, and should, for the first fault, suffer two months
imprisonment, and forfeit the value of the corn; for the second, suffer six
months imprisonment, and forfeit double the value; and for the third, be
set in the pillory, suffer imprisonment during the [299] king’s pleasure, and
forfeit all his goods and chattels.® The ancient policy of most other parts of
Europe was no better than that of England.

Our ancestors seem to have imagined that the people would buy their
corn cheaper of the farmer than of the corn merchant, who, they were
afraid, would require, over and above the price which he paid to the

-farmer, an exorbitant profit to himself. They endeavoured, therefore, to

annihilate his trade altogether. They even endeavoured to hinder as much as
possible any middle man of any kind from coming in between the grower
and the consumer; and this was the meaning of the many restraints which
they imposed upon the trade of those whom they called kidders or carriers

-of corn, a trade which nobody was allowed to exercise without a licence

ascertaining his qualifications as a man of probity and fair dealing. The
authority of three justices of the peace was, by the statute of Edward VI.
necessary, in order to grant this licence.” But even this restraint was after-
wards thought insufficient, and by a statute of Elizabeth, the privilege of
granting it was confined to the quarter-sessions.®

4 It is remarked above, I.x.b.34, in the discussion of ‘net advantages’, that of the five
circumstances which affect wages, only two are relevant in the determination of profits, the
agreeableness of the business and the risk involved. ’

$ s and 6 Edward VI, c. 14 (1551).

¢ See above, 11L.ii.21, and below, IV.v.b.26, where Smith compares the popular fear of
engrossing and forestalling with the terrors of witchcraft.

7 s and 6 Edward VI, c. 14, s. 5 (1551) allowed for-licensing and so made the act less
rather than more stringent. But in general the Act was aimed against regrators, forestallers,
and engrossers.

¢ s Elizabeth I, c. 12 (1562), by transferring the power of licensing to quarter sessions,
confirmed the impression of stringency in the provision for concessions.

12

13

14
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The antient policy of Europe endeavoured in this manner to regulate
agriculture, the great trade of the country, by maxims quite different from
those which it established with regard to manufactures, the great trade of
the towns. By leaving the farmer no other customers but either the
bconsumers® or ‘their® immediate factors, the kidders and carriers of corn,
it endeavoured to [300] force him to exercise the trade, not (.m.ly of a farmer,
but of a corn merchant or corn retailer. On the contrary, it in many cases
prohibited the manufacturer from exercising the trade of a shop-keeper, or
from selling his own goods by retail. It meant by the one lav»:' to promote the
general interest of the country, or to render corn cheap, w1thou.t, perhaps,
its being well understood how this was to be done. By the other it meant to
promote that of a particular order of men, the shopkeepers, who W9uld be
so much undersold by the manufacturer, it was supposed, that their trade -
would be ruined if he was allowed to retail at all.

"The manufacturer, however, though he had been allowed to keep a
shop, and to sell his own goods by retail, could not lzave undersold the
common shopkeeper. Whatever part of his capital he might have placed in
his shop, he must have withdrawn it from his manufacture. In order to
carry on his business on a level with that of other people, as he must have _
had the profit of a manufacturer on the one part, so he must have hafl that
of a shopkeeper upon the other. Let us suppose, for c;fample, that in the
particular town where he lived, ten per cent. was t.he or.dmary profit both of
manufacturing and shopkeeping stock; he must in .thls.case have charged
upon every piece of his own goods which he §old in his shop, 2 profit of
twenty per cent. When he carried them from his workhouse to his shop, he
must have valued them at the price for which he could have sold them to a
[301] dealer or shopkeeper, who would have bought the:m by wholwrle.
If he valued them lower, he lost a part of the profit of his manufacturing
capital. When again he sold them from his shop, unless he got the same
price at which a shopkeeper would have sold them, he lost a part of the
profit of his shopkeeping capital. Though he might appear, therefore, to
make a double profit upon the same piece of goods, yet as these goods made
successively a part of two distinct capitals, he m-ade but a single prof.it
upon the whole capital employed about them; and if he tpade l.ess than this
profit, he was a loser, or did not employ his whole capital with the same
advantage as the greater part of his neighbours. )

What the manufacturer was prohibited to do, the farmer was in some
measure enjoined to do; to divide his capital between two different empl?y-
ments; to keep one part of it in his granaries and stack yard, for supplymg
the occasional demands of the market; and to employ the other in the
cultivation of his land. But as he could not afford to employ .the latter for
less than the ordinary profits of farming stock, so he could as little afford to

- consumer I c< his 1
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employ the former for less than the ordinary profits of mercantile stock.
Whether the stock which really carried on the business of the corn mer-
chant belonged to the person who was called a farmer, or t6 the person who
was called a corn merchant, an equal profit was in both cases requisite, in

order to indemnify its owner for employing it in this manner; in order to

put his business upon a level with other [302] trades, and in order to
hinder him from having an interest to change it as soon as possible for some
other. The farmer, therefore, who was thus forced to exercise the trade of a
corn merchant, could not afford to sell his corn cheaper than any other corn
merchant would have been obliged to do in the case of a free competition.
The dealer who can employ his whole stock in one single branch of
business, has an advantage of the same kind with the workman who can
employ his whole labour in one single operation.® As the latter acquires a
dexterity which enables him, with the same two hands, to perform a much
greater quantity of work; so the former acquires so easy and ready a
method of transacting his business, of buying and disposing of his goods,
that with the same capital he can transact a much greater quantity of
business. As the one can commonly afford his work a good deal cheaper,
so the other can commonly afford his goods somewhat cheaper than if his
stock and attention were both employed about a greater variety of objects.
The greater part of manufacturers could not afford to retail their own
goods so cheap as a vigilant and active shop-keeper, whose sole business it
was to buy them by wholesale, and to retail them again. The greater part of
farmers could still less afford to retail their own corn, %or? to supply the
inhabitants of a town, at perhaps four or five miles distance from the
greater part of them, so cheap as a vigilant and active corn merchant, whose
[303] sole business it was to purchase corn by wholesale, to collect it into a
great magazine, and to retail it again,
The law which prohibited the manufacturer from exercising the trade of
a shopkeeper, endeavoured to force this division in the employment of
stock to go on faster than it might otherwise have done. The law which
‘obliged the farmer to exercise the trade of a corn merchant, endeavoured to
hinder it from going on so fast. Both laws were evident violations of natural
liberty, and therefore unjust; and they were both too as impolitick as they
were unjust. It is the interest of every society, that things of this kind
should never either be forced or obstructed. The man who employs either
his labour or his stock in a greater variety of ways than his situation renders
necessary, can never hurt his neighbour by underselling him. He may hurt
himself, and he generally does so. Jack of all trades will never be rich, says

4-4 om, 46

- Smith comments on the advantages accruing to the London merchant dealing in a
single type of linen, as compared to his counterpart in Glasgow or Aberdeen who might
handle goods from Scotland, Ireland and Hamburg. See above, 32 n. 6.
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the proverb. But the law ought always to trust people with the care of their
own interest, as in their local situations they must generally be able to
judge better of it than the legislator can do.!® The law, however, which
obliged the farmer to exercise the trade of a corn merchant, was by far the
most pernicious of the two.

It obstructed, not only that division in the employment of stock which is
so advantageous to every society, but it obstructed likewise the improve-
ment and cultivation of the land. By obliging the farmer to carry on two
trades in-[304]stead of one, it forced him to divide his capital into two
parts, of which one only could be employed in cultivation. But if he had
been at liberty to sell his whole crop to a corn merchant as fast as he could
thresh it out, his whole capital might have returned immediately to the land,
and have been employed in buying more cattle, and hiring more servants,
in order to improve and cultivate it better. But by being obliged to sell his
corn by retail, he was obliged to keep a great part of his capital in his
granaries and stack yard through the year, and could not, therefore, culti-
vate so well as with the same capital he might otherwise have done. This
law, therefore, necessarily obstructed the improvement of the land, and,
instead of tending to render corn cheaper, must have tended to render it
scarcer, and therefore dearer, than it would otherwise have been.

After the business of the farmer, that of the corn merchant is in reality
the trade which, if properly protected and encouraged, would contribute
the most to the raising of corn. It would support the trade of the farmer in
the same manner as the trade of the wholesale dealer supports that of the
manufacturer.

The wholesale dealer, by affording a ready market to the manufacturer,
by taking his goods off his hand as fast as he can make them, and by some-
times even advancing their price to him before he has made them, enables
him to keep his whole capital, and sometimes even more than his whole
capital, constantly employed in manu-[305]facturing, and consequently to
manufacture a much greater quantity of goods than if he was obliged to
dispose of them himself to the immediate consumers, or even to the re-
tailers. As the capital of the wholesale merchant too is generally sufficient
to replace that of many manufacturers, this intercourse between him and
them interests the owner of a large capital to support the owners of a great
number of small ones, and to assist them in those losses and misfortunes
which might otherwise prove ruinous to them.

An intercourse of the same kind universally established between the
farmers and the corn merchants, would be attended with effects equally
beneficial to the farmer. They would be enabled to keep their whole
capitals, and even more than their whole capitals, constantly employed in
cultivation. In case of any of those accidents, to which no trade is more

10 Similar sentiments are expressed, for example, at 1V.ii.10, IV.v.b.43, and IV.ix.g1.
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liable than theirs, they would find in their ordinary customer, the wealthy
corn merchant, a person who had both an interest to support them, and the
ability to do it, and they would not, as at present, be entirely dependent
upon the forbearance of their landlord, or the mercy of his steward. Were
it possible, as perhaps it is not, to establish this intercourse universally,
and all at once, were it possible to turn all at once the whole farming stock
of the kingdom to its proper business, the cultivation of land, withdrawing
it from every other employment into which any part of it may be at present
diverted,! and were it possible, in order to support and assist upon occa-
sion the [306] operations of this great stock, to provide all at once another
stock almost equally great, it is not perhaps very easy to imagine how great,
how extensive, and how sudden would be the improvement which this
change of circumstances would alone produce upon the whole face of the
country. :

The statute of Edward VI.,? therefore, by prohibiting as much as
possible any middle man from coming in between the grower and the
consumer, endeavoured to annihilate a trade, of which the free exercise is
not only the best palliative of the inconveniencies of a dearth, but the best
preventative of that calamity: after the trade of the farmer, no trade con-
tributing so much to the growing of corn as that of the corn merchant.

The rigour of this law was afterwards softened by several subsequent
statutes, which successively permitted the engrossing of corn when the
price of wheat should not exceed twenty, twenty-four, thirty-two, and
forty shillings the quarter. At last, by the 15th of Charles II. c. 7. the
engrossing or buying of corn in order to sell it again, as long as the price of
wheat did not exceed forty-eight shillings the quarter, and that of other
grain in proportion, was declared lawful to all persons not being fore-
stallers, that is, not selling again in the same market within three months.!3
All the freedom which' the trade of the inland corn dealer has ever yet
enjoyed, was bestowed upon it by this statute.!* The statute of the twelfth

1 It is pointed out at ILv.37 that agriculture was ‘almost every where capable of
absorbing a much greater capital than has ever yet been employed in it’.

12 g and 6 Edward VI, c. 14 (1551).

13 See above, 11.v.10, where the productive role of the merchant is explained.

14 Smith’s use of statutes in support of his argument in this paragraph is confusing.
5 and 6 Edward VI, c. 14 (1551) held ‘it shall be lawful to every person or persons not fore-
stalling, to buy engross and keep in his or thcir garners or houses such corn of the kind
aforcsaid’: wheat at 6s. 8d. a quarter and other grain at related prices. The distinction was
thus made clear, and was confirmed by 5 Elizabeth I, c. 12 (1562); between a forestaller as
someone who bought or tried to influence the price of commodities on their way to market,
a regrator who bought and sold grain in a market within a radius of four miles, and
engrosscrs who bought growing corn. In 15 Charles 1, c. 7 (1663) the provisions of 5 and 6
Edward VI, c. 14 were repeated but in a way which led to the confusion in the text between
forestallers and regrators: ‘It shall be lawfull for all and every person and persons (not
forestalling nor selling the same in the same Market within three Months after the buying

thereof) to buy in open Market, and to lay up and keepin his and their Graineries or Houses.’
[continues)
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of the present king, which repeals almost [307] all the other ancient laws
against engrossers and forestallers, does not repeal the restrictions of this
particular statute, which therefore still continue in force.!s

This statute, however, authorises in some measure two very absurd
popular prejudices.

First, it supposes that when the price of wheat has risen so high as forty-
eight shillings the quarter, and that of other grain in proportion, corn is
likely to be so engrossed as to hurt the people. But from what has been
already said, it seems evident enough that corn can at no price be so en-
grossed by the inland dealers as to hurt the people: and forty-eight shillings
the quarter besides, though it may be considered as a very high price, yet in
years of scarcity it is a price which frequently takes place immediately after
harvest, when scarce any part of the new crop can be sold off, and when itis
impossible even for ignorance to suppose that any part of it can be so
engrossed as to hurt the people.

Secondly, it supposes that there is a certain price at which corn is
likely to be forestalled, that is, bought up in order to be sold again soon
after in the same market, so as to hurt the people. But if a merchant ever
buys up corn, either going to a particular market or in a particular market,
in order to sell it again soon after in the same market, it must be because he
judges that the market cannot be so liberally supplied through the whole
season as upon that particular occasion, and that the price, therefore,
must [308] soon rise. If he judges wrong in this, and if the price does not
rise, he not only loses the whole profit of the stock which he employs in this
manner, but a part of the stock itself, by the expence and loss which
necessarily attend® the storing and keeping of corn. He hurts himself,
therefore, much more essentially than he can hurt even the particular people
whom he may hinder from supplying themselves upon that particular market
day, because they may afterwards supply themselves just as cheap upon
any other market day. If he judges right, instead of hurting the great body
of the people, he renders them a most important service. By making them
feel the inconveniencies of a dearth somewhat earlier than they otherwise
might do, he prevents their feeling them afterwards so severely as they
certainly would do, if the cheapness of price encouraged them to consume
faster than suited the real scarcity of the season. When the scarcity is real,

¢ gttends 1-2

The various statutes determining the prices at which engrossing was permitted are
difficult to trace. Smith may have been thinking of statutes which permitted exportation at
certain prices. He refers to these statutes at IV.v.b.37, 38.

13 It is doubtful if Smith’s interpretation of 12 George 111, c. 71 (1772) is wholly valid.
The Act was a gencral statute repcaling several laws against engrossers. 1§ Charles I1,c. 7
(1663) was not repealed until 10 Edward 7 and 1 George V, c. 8, s. 96 (1910), but the
effectiveness of its restrictions on forestallers after the enactment of 12 George Il,c.71is
difficult to see.
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the best thing that can be done for the people is to divide the incon-
veniencies of it as equally as possible through all the different months, and
weeks, and days of the year. The interest of the corn merchant makes him
study to do this as exactly as he can; and as no other person can have either
the same interest, or the same knowledge, or the same abilitics to do it so
exactly as he, this most important operation of commerce ought to be
trusted entirely to him; or, in other words, the corn trade, so far at least as
concerns the supply of the home-market, ought to be left perfectly free.

[309] The popular fear of engrossing and forestalling may be compared to
the popular terrors and suspicions of witchcraft.!s The unfortunate wretches
accused of this latter crime were not more innocent of the misfortunes
imputed to them, than those who have been accused of the former. The law
which put an end to all prosecutions against witchcraft, which put it out of
any man’s power to gratify his own malice by accusing his neighbour of
that imaginary crime, seems effectually to have put an end to those fears
and suspicions, by taking away the great cause which encouraged and
supported them. The law which should restore entire freedom to the
inland trade of corn, would probably prove as effectual to put an end to the
popular fears of engrossing and forestalling.

The 15th of Charles II. c. 7. however, with all its imperfections, has
perhaps contributed more both to the plentiful supply of the home market,
and to the increase of tillage, than any other law in the statute book. It is
from this law that the inland corn trade has derived all the liberty and
protection which it has ever yet enjoyed; and both the supply of the home
market, and the interest of tillage, are much more effectually promoted by
the inland, than either by the importation or exportation trade.

The proportion of the average quantity of all sorts of grain imported into
Great Britain to that of all sorts of grain consumed, it has been computed
by the author of the tracts upon the corn trade, does not exceed that of one
to five hun-[310]dred and seventy.!” For supplying the home market,
therefore, the importance of the inland trade must be to that of the impor-
tation trade as five hundred and seventy to one.

The average quantity of all sorts of grain exported from Great Britain
does not, according to the same author, exceed the one-and-thirtieth part
of the annual produce.!® For the encouragement of tillage, therefore, by
providing a market for the home produce, the importance of the inland
trade must be to that of the exportation trade as thirty to one.

I have no great faith in political arithmetick, and I mean not to warrant

16 See above, § 10, and also 11Lii.21, where the law.;. affecting engrossing are described as
‘absurd’,

17 Charles Smith, ThreeTracts on the Corn Trade and Corn Laws (1766), 145. Sec above,
1V.ii.20, and 1V.v.a.8.

18 Ibid. 144. See above, 1V.ii.20 and 1V.v.a.8.
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the exactness of cither of these computations'®. I mention them only in
order to show of how much less consequence, in the opinion of the most
judicious and expericnced persons, the foreign trade of corn is than the
home trade. The great cheapness of corn in the years immediately pre-
ceding the establishment of the bounty, may perhaps, with reason, be
ascribed in some measure to the operation of this statute of Charles II.,
which had been enactcd about five-and-twenty years before, and which had
therefore full time to produce its effect.

A very few words will sufficiently explain all that T have to say concerning
the other three branches of the corn trade.

II. The trade of the merchant importer of foreign corn for home con-
sumption, evidently contributes to the immediate supply of the home
market, and must so far be immediately bene-[311]ficial to the great body
of the people. It tends, indeed, to lower somewhat the average money price
of corn, but not to diminish its real value, or the quantity of labour which it
is capable of maintaining. If importation was at all times free, our farmers
and country gentlemen would, probably, one year with another, get less
money for their corn than they do at present, when importation is at most

. times in effect prohibited; but the money which they got would be of more

value, would buy more goods of all other kinds, and would employ more
labour. Their real wealth, their real revenue, therefore, would be the same
as at present, though it might be expressed by a smaller quantity of silver;
and they would neither be disabled nor discouraged from cultivating corn
as much as they do at present. On the contrary, as the rise in the real value
of silver, in consequence of lowering the money price of corn, lowers
somewhat the moncey price of all other commodities, it gives the industry
of the country, where it takes place, some advantage in all foreign markets,
and thereby tends to encourage and increase that industry. But the extent
of the home market for corn must be in proportion to the general industry
of the country where it grows, or to the number of those who produce
something else, and therefore have something else, or what comes to the
same thing, the price of something else, to give in exchange for corn. But in

19 Cantillon remarked: ‘There is no branch of knowledge in which one is more subject
to error than Statistics when they are left to imagination, and none moredemonstrable when
they are based upon detailed facts.’ (Essai, 175, ed. Higgs 133.) In Letter 249 addressed to
George Chalmers, dated 10 November 1785, Smith commented that he had ‘little faith in
Political Arithmetic’ and cited as an example the difficulties which had encumbered
Alexander Webster's attempt to offer an accurate account of the population of Scotland.
Webster (1707-84) had prepared An Account of the Numbers of People in Scotland in the
year 1755 (1755; reprinted in J. G. Kyd, Scottish Population Statistics, Scottish Historical
Society Publication, 3rd series, xliii (Edinburgh, 1952)). In the samc letter, Smith referred
to Webster as ‘of all the men I have ever known, the most skilful in Politic Arithmetic’.
Despite his reservations about political arithmctic Smith was able to refer to the ‘ever
honoured’ Sir William Petty, in Letter 30 addressed to Lord Shelburne, dated 4 April

1759.
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every country the home market, as it is the nearest and most convenient,
so is it likewise the greatest and most important market for corn. That rise
in the [312] real value of silver, therefore, which is the effect of lowering
the average money price of corn, tends to enlarge the greatest and most
important market for corn, and thereby to encourage, instead of dis-
couraging, its growth. .

By the 22d of Charles II. c. 13. the importation of wheat, whenever the
price in the home market did not exceed fifty-three shillings and four pence
the quarter, was subjected to a duty of sixteen shillings the quarter; and
to a duty of cight shillings whenever the price did not exceed four
pounds.2? The former of these two prices has, for more than a century
past, taken place only in times of very great scarcity; and the latter has,
so far as I know, not taken place at all. Yet, till wheat had risen above
this latter price, it was by this statute subjected to a very high duty; and, till
it had risen above the former, to a.duty which amounted to a prohibition.
"The importation of other sorts of grain was restrained ‘at rates, and’ by
duties?, in proportion to the value of the grain, almost equally? high*. [313]
iSubsequent laws still further increased those duties.!

The distress which, in years of scarcity, the strict execution of ’those
laws’ might have brought upon the people, would probably have been very
great. But, upon such occasions, its execution was generally suspended
by temporary statutes, which permitted, for a limited time, the importation
of foreign corn.2! The necessity of these temporary statutes sufficiently
demonstrates the impropriety of this general one. :

e Before the 13th of the present king, the following were the duties payable upon the
importation of the different sorts of grain:

Grain. " Duties, Duties. Duties.
Beans to 28s. per qr. 19s. 10d. after till 4os. 16s. 8d. then 12d.
Barley to 28s. 19s. 10d. 32s. 16s. 12d.
Malt is prohibited by the annual Malt-tax Bill.
QOats to 16s. ss. 10d. after 9id.
Pease to 40s. 16s. od. after 93d.
Rye to 36s. 19s. 10d. till 40s. 16s. 8d. then 12d.

Wheat to 44s. 21s. od. till 53s. 4d. 17s. then 8s.
till 4 1. and after that about 1s. 4d.
Buck wheat to 32s. per qr. to pay 16s.

These different duties were imposed, partly by the 22d of Charles I1. in place of the Old
Subsidy, partly by the New Subsidy, by the One-third and Two-thirds Subsidy, and by the
Subsidy 1747.* [Smith has apparently taken his table from Charles Smith, Three Tracts
on the Corn Trade and Corn Laws, 83. Charles Smith claims to have taken his from H.
Saxby, The British Customs, but, apart from some inconsistencies in the rounding off of
some very unwicldy fractions, Charles Smith miscopied some items from Saxby. The table
is dervied from Saxby, 111-14.]

1-1 2-6 -9 proportionably r Ak 26 - 3-6

0 See above, 11Liv.20, IV.ii.1, IV.ii.16, IV.v.a.23, and below, 1V.v.b.37-8, IV.vii.b.33,
V.ii.k.13.

1 See below, § 38.

-1 this statute 1-2
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These restraints upon importation, though prior to the establishment
of t.he bounty, were dictated by the same spirit, by the same principles
which afterwards enacted that regulation. How hurtful soever in them-,
selves, these or some other restraints upon importation became necessary
in consequence of that regulation. If, when wheat was either below forty-
eight ‘shlllings the quarter, or not much above it, foreign corn could have
been imported either duty free, or upon paying only a small duty, it might
have becr.n exported again, with the benefit of the bounty, to the great loss of
the publick revenue, and to the entire perversion of the institution, of

which the object was to extend the market for the home growth, not that

for the growth of foreign countries. -

lll.. The trade of the merchant exporter of corn for foreign consumption
certainly does not contribute directly to the plentiful supply of the home’
market. It does so, however, indirectly. From whatever source this supply.
may be 1.Jsu_ally [314] drawn, whether from home growth or from foreign
importation, unless more corn is either usually grown, or usually imported
into the country, than what is usually consumed in it, the supply of the
hon.\_e market can never be very plentiful. But, unless the surplus can, in all
ordmary.cases, be exported, the growers will be careful never to grow more
and the importers never to import more, than what the bare consumptior;
of th.e ho.mc market requires. That market will very seldom be overstocked;
but it vynll g?nerally be understocked, the people, whose business it is to’
supply it, being generally afraid lest their goods should be left upon their
harfds. The prohibition of exportation limits the improvement and culti-
vation of the country to what the supply of its own inhabitants requires.
The freedom of exportation enables it to extend * cultivation for the supply
of foreign nations.

By the 12th of Charles II. c. 4.22 the exportation of corn was permitted
whenever the price of wheat did not exceed forty shillings the quarter, and
t.hat of other grain in proportion. By the 15th of the same prince 2 this
liberty was extended till the price of wheat exceeded forty-eight s!;illings
the quarter; and by the 22d,2¢ to all higher prices. A poundage, indeed, was
to be paid to the king upon such exportation. But all grain was rated so low
m.tl}e book of rates, that this poundage amounted only upon wheat to a
shilling, upon oats to four-pence, and upon all other grain to six-pence the
quarter. By the 1st of William and Mary,?" the act which established [315]
the bounty, this small duty was virtually taken off whenever the price of

kits 1-2

2 See above, 1V.iv.3, and below, 1V.viii.41 and V.ii.k.23-
: 15 g’}:arllcsll[l, c. 7 (1663). See above, 1V.v.b.22., ™
22 Charles 11, c. 13 (1670). See above, I1l.iv.20, I V.ii. i ;
o belo?v,‘ ool N L Ay iv.20 i t,.IV.u.x6, IV.v.a.23,IV.v.b.33;
3% 1 William and Mary, c. 12 (1688). See also L.xi.g.4, I1Liv.20, IV.v.a.8, V.ii.k.13.
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wheat did not exceed forty-eight shillings the quarter; and by the 11th and
12th of William III. c. zo. it was expressly taken off at all higher prices.?

The trade of the merchant exporter was, in this manner, not only
encouraged by a bounty, but rendered much more free than that of the
inland dealer. By the last of these statutes, corn could be engrossed at any
price for exportation; but it could not be engrossed for inland sale, except
when the price did not exceed forty-eight shillings the quarter.?’ The in-
terest of the inland dealer, however, it has already been shown, can never
be opposite to that of the great body of the people. That of the merchant
exporter may, and in fact sometimes is. If, while his own country labours
under a dearth, a neighbouring country should be afflicted with a famine, it
might be his interest to carry corn to the latter country in such quantities as
might very much aggravate the calamities of the dearth. The plentiful supply
of the home market was not the direct object of those statutes;?® but, under
the pretence of encouraging agriculture, to raise the money price of corn as
high as possible, and thereby to occasion, as much as possible, a constant
dearth in the home market. By the discouragement of importation, the
supply of that market, even in times of great scarcity, was confined to the
home growth; and by the encouragement of exportation, when the price
was so high as forty-eight shillings the quarter, that [316] market was not,
even in times of considerable scarcity, allowed to enjoy the whole of that
growth. The temporary laws, prohibiting for a limited time the exportation

of corn, and taking off for a limited time the duties upon its importation,
"expedients to which Great Britain has been obliged so frequently to have

recourse,? sufficiently demonstrate the impropriety of her general system.
Had that system been good, she would not so frequently have been reduced
to the necessity of departing from it.

Were all nations to follow the liberal system of free exportation and free
importation, the different states into which a great continent was divided

would so far resemble the different provinces of a great empire. As among

the different provinces of a great empire the freedom of the inland trade
appears, both from reason and experience, not only the best palliative of a
dearth, but the most effectual preventative of a famine; so would the
freedom of the exportation and importation trade be among the different
states into which a great continent was divided. The larger the continent,

26 11 William 111, c. 20 (1698) in Statutes of the Realm, vii.610-11; 11 and 12 William
111, c. 20 in Ruffhead’s edition.

11 Because of 1§ Charles 11, c. 7 (1663). See above, IV.v.b.22 and 37.

8 See above, I1l.iv.20, IV.ii.1,16, 1V.v.a.23, IV.v.b.33; and below, IV.vii.b.33 and
V.ik.13.

» ln:;ns Three Tracts on the Corn Trade, 44-5, C. Smith lists the major statutes about
corn from 1534 to 1766 and then comments that ‘although the Bounty hath been before
suspended, and the Exportation’ prohibited, yet, till 1757, the Importation was never
allowed duty free’ (46). The statutc to which he refers is 30 George II, c. 7 ( 1757), which
allowed imports duty free until 25 August 1757.
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the easier the communication through all the different parts of it, both by
land and by water, the less would any one particular part of it ever be
exposed to either of these calamities, the scarcity of any one country being
more likely to be relieved by the plenty of some other. But very few countries
have entirely adopted this liberal system. The freedom of the corn trade is
almost every where more or less restrained, and, [317] in many countries, is
confined by such absurd regulations, as frequently aggravate the un-
avoidable misfortune of a dearth, into the dreadful calamity of a famine.
The demand of such countries for corn may frequently become so great
and so urgent, that a small state in their neighbourhood, which happened at
the same time to be labouring under some degree of dearth, could not
venture to supply them without exposing itself to the like dreadful cala-
mity. The very bad policy of one country may thus render it in some
measure dangerous and imprudent to establish what would otherwise be the
best policy in another. The unlimited freedom of exportation, however,
would be much less dangerous in great states, in which the growth being
much greater, the supply could seldom be much affected by any quantity
of corn that was likely to be exported. In a Swiss canton, or in some of the
little states of Italy, it may, perhaps, sometimes be necessary to restrain the
exportation of corn. In such great countries as France or England it scarce
ever can. To hinder, besides, the farmer from sending his goods at all times
to the best market, is evidently to sacrifice the ordinary laws of justice to an
idea of publick utility, to a sort of reasons of state; an act of legislative
authority which ought to be exercised only, which can be pardoned only in
cases of the most urgent necessity. The price at which the exportation of
corn is prohlbxted if it is ever to be prohlbtted ought always to be a very
high price.

[318] The laws concerning corn may every where be compared to the
laws concerning religion. The people feel themselves so much interested in
what relates either to their subsistence in this life, or to their happinessina
life to come, that government must yield to their prejudices, and, in order to
preserve the publick tranquillity, establish that system which they approve
of. It is upon this account, perhaps, that we so seldom find a reasonable
system established with regard to either of those two capital objects.®®

1V. The trade of the merchant carrier, or of the importer of foreign corn
in order to export it again, contributes to the plentiful supply of the home
market. It is not indeed the direct purpose of his trade to sell his corn there.
But he will generally be willing to do so, and even for a good deal less
money than he might expect in a foreign market; because he saves in this
manner the expence of loading and unloading, of freight and insurance.
The inhabitants of the country which, by means of the carrying trade,

the Wealth of Nations

3 It is pointed out below, V.i.g.8, that posf(ive law with regard to religion will always
be ‘morc or less influenced by popular superstition and enthusiasm’.
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becomes the magazine and storchouse for the supply of other countries,
can very seldom be in want themselves. Though the carrying trade 'might!
thus contribute to reduce the average money price of corn in the home
market, it would not thereby lower its real value. It would only raise some-
what the real value of silver.

The carrying trade was in effect prohibited in Great Britain, upon all
ordinary occasions, by the high duties upon the importation of foreign
[319] corn™, of the greater part of which there was no drawback™; and
upon extraordinary occasions, when a scarcity made it necessary to suspend
those duties by temporary statutes, exportation was always prohibited. By
this system of laws, therefore, the carrying trade was in effect prohibited
upon all occasions.

That system of laws, therefore, which is connected with the establish-
ment of the bounty, seems to deserve no part of the praise which has been
bestowed upon it. The improvement and prosperity of Great Britain,
which has been so often ascribed to those laws, may very easily be accounted
for by other causes. That security which the laws in Great Britain give to
every man that he shall enjoy the fruits of his own labour, is alone suffi-
cient to make any country flourish, notwithstanding these and twenty other
absurd regulations of commerce; and this security was perfected by the
revolution, much about the same time that the bounty was established.?!
The natural effort of every individual to better his own condition,’? when
suffered to exert itself with freedom and security, is so powerful a prin-
ciple, that it is alone, and without any assistance, not only capable of
carrying on the society to wealth and prosperity, but of surmounting a
hundred impertinent obstructions with which the folly of human laws too
often incumbers its operations; though the effect of these obstructions is
always more or less either to encroach upon its freedom, or to diminish its
security. In Great Britain industry is perfectly secure; and though [320] it
is far from being perfectly free, it is as free or freer than in any other part of
Europe. '

! must 6 m-m 2-6

31 The link between personal security and economic growth is mentioned at I1.i.30, and
applied in explaining the rapid rate of growth attained in England, for example, at 11.iii.36
and IV.vii.c.54. The same point is made with reference to the English colonies at IV.vii.b.
s1ff.
32 The term ‘bettering our condition’ occurs frequently, for example, at ILiii.28,
I1Liii.12, and IV.ix.28. Hume in his essay, ‘Of Commerce’, provides a rather interesting
contrast with this passage: ‘The poverty of the common people is a natural, if not an
infallible effect of absolute monarchy; though I doubt, whether it be always true, on the
other hand, that their riches are an infallible result of liberty. Liberty must be attended with
particular accidents, and a certain turn of thinking, in order to produce that effect.” He
continues: ‘Where the labourers and artisans are accustomed to work for low wages, and to
retain but a small part of the fruits of their labour, it is difficult for them, even in a free
government, to better their condition . . ." (Essays Moral, Political, and Literary, ed.
'Green and Grose, i.297.)
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Though the period of the greatest prosperity and improvement of
Great Britain, has been posterior to that system of laws which is connected
with the bounty, we must not upon that account impute it to those laws. It
has been posterior likewise to the national debt. But the national debt has
most assuredly not been the cause of it.3

Though the system of laws which is connected with the bounty, has
exactly the same tendency with the police of Spain and Portugal; to lower
somewhat the value of the precious metals in the country where it takes
place; yet Great Britain is certainly one of the richest countries in Europe,
while Spain and Portugal are perhaps among the most beggarly. This
difference of situation, however, may easily be accounted for from two
different causes. First, the tax in Spain, the prohibition in Portugal of
exporting gold and silver,3 and the vigilant police which watches over the
execution of those laws, must, in two very poor countries, which between

them import annually upwards of six millions sterling,3 operate, not only

more directly, but much more forcibly in reducing the value of those
metals there, than the corn laws can do in Great Britain. And, secondly,
this bad policy is not in those countries counter-balanced by the general
liberty and security of the people. Industry is there neither free nor secure,
and the civil and ecclesiastical governments of both Spain [321] and
Portugal, are such as would alone be sufficient to perpetuate their present
state of poverty, even though their regulations of commerce were as wise
as the greater part of them are absurd and foolish.

The 13th of the present king, c. 43.3 seems to have established a new
system with regard to the corn laws, in many respects better than the
ancient one, but in one "or two respects® perhaps not quite so good.

By this statute the high duties upon importation for home consumption
are taken off °s0° soon as the price of Pmiddling wheat rises to® forty-eight
shillings the quarter; that of middling rye, pease or beans, to thirty-two
shillings; that of barley to twenty-four shillings; and that of oats to sixteen
shillings;? and instead of them a small duty is imposed of only six-pence
upon the quarter of wheat, and upon that of other grain in proportion.
"With regard to all these different sorts of grain, but particularly with
regard to wheat, the home market is thus opened to foreign supplies at
prices considerably lower than" before.

By the same statute the old bounty of five shillings upon the *exportation*
of wheat ceases ‘so soon as the price rises to forty-four shillings the quarter,

"= respect I 0% ag 1 ?-? wheat is so high as r -1 2.6

=" The home market is in this manner not so totally excluded from foreign supplies as it

was I . *~% quarter 1
-t when the price rises so high as forty-four shillings, and upon that of other grain in

. ’\’, $_x-nith discusses the impact of a large and growing national debt on economic growth
in V.iii.
3¢ See above, IV.v.a.19.

¥ See above, I.xi.g.33. 38 13 George 11, c. 43 (1772).
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instead of forty-eight, the price at which it ceased before; that of two
shillings and six-pence upon the exportation of barley ceases so soon as the
price rises to twenty-two shillings, instead of twenty-four, the price at
which it [322] ceased before; that of two shillings and sixpence upon the
exportation of oatmeal ceases so soon as the price rises to fourteen shillings,
instead of fifteen, the price at which it ceased before. The bounty upon rye
is reduced from three shillings and sixpence to three shillings, and it
ceases so soon as the price rises to twenty-eight shillings, instead of thirty-
two, the price at which it ceased before.t If bounties are as improper as I
have endeavoured to prove them to be, the sooner they cease, and the lower
they are, so much the better.

The same statute permits, at “the lowest* prices, the importation of

corn, in order to be exported again, duty free, provided it is in the mean
time lodged in Ya warehouse under the joint locks of the king and the
importer®. This liberty, indeed, extends to no more than twenty-five of the
different ports of Great Britain. They are, however, the principal ones, and
there may not, perhaps, be warehouses proper for this purposc in the greater
part of the others.”

So far this law seems evidently an improvement upon the antient
system. :

*But by the same law a bounty of two shillings the quarter is given for the
exportation of oats whenever the price does not exceed fourteen shillings.
No bounty had ever been given before for the exportation of this grain,
no more than for that of peas or beans.”

vBy the same law too, the exportation of wheat is prohibited so soon as
the price rises to forty-[323]four shillings the quarter; that of rye so soon
as it rises to twenty-eight shillings; that of barley so soon as it rises to

twenty-two shillings; and that of oatssosoon as they rise to fourteenshillings.

Those several prices seem all of them a good deal too low, and there seems
to be an impropriety, besides, in prohibiting exportation altogether at
those precise prices’ at which that bounty, which was given in order to
force it, is withdrawn. The bounty ought certainly either to have been
withdrawn at 2 much lower price, or exportation ought to have been
allowed at a much higher.

So far, therefore, this law seems to be inferior to the antient system.

proportion. The bounties too upon the coarser sorts of grain are reduced somewhat lower

than they were before, even at the prices at which they take place 1

vvall 1 *v king's warchouse

» Some provision is thus made for the establishment of the carrying trade. 1

=X 2.6 .

v-v But by the same law exportation is prohibited as soon as the price of wheat rises to
forty-four shillings the quarter, and that of other grain in proportion. The price seems to
be a good deal too low, and there scems to be an impropriety besides in stopping exporta-
tion altogether, at the very same price 1
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*With all its imperfections, however, we may perhaps say of it what was
said of the laws of Solon, that, though not the best in itself, it is the best
which the interests, prejudices, and temper of the times would admit of.
It may perhaps in due time prepare the way for a better.?7

=4 2-6

31 TMS VLii.2.18 makes an interesting point: ‘Some general, and even systematical,
idea of the perfection of policy and law, may no doubt be necessary for directing the views
of the statesman. But to insist upon establishing, and upon establishing all at once, and in
spite of all opposition, every thing which that idea may seem to require, must often be the
highest degree of arrogance. It is to erect his own judgment into the supreme standard of
right and wrong.’ The example of Solon is cited in §16.
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PART THIRD

Of the Advantages which Europe has derived from the Discovery of America,
and from that of a Passage to the East Indies by the Cape of Good Hope.

SucH are the advantages which the colonies of America have derived
from the policy of Europe.

What are those which Europe has derived from the discovery and
colonization of America?

Those advantages may be divided, first, into the general advantages
which Europe, considered as one great country, has derived from those
~ great events; and, secondly, into the particular advantages which each
colonizing country has derived from the colonies which particularly be-
[401]long to it, in consequence of the authority or dominion which it
exercises over them. ‘ : ‘

The general advantages which Europe, considered as one great country,
has derived from the discovery and colonization of America, consist, first,
in the increase of its enjoyments; and, secondly, in the augmentation of its
industry.! »

The surplus produce of America, imported into Europe, furnishes the
inhabitants of this great continent with a variety of commodities which
they could not otherwise have possessed, some for conveniency and use,
some for pleasure, and some for ornament, and thereby contributes to
increase their enjoyments.

The discovery and colonization of America, it will readily be allowed,
have contributed to augment the industry, first, of all the countries
which trade to it directly; such as Spain, Portugal, France, and England;
and, secondly, of all those which, without trading to it directly, send,
through the medium of other countries, goods to it of their own produce;
such as Austrian Flanders, and some provinces of Germany, which,
through the medium of the countries before mentioned, send to it a
considerable quantity of linen and other goods. All such countries

have evidently gained a more extensive market for their surplus pro-

duce, and must consequently have been encouraged to increase its
quantity.? ’ _ '

But, that those great events should likewise have contributed to en-
courage the industry of countries, such as Hungary and Poland, which
[402] may never, perhaps, have sent a single commodity of their own pro-
duce to America, is not, perhaps, altogether so evident. That those events
have done so, however, cannot be doubted. Some part of the produce of
America is consumed in Hungary and Poland, and there is some demand
there for the sugar, chocolate, and tobacco, of that new quarter of the world.

1 See below, § 81.
2 The vent for surplus as a gain from trade is cited, for example, at IV.i.31.
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But those commodities must be purchased with something which is either
the produce of the industry of Hungary and Poland, or with something
which had been purchased with some part of that produce. Those com-
modities of America are new values, new equivalents, introduced into
Hungary and Poland to be exchanged there for the surplus produce of those
countries. By being carried thither they create a new and more extensive
market for that surplus produce. ‘They raise its value, and thereby contri-
bute to encourage its increase. Though no part of it may ever be carried
to America, it may be carried to other countries which purchase it with a
part of their share of the surplus produce of America; and it may find a
market by means of the circulation of that trade which was originally
put into motion by the surplus produce of America.

Those great events may even have contributed to increase the enjoy-
ments, and to augment the industry of countries which, not only never
sent any commodities to America, but never received any from it. Even
S}lch countries may have received a greater abundance of other commodi-
ties from countries of which the surplus [403] produce had been augmented
by means of the American trade. This greater abundance, as it must neces-
sarily have increased their enjoyments, so it must likewise have augmented
their industry. A greater number of new equivalents of some kind or other
must have been presented to them to be exchanged for the surplus produce
of that industry. A more extensive market must have been created for that
surplus produce, so as to raise its value, and thereby encourage its increase.
The mass of commodities annually thrown into the great circle of European
commerce, and by its various revolutions annually distributed among all
the different nations comprehended within it, must have been augmented
by the whole surplus produce of America. A greater share of this greater
mass, therefore, is likely to have fallen to each of those nations, to have
increased their enjoyments, and augmented their industry.

The exclusive trade of the mother countries tends to diminish, or
at least, to keep down below what they would otherwise rise to, both tht;
enjoyments and industry of all those nations in general, and of the Ameri-
can colonies in particular. It is a dead weight upon the action of one of
the great springs which puts into motion a great part of the business of
mankind. By rendering the colony produce dearer in all other countries,
it lessens its consumption, and thereby cramps the industry of the colonies
and both the enjoyments and the industry of all other countries, which both’
_enjoy less when they pay more [404] for what they enjoy, and produce less
when they get less for what they produce. By rendering the produce of all
?thcr countries dearer in the colonies, it cramps, in the same manner, the
industry of all other countries, and both the enjoyments and the indl;stry
of the colonies. It is a clog which, for the supposed benefit of some parti-
cular countries, embarrasses the pleasures, and encumbers the industry
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of all other countries; but of the colonies more than of any other. It ®not®
only excludes, as much as possible, all other countries from one particular
market; but it confines, as much as possible, the colonies to one particular
market: and the difference is very great between being excluded from one
particular market, when all others are open, and being confined to one
particular market, when all others are shut up. The surplus produce of the
colonies, however, is the original source of all that increase of enjoyments
and industry which Europe derives from the discovery and colonization of
America; and the exclusive trade of the mother countries tends to render
this source much less abundant than it otherwise would be.

10 The particular advantages which each colonizing country derives from
the colonies which particularly belong to it, are of two different kinds;
first, those common advantages which every empire derives from the pro-
vinces subject to its dominion; and, secondly, those peculiar advantages
which are supposed to result from provinces of so very peculiar a nature as
the European colonies of America. ,

11 [405] The common advantages which every empire derives from the
provinces subject to its dominion, consist, first, in the military force which
they furnish for its defence; and, secondly, in the revenue which they fur-
nish for the support of its civil government. The Roman colonies furnished
occasionally both the one and the other. The Greek colonies, sometimes,
furnished a military force; but seldom any revenue. They seldom acknow-
ledged themselves subject to the dominion of the mother city. They were
generally her allies in war, but very seldom her subjects in peace.?

12 The European colonies of America have never yet furnished any military
force for the defence of the mother country. Their military force has never
yet been sufficient for their own defence; and in the different wars in
which the mother countries have been engaged, the defence of their
colonies has generally occasioned a very considerable distraction of the
military force of those countries. In this respect, therefore, all the Euro-
pean colonies have, without exception, been a cause rather of weakness
than of strength to their respective mother countries.*

13 The colonies of Spain and Portugal only have contributed any revenue
towards the defence of the mother country, or the support of her civil gov-

ernment.’ The taxes which have been levied upon those of other European -

a-s 3.6

3 Sometimes revenuc was paid: “These Cotyorites are our colonists, and it was we who
gave over to them this land, after we had taken it away from barbarians; therefore they
pay us a stated tribute, as do the people of Cerasus and Trapezus.’ (Xenophon, Anabasis,
V.v.10, translated by C. L. Brownson in Loeb Classical Library (1921), 134-5.) The
relationship between the Greek colonies and the mother country is described at 1V.vii.a.2,

4 The military costs of the colonies to Great Britain are examined at § 64. See also
1V.vii.b.20 and V.iii.o2.

$ See above, I'V.vii.b,20.
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nations, upon those of England in particular, have seldom been equal
to the expence laid out upon them in time of peace, and never sufficient to
defray that [406] which they occasioned in time of war. Such colonies,
therefore, have been a source of expence and not of revenue to their
respective mother countries.

The advantages of such colonies to their respective mother countries,
consist altogether in those peculiar advantages which are supposed to
result from provinces of so very peculiar a nature as the European colonies
of America; and the exclusive trade, it is acknowledged, is the sole source
of all those peculiar advantages. ‘

In consequence of this exclusive trade, all that part of the surplus pro-
duce of the English colonies, for example, which consists in what are called
enumerated commodities,® can be sent to no other country but England.
Other countries must afterwards buy it of her. It must be cheaper there-
fore in England than it can be in any other country, and must contribute
more to increase the enjoyments of England, than those of any other
country. It must likewise contribute more to encourage her industry. For
all those parts of her own surplus produce which England exchanges for
those enumerated commodities, she must get a better price than any other
bcountries® can get for the like parts of theirs, when they exchange them
for the same commodities. The manufactures of England, for example,

‘will purchase a greater quantity of the sugar and tobacco of her own colo-
nies, than the like manufactures of other countries can purchase of that
sugar and tobacco. So far, therefore, as the manufactures of England and
those [407] of other countries are both to be exchanged for the sugar

and tobacco of the English colonies, this superiority of price gives an’

encouragement to the former, beyond what the latter can in these circum-
stances enjoy. The exclusive trade of the colonies, therefore, as it dimi-
nishes, or, at least, keeps down below what they would otherwise rise to,
both the enjoyments and the industry of the countries which do not possess
it; so it gives an evident advantage to the countries which do possess it
over those other countries.”

This advantage, however, will, perhaps, be found to be rather what
may be called a relative than an absolute advantage; and to give a superi-
ority to the country which enjoys it, rather by depressing the industry and

*-% country 1

¢ The enumerated goods are described at 1V.vii.b.25,35.

7 Pownall commented on this part of Smith’s argument, Letter, 40: ‘You in words
advance upon the ground of probable reasons for believing only, you prove by probable sup-
positions only; yet most people who read your book, will think you mean to set up an
absolute proof, and your conclusion is drawn as though you had.’ See above, 11.v, where
Smith advances his thesis with regard to the different employments of capital: a thesis on
which much of the argument of this section would seem to depend.
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produce of other countries, than by raising those of that particular country
above what they would naturally rise to in the case of 2 free trade.

The tobacco of Maryland and Virginia, for example, by means of the
monopoly which England enjoys of it, certainly comes cheaper to I.‘:ngland
than it can do to France, to whom England commonly sells a considerable
part of it. But had France, and all other European countries been, at all
times, allowed a free trade to Maryland and Virginia, t.he tobacco of those
colonies might, by this time, have come che:.lpcr than it actually does, not
only to all those other countries, but likewise to England. 'I.'he produce
of tobacco, in consequence of a market so much more extensive than any
which it has hitherto enjoyed, might, and probably would, by [408] this
time, have been so much increased as to reduce the proﬁ.ts of a .toba.cc'o
plantation to their natural level with those of a corn plantation, wl.nch, it is
supposed, they are still somewhat above.® The price of tobacco mtg!\t,’and
probably would, by this time, have fallgrE sor'newhat lower than it is at
present. An equal quantity of the commodities either of Eng!an.d,.or of those
other countries, might have purchased in Maryland and Virginia a greater
quantity of tobacco than it can do at present; and, consequently, have been
sold there for so much a better price.® So far as t.hat weed, therefore, can,
by its cheapness and abundance, increase the enjoyments or augment the
industry either of England or of any other country, it woslld, probably,
in the case of a free trade, have produced both th?se effects in some\'vhat.a
greater degree than it can do at present. Englan.d. indeed, .would not in this
case have had any advantage over other countries. She might have bought
the tobacco of her colonies somewhat cheaper, and, consequently, have sold
some of her own commodities somewhat dearer than she actually does.
But she could neither have bought the one cheaper nor sold the other
dearer than any other country might have done. She might, .perhaps, have

ained an absolute, but she would certainly have lost a relative advantage.

In order, however, to obtain this relative advantage in the colony .trade,
in order to execute the invidious and malignant project of excluding as
much as possible other nations from any share [409] in it, .England, there
are very probable reasons for believing, has not only sacrificed a part of
the absolute advantage which she, as well as every other nation, might
have derived from that trade, but has subjected herself both to an absolute
and to a relative disadvantage in almost every other branch of trade.




41

The monopoly of the colony trade too has forced some part of the capital
of Great Britain from all foreign trade of consumption to a carrying trade;
anfi, .consequently, from supporting more or less the industry of Great
Britain, to be employed altogether in supporting partly that of the colonies
and partly that of some other countries. ’

The goods, for example, which are annually purchased with the great
surplus of eighty-two thousand hogsheads of tobacco annually re-exported
f.rom Great Britain, are not all consumed in Great Britain. Part of them,
linen frf)m Germany and Holland, for example, is returned to the colonies
for. tl:lell' particular consumption. But, that part of the capital of Great
.Bntam which buys the tobacco with which this linen is afterwards bought,
is ‘ne-cessarily withdrawn from supporting the industry of Great [424]
Britain, to be employed altogether in supporting, partly that of the colonies
and partly that of the particular countries who pay for this tobacco»witl;
the produce of their own industry.

The monopoly of the colony trade besides, by forcing towards it a much
greater proportion of the capital of Great Britain than what would naturally
have gone to it, seems to have broken altogether that natural balance which
wo.u.ld otherwise have taken place among all the different branches of
Bnttsh industry.2? The industry of Great Britain, instead of being accom-
modated to a great number of small markets, has been principally suited to
one great market. Her commerce, instead of running in a great number of
small channels, has been taught to run principally in one great channel.
But the whole system of her industry and commerce has thereby been
rendgred less secure; the whole state of her body politick less healthful
than it otherwise would have been. In her present condition, Great Britair;
resembles one of those unwholesome bodies in which some of the vital
parts are overgrown, and which, upon that account, are liable to many
dangerous disorders scarce incident to those in which all the parts are more
properly proportioned. A small stop in that great blood-vessel, which has
been artificially swelled beyond its natural dimensions, and throﬁgh which
an unnatural proportion of the industry and commerce of the country has

?-¢ possesses I

23 The concept of a natural balance of industry i g
> y is developed below .S i
1V.ii.12,31, IV.iv.14, and 1V.v.a.39. ped below, §97. See also IV.ii3,
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been forced to circulate, is very likely to bring on [425] the most dangerous
disorders upon the whole body politick.?* The expectation of a rupture
with the colonies, accordingly, has struck the people of Great Britain with
more terror than they ever felt for a Spanish armada, ora French invasion.?®
It was this terror, whether well or ill grounded, which rendered the repeal
of the stamp act*26 among the merchants at least, a popular measure®.
In the total exclusion from the colony market, was it to last only for a few
years, the greater part of our merchants used to fancy that they foresaw
an entire stop to their trade; the greater part of our master manufacturers,
the entire ruin of their business; and the greater part of our workmen, an
end of their employment.2” A rupture with any of our neighbours upon
the continent, though likely too to occasion some stop or interruption in the
employments of some of all these different orders of people, is foreseen,
however, without any such general emotion. The blood, of which the
circulation is stopt in some of the smaller vessels, easily disgorges itself into
the greater, without occasioning any dangerous disorder; but, when it is
stopt in any of the greater vessels, convulsions, apoplexy, or death, are the
immediate and unavoidable consequences. If but one of those overgrown
manufactures, which by means either of bounties, or of the monopoly of
the home and colony markets, have been artificially raised up to an un-
natural height, finds some small stop or interruption in its employment, it

n-h 5 popular measure, among the merchants at least 1

24 Pownall rejected the analogy of the blood vessel and argucd that the fact that trade
had felt no such ‘convulsions or apoplexy’ on the obstruction of our ‘American artery’
proved that America was ‘not our principal, much less our sole channel of commerce’.
He rcjected Smith’s explanation for this fact, developed below, which relied on the impact
of five unforcscen and unthought of events. Letter, 45.

13 Smith was evidently very interested in the current difficultics with America, and pre-
pared a2 memorandum for Alexander Wedderburn, a former pupil and latterly Solicitor-
General in Lord North's administration. The document forms a part of the Rosslyn MSS.
(Ann Arbor, Michigan); it is dated February 1778 and endorsed ‘Smith’s ‘Thoughts on
the State of the Contest with America”. It is hereinafter referred to as ‘Thoughts on
America’. The text is included in the volume of Correspondence which forms a part of
this edition of Smith's Works. It was first published by G. H. Guttridge in the American
Historical Revicw, 38 (1032-3), hereinafter cited as AHR.

2 The stamp act is mentionced at Lviii.so. Stamp dutics are also discussed at V.iih.12
where they are stated to be of ‘very modern invention®. :

27 [ Letter 149 addressed to Smith, dated 8 February 1776, Hume complained about
the delay in publication of the WN and reminded his friend that ‘1f you wait till the Fate of
Amcrica be decided, you may wait long.' He went on: “The Duke of Buccleugh tells me,
that you are very zcalous In American Affairs. My Notion is, that the Matter is not
so important as is commonly imagind. 1f 1 be mistaken, 1 shall probably correct my
Error, when I sce or read you. Our Navigation and general Commerce may suffer more than
our Manufactures.’ In Letter 233 addressed to William Edcen, dated 15 December 1783,
Smith wrote: ‘1 have little anxiety about what becomes of the American commerce. By
an equality of trcatment to all nations, we might soon open a commerce with the ncigh-
bouring nations of Europe infinitely more advantageous than that of so distant a country as

America.’
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frequently occasions a mutiny and disorder alarming to go-[426]vernment,
and embarrassing even to the deliberations of the legislature. How great,
therefore, would be the disorder and confusion, it was thought, which must
necessarily be occasioned by a sudden and entire stop in the employment
of so great a proportion of our principal manufacturers?

Some moderate and gradual relaxation of the laws which ‘give to Great
Britain the exclusive trade to the colonies, till it is rendered in a great measure
free, seems to be the only expedient which can', in all future times,! deliver
her from this danger, which can enable her or even force her to withdraw
some part of her capital from this overgrown employment, and to turn it,
though with less profit, towards other employments; and which, by gradu-
ally diminishing one branch of her industry and gradually increasing all the
rest, can by degrees restore all the different branches of it to that natural,
healthful, and proper proportion which perfect liberty necessarily esta-
blishes, and which perfect liberty can alone preserve. T'o open the colony
trade all at once to all nations, might not only occasion some transitory
inconveniency, but a great permanent loss to the greater part of those
whose industry or capital is at present engaged in it. The sudden loss of the
employment even of the ships which import the eighty-two thousand
hogsheads of tobacco, which are over and above the consumption of Great
- Britain, might alone be felt very sensibly.?® Such are the unfortunate
effects of all the regulations of the mercantile [427] system! They not only
introduce very dangerous disorders into the state of the body politick,
but disorders which it is often difficult to remedy, without occasioning, for
a time at least, still greater disorders. In what manner, therefore, the colony
trade ought gradually to be opened; what are the restraints which ought
first, and what are those which ought last to be taken away; or in what
manner the natural system of perfect liberty and justice ought gradually to
be restored, we must leave to the wisdom of future statesmen and legis-
lators to determine.?®

Five different events, unforeseen and unthought of, have very fortunately
concurred to hinder Great Britain from fecling, so sensibly as it was
generally expected she would, the total exclusion which has now taken
place for more than a year (from the first of December, 1774) from a
very important branch of the colony trade, that of the twelve associated
provinces of North America. First, those colonies, in preparing themselves
for their non-importation agreement, drained Great Britain completely of
all the commodities which were fit for their market: secondly, the extra-

-t 2-6

3 Cf. IV.ii.42 where Smith comments favourably on the ability of the economy to
absorb dramatic changes.

?* Sec below, IV.ix.51, where Smith describes the system of ‘perfect liberty’, and cf.
Lx.a.1, L.vii.6,30, and IV.ix.17.
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ordinary demand of the Spanish Flota has, t}.xis year, d}'ained Germany .and
the North of many commodities, linenin part.lcular, which used to come into
competition, even in the British market,.wnh the manufactures of Gdreat
Britain: thirdly, the peace between Russia and Tuskey has. occasione ar:
extraordinary demand from the Turke){ market, which, .dEmn.g the d‘:‘strtl:ls..,
of the country, and [428] while a R.ussmn fleet was cruizing in t_h;: rc tl[:
pelago, had been very poorly supplied: four.th.ly, the dema.nd of the r}or
of Europe for the manufactures of Great Britain, has becn.u.lcrcast;g rom
year to year for some time past: and, ﬁfthly, the late partition an contse~
quential pacification of Poland, by opening the market of that greﬁt country,
have this year added an extraordinary demand from thencefto t }:a 1.nc1;;asi;
ing demand of the North. These events are all, except the fourth, mt ::a
nature transitory and accidental,® and the exclqsuon from so importan :
branch of the colony trade, if unfortunat.ely it sho.uld.contml}xle mucr
longer, may still occasion some degree of distress. This dlstrelsls, .(;\yte;e(i
as it will come on gradually, will be fc!t much !ess severely t an '1 i A ;11
come on all at once; and, in the mean time, ?he lpdustry and capita ?ltth e
country may find a new employment.and.dlrect!on, so as to prevent ‘this
distress’ from ever rising to any considerable height. .
The monopoly of the colony trade, thercfore, so far as it has turne tho‘
wards that trade a greater proportion of the .capltal of Great Brftalf{\ an
what would otherwise have gone to it, 'has in a.ll cases turned.I;‘, romr:
foreign trade of consumption with a ne.lghbounf\g, into or}e with a rggn
distant country; in many cases, from a direct foreign trade.o con(sium}) On-,
into a round-about one; and in some cases, from all forelgq trade o ((:1 .
sumption, into a carrying trade. It has in all cases, thcret:ored, turne ate;
from a direction in which it would h.ave xpam.-[429]ta|r}e a gl:mch
quantity of productive labour, ipto one, in Whlf:h it can rl:xamt:;m zt) uch
smaller quantity. By suiting, besides, to one partlcqla{ m?rhet on yci sm(gl cat
a part of the industry and commerce of Great Bntam: it has 3eln e athe
whole state of that industry and commerce more precarious and less §et 0;‘
than if their produce had been accommodated to a greater variety
31
m%\l;: trsr.mst carcfully distinguish between the effects of the color(\ly tracic-:
and those of the monopoly of that trade. The fo.rmer are :;lv;;xys ':11:\ fr;c:cr
sarily beneficial; the latter always and necessarily hur.tfu . But ((:mo ™
are so beneficial, that the colony trade, though subjelct to i‘linu ‘ !;]) thye,
and notwithstanding the hurtful effects of that monopoly, 1s still up

Hitr
al value of English domestic exports was th‘c lowest since 1713;(! o
where Smith comments further on the disadvantages invo

3 In 1779 the offici

3t See below, § 97, "
artificially constraining the usc of stock.
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whole benefici ial;
whole ber wouzl\(li, g:d greatly beneﬁclal, though a good deal less so than it
8 T 3 - ‘
4 grea:w t;ff)zcthoi; ;:n; c:»lony trade in its natural and free state, is to open a
indus’try o i, ) excn dxrlxlarket for such parts of the produce of British
Bu oo 0}' theee the .deman.d of .the markets nearer home, of those of
o nam’ral doft countries which lie round the Mediterranean sea. In
markets any part of the produce which had ever been sent o thern en
" of 1 ' ich had ever been sent to the -
; r:::ﬁ::is;‘ ;}rrl:; Ent?ml to increase the surplus continually, by contg‘l:J:lrl‘y
presenting ne t?uc;va en:‘s to .be exchanged for it. In its natural and free
Grea,t b i)t’ai a ; tends to increase the quantity of productive labour in
Geat [43o] Bric en, lut v:;thout altering in any respect the direction of that
ooy tead the r:p oyec .there before. In the natural and free state of the
e tromm r'isin :l;npen;‘xon of all other nations would hinder the rate of
g 'semo»'i?ht e common lev?l either in the new market, or in
the new vWmldycreat . ! e new market, without drawing any thing from the
o tha; would cr e, i o?e may say so, a new produce for its own supply;
et pw}]i :th :v:)}:x d constitute a new capital for carrying on the new’
emp ) | the same manner would draw nothing from the old
The
49 competirtx;gzo&o(l,)trhzi ;he. colony trade, on the contrary, by excluding the
competition of other ina:;:)ns, and thereby raising the rate of profit both in
market and capital from t‘;: i::de::nn?:l)gxgx:'t 32" ?};‘VS B o e o
. ) 8 0 augment ou
ol;ret }:::l:::,):] (t)rpa;lle blegond \;v]hat it otherwise would be, is tghe avowe:i ;l:::}:o::
of the monop bz;m v(:t:;; share of that trade were to be no greater with, than
it would have been "11 out tlhe monopoly, there could have been no r'eason
of which the rgturns a:: Z{,:W)ZIE:;‘::::: ‘:i:tfortc :; intoha Srsribialiion
ant than those of t
5?;; (‘):'hzth:; i::a;l:vsr,l a gre:ter proportion of the capital of anyhifl:f\::;r
the e ot O?ccord wguld go to that branch, necessarily render;
the Twhole quanti 31 p;o uctive labour annually maintained there, the
o othefwiseu:,e oldt[:m land and labour of [431] that country,’ less
than they oth belOwou h . It keeps down the revenue of the inhabitants
e ther z;r ol what it ».vould naturally rise to, and thereby dimini-
e pall maimaiac'cumulatlon. It not oply hinders, at all times, their
would otherwise mai:lti;ignf (:)ftr ei:th:ilng:anglt);' of QrOdUthvc abour as it
would otherwise increase, and conscquenljy';ro:znr‘n;?:: nineas ’fas't o
quantity of productive labour. 2ining asill greater

o .
5 The natural good effects of the colony trade, however, more than counter

3 See above, Lix.11,
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balance to Great Britain the bad effects of the monopoly, so that, monopoly
and all together, that trade, even as it is carried on at present, is not only
advantageous, but greatly advantageous. The new market and ¥the* new
_employment which are opened by the colony trade, are of much greater
extent than that portion of the old market and of the old employment which
is lost by the monopoly. The new produce and the new capital which has
been created, if one may say SO, by the colony trade, maintain in Great

Britain a greater quantity of productive labour, than what can have been

thrown out of employment by the revulsion of capital from other trades of

which the returns are more frequent. If the colony trade, however, even

as it is carried on at present is advantageous to Great Britain, it is not by

means of the monopoly, but in spite of the monopoly. _
st It is rather for the manufactured than for the rude produce of Europe,
that the colony trade [432] opens 2 new market.33 Agriculture is the proper
business of all new colonies; 2 business which the cheapriess of land renders
more advantageous than any other. They abound, therefore, in the rude
produce of land, and instead of importing it from other countries, they have
generally a large surplus to export. In new colonies, agriculture either
draws hands from all other employments, or keeps them from going to any
other employment. There are few hands to spare for the necessary, and
none for the ornamental manufactures. The greater part of the manu-
factures of both kinds, they find it cheaper to purchase of other countries
than to make for themselves.3 It is chiefly by encouraging the manu-
factures of Europe, that the colony trade indirectly encourages its agri-
culture. The manufacturers of Europe, to whom that trade gives employ-
ment, constitute a new market for the produce of the land; and the most
advantageous of all markets; the home market for the corn and cattle, for
the bread and butchers-meat of Europe; is thus greatly extended by means
of the trade to America. ,

But that the monopoly of the trade of populous and thriving colonies is
not alone sufficient to establish, or even to maintain manufactures in any
country, the examples of Spain and Portugal sufficiently demonstrate.
Spain and Portugal were manufacturing countries before they had any
considerable colonies. Since they had the richest and most fertile in the

_ world, they have both ceased to be so. ,

{433] In Spain and Portugal, the bad effects of the monopoly, aggra-
vated by other causes, have!, perhaps, nearly overbalanced' the natural
good effects of the colony trade. These causes seem to be, other monopolies
of different kinds; the degradation of the value of gold and silver below
what it is in most other countries 35 the exclusion from foreign markets by

k% 3_6

AR
33 See above, 1V.vii.b.40.
35 See above, 1V.i.13.

52

53

-t entirely conquered 1
3 Sge above, 11.v.21 and {V.vii.b.44.
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improper taxes upon exportation, and the narrowing of the home market, -

by still more improper taxes upon the transportation of goods from one
part of the country to another; but above all, that irregular and partial
administration of justice, which often protects the rich and powerful
debtor from the pursuit of his injured creditor, and which makes the in-
dustrious part of the nation afraid to prepare goods for the consumption
of those haughty and great men, to whom they dare not refuse to sell upon
credit, and from whom they are altogether uncertain of repayment.3¢

In England, on the contrary, the natural good effects of the colony

trade, assisted by other causes, have in a great measure conquered the bad -

effects of the monopoly. These causes seem to be, the general liberty of
trade, which, notwithstanding some restraints, is at least equal, perhaps
superior, to what it is in any other country; the liberty of exporting, duty’
free, almost all sorts of goods which are the produce of domestick industry,
to almost any foreign country; and what, perhaps, is of still greater im-
portance, the unbounded liberty of transporting them from any one part
of our own country [434] to any other, without being obliged to give any
account to any publick office, without being liable to question or examina-
tion of any kind;3” but above all, that equal and impartial administration of
justice which renders the rights of the meanest British subject respectable
to the greatest, and which, by securing to every man the fruits of his own
industry, gives the greatest and most effectual encouragement to every sort
of industry.3 ‘

If the manufactures of Great Britain, however, have been advanced,
as they certainly have, by the colony trade, it has not been by means of
the monopoly of that trade, but in spite of the monopoly. The effect of the
monopoly has been, not to augment the quantity, but to alter the quality
and shape of a part of the manufactures of Great Britain, and to accom-
modate to a market, from which the returns are slow and distant, what
would otherwise have been accommodated to one from which the returns
are frequent and near. Its effect has consequently been to turn a part of
the capital of Great Britain from an employment in which it would have
maintained a greater quantity of manufacturing industry, to one in which it
maintains a much smaller, and thereby to diminish, instead of increasing,

the whole quantity of manufacturing industry maintained in Great Britain,

‘The monopoly of the colony trade, therefore, like all the other mean and
malignant expedients of the mercantile system, depresses the industry
[435] of all other countries, but chicfly that of the colonies, without in the

38 See above, I.xi.n.1, where it is remarked that although the feudal government had
been eliminated in Spain and Portugal, it had not been succeeded by a much better.

37 The wool trade being the exception. It is stated at I'V.viii.21 that the restrictions im-
posed upon it were ‘very burdensome and oppressive’.

38 Cf. 1Liii.36 and IV.v.c.43, where Smith comments on the experience of England.
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least increasing, but on the contrary diminishing, that of the country in
whose favour it is established.

7 The monopoly hinders the capital of th.at country, ?vha.teyer may at
any particular time be the extent of.that capital, frotn maintaining so great
a quantity of productive labour as it wogld o.therw'lse maintain, and f;;om
affording so great a revenue to the industrious inhabitants as it would ot eg;
wise afford. But as capital can be increaseq only by savings from revenue,
the monopoly, by hindering it from affording so great a revenue as it would
otherwise afford, necessarily hinders it from increasing so fast as it would
otherwise increase, and conscquently fx:om maintaining 2 still greater
quantity of productive labour, and affording a still greater revenue to the
industrious inhabitants of that country. One great original source 'of
revenue, therefore, the wages of labour, thg monopt?ly must necessarily
have rendered at all times less abundant than it otherwise won.xld have been.

$8 By raising the rate of mercantile p.roﬁt, the monopoly dlscouragi::s (;!}e
improvement of land.** The profit of improvement depends upon the dif-
ference between what the land actually produces, and what, by.thc.apphca-
tion of a certain capital, it can be made to produce. If this filff?rcncc
affords a greater profit than what can be drawn from'an equal ca.pltal in any
mercantile employment, the improvement of la{d will draw_cap.ltal from all
mercantile employments. If [436] the profit is less, mercantile employ-
ments will draw capital from the improvement of land. Whateve:r t.here-
fore raises the rate of mercantile profit, either lessens the. superiority or -
increases the inferiority of the profit of improvement; and in the one case
hinders capital from going to improvement, and in the other draws caplfal
from it. But by discouraging improvement, tl'xe. monopoly necessarily
retards the natural increase of another great original source of revenue,
the rent of land. By raising the rate of profit too the monopo}y necessarily
keeps up the market rate of interest higher than it otherwise would be.
But the price of land in proportion to th? rent yvhlch it aﬂ:ords’ the number
of years purchase which is commonly paid f.or it, necessax;xlly falls as the rate
of interest rises, and rises as the rate of interest falls.#* The monopoly,

therefore, hurts the interest of the landlord two different ways, b'y retal:d-
ing the natural increase, first, of his rent, and secondl)f, o(: the price which
he would get for his land in proportion to the rent »\:hlch it affords. .
59 The monopoly indeed, raises the rate of mercantile prqﬁt, and therchy
augments somewhat the gain of our merchants.. But as it obstructs the
natural increase of capital, it tends rather to diminish than to increase
the sum total of the revenue which the inhabitants of the country derive

» 1Liii.15. . i
40 "?‘ll)\‘;‘\,xeg’h SmithS has already recognized the beneficial effects when mercantile profits

are subsequently invested in land. See above, 11L.iv.3.
4 Above, 1Liv.17.
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from ; »
am::dithe profits of stock; a small profit upon a great capital generall
affor n% a greater revenue than a great profit upon a small one Thy
e opoly raises the rate of profit, but it [437] hinders the sum of . ﬁe
X;l n}s]mg 50 high as it otherwise would do. pro
A thte e or{nigmal sources of revenue, the wages of labour, the rent of land
ey Othg:g its of st]ock, 'the monopoly renders much-less abundant thar;
they other 0:: ;::::‘ ?r;)c{t Eo l';:rot‘l:ote the little interest of one little order
, it hurts the interest of all othe i
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; erhaps e put together, but which, i
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Such has been the tone of mercantile expence in those two trading cities,
that those exorbitant profits, far from augmenting the general capital of
the country, seem scarce to have been sufficient to keep up the capitals
upon which they were made. Foreign capitals are every day intruding

themselves, if 1 may say so, mor

Lisbon. It is to expel those foreign capitals from a tra
grows every day more and more insufficient for carrying on,

Spaniards and Portugueze endeavour every day to

e and more into the trade of Cadiz and

de which their own ™
that the
straiten more and more

the galling bands of their absurd monopoly. Compare the mercantile
~ manners of Cadiz and Lisbon with those of Amsterdam, and you will be
sen-[439]sible how differently the conduct and character of merchants are
affected by the high and by the low profits of ctock 45 The merchants of
London, indeed, have not yet generally become such magnificent lords as

.

those of Cadiz and Lisbon; but neither are they 1

n general such attentive

and parsimonious burghers as those of Amsterdam. They are supposed,
however, many of them, to be a good deal richer than thegreater part of the

former, and not quite s

o rich as many of the latter. But the rate of their

rofit is commonly much lower than that of the former, and a good deal
higher than that of the latter. Light come light go, says the proverb; and

the ordinary tone of expence seems every where

to be regulated, not so

much according to the real ability of spending, as to the supposed facility

of getting money t0 spend.
62 It is thus that the single advantage which the
single order of men is in many different ways h

terest of the country.

monopoly procures to a
urtful to the general in-

63 To found a great empire for the sole purpose of raising up a people of
customers, may at first sight appear 2 project fit only for a nation of shop-
keepers.*S It is, however, a project altogether unfit for a nation of shop-
keepers; but extremely fit for a nation owhose government is influenced’ by
shopkeepers. Such "statesmen®, and such 9statesmen? only, are capable of
fancying that they will find some advantage in employing the blood and

treasure of their

rfellow citizens', to found and ‘to’ maintain such an em-

pire. Say to a shopkeeper, Buy me 2 good estate, and I shall always buy

my cloaths
than what I can have them for at other shops; a

o-o that is governed T

» capital I
-3 om. 4-6

-7 subjects I

————————— ‘
4 Smith refers to the low rate of return on capital in Amsterdam at V.ii.k.80,

l.ix.10.
46 See below, 1

‘creating and securing’ a
which he could find ‘precisely to define the relation which

its colonies’ (Letter, 44,n.). CL. the same author’s
London, 1768), vol. i, chapter viii.

»-p soverigns T

at your shop, even [440] though 1 should pay somewhat dearer

nd you will not find him

© e-a goverigns T

and above,

ted to the tone of this passage, since what he called )

d customers’ was the only idea
a commercial country bears to

Administration of the Colonies (4th ed.,
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very forward to embrace your proposal. But should any other person buy

you such an estate, the shopkeeper would be much obliged to your bene- °

factor if he would enjoin you to buy all your cloaths at his shop. England
purchased for some of her subjects, who found themselves uneasy at home,
a great estate in a distant country. The price, indeed, was very small,
and instead of thirty years purchase, the ordinary price of land in the present
times, it amounted to little more than the expence of the different equip-
ments which made the first discovery, reconnoitred the coast, and took a
fictitious possession of the country. The land was good and of great extent,
and the cultivators having plenty of good ground to work upon, and being
for some time at liberty to sell their produce where they pleased, became
in the course of little more than thirty or forty yecars (between 1620 and
1660) so numerous and thriving a people, that the shopkeepers and other
traders of England wished to secure to themselves the monopoly of their
custom.*” Without pretending, therefore, that they had paid any part,
either of the original purchase-moncy, or of the subsequent expence of
improvement, they petitioned the parliament that the cultivators of
America might for the future be confined to their shop; first, for buying all
the goods which they wanted from Europe; and, secondly, for selling all
such parts of their own produce as those traders might find it convenient
to buy. For [441] they did not find it convenient to buy every part of it.
Some parts of it imported into England might have interfered with some
of the trades which they themselves carried on at home. Those particular
parts of it, therefore, they were willing that the colonists should sell where
they could; the farther off the better; and upon that account proposed that
their market should be confined to the countries south of Cape Finisterre.
A clause in the famous act of navigation established this truly shopkeeper
proposal into a law.*8
The maintenance of this monopoly has hitherto been the principal, or
more properly perhaps the sole end and purpose of the dominion which
Great Britain assumes over her colonies. In the exclusive trade, it is sup-
posed, - consists the great advantage of provinces, which have never yet
afforded either revenue or military force for the support of the civil
government, or the defence of the mother country.*® The monopoly is the

47 See above, IV.vii.b.15-17, where Smith comments on the prosperity of the American
colonics, and § 63 of the same scction where it is stated that the interest taken in them
by the mother country was consequent on their success.

¢ See above, IV.ii.24-31, where the main provisions of the act are reviewed.

4% Smith also mentions the lack of an American contribution to the costs of defence in
Letter 221 addressed to John Sinclair, dated 14 October 1782. Again, Pownall objected:
‘I will beg leave to suggest to you some facts that induce me, and may perhaps you also,
to be of a very different opinion. That very naval force, which by their armed vessels they
are now so destructively exerting against our West-India trade and transports, they did
very effectively in the two late wars, especially in the last, exert to the ruin of the West
India commerce of France and Spain . . ." He added, with respect to the ‘point of revenue’
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principal badge of their dependency,® and it is the sole fruit which has

hitherto been gathered from that depend.ency. }Nhatever expence Great

Britain has hitherto laid out in maintaining this dependency, has really

been laid out in order to support this rqonopoly. The expence of the
ordinary peace establishment of the colonies amounted, before .the com}
mencement of the present disturbances, to the pay of twenty regiments o

foot; to the expence of the artillery, stores, and cxtraordmary provisions
with which it twas necessary to supply them; and to the ex-[44.2]pence
of a very considerable naval force which “was*" cqnstantly !(ept up, in ordex;
to guard, from the smuggling vessels of ot.her.natlons, the immense coast of
North America, and that of our West Indian islands. The whole expence o

this peace establishment was a charge upon the revenue of Gl:e?t Bntal}r‘),
and was, at the same time, the smallest part of what the dominion of the
colonies has cost the mother country.®! If we woulq know the amount of
the whole, we must add to the annual expence of this peace est-abh:shment
the interest of the sums which, in consequence of her Fonsndermg (l;f;r
colonies as provinces subject to her dominion, Great Britain has upon dif-
ferent occasions laid out upon their defence. We must add to it, mv,p;r;:-
cular, the whole expence of the late war, and a great part of that “of the

- war” which preceded it. The late war was altogether a colony quarrel, and

xpence of it, in whatever part of the world it may have been
;;‘iii:}l‘l(t)}e\:h:ther in Germany or ¥ the East Indies, ought justly to be
stated to the account of the colonies. It amounted to more than nme:iy
millions sterling, including not only t!‘? new debt which was contrac}:f: };
but the two shillings in the pound addltlfma} land tax,zand the sums }\:v ic
were every year borrowed from the sinking fund.$? The Spanish war

ttis 1 y-vis 1 v-® 2-6 vin 1
i i have been had upon compact, on
‘ e went to decided war, a revcnue.mlght ave ) "
:rr;sb»::‘::l:l ::'ould have established the constitutional sov‘crelgnt);‘ o}f, this country, r}:f;:::,tc
i ies, i terms mig
i 7 time the tradc and naval powers of the co! onies, i those
‘gr:)gn? ::‘:hse1;::\t:l time, to securing the rights of those colonies as granted by the government
f!h' t mother country.’ (Letter, 38.) . .
° s i!Smith uses the term ‘badge’ in a similar context above, IV.vii.b.44.
" above, 1V.vii.b.20 and IV.vii.c.12. . e
2 g:ilh re\;iews the costs of wars at 1Liii.3s, lV.l..zﬁ, lV.vm.sg.’and V‘.;u.qzt,hc_f.
V.iii.88, where he states that the colonies should contribute t}:) co;t;) incurre onlonie;:
chalf, : i hat only the Spanish and Portuguese co e
behalf, and IV.vii.c.13, where he remarks t t - s
, i i f costs to be expected from the eman
had so contributed. In commenting on the saving 0 : Fom the Cmonah
i 1 i inted out that Britain’s two most expensive wars, S
pation o A S f ‘were undertaken, the one chiefly, the other
War of 1739 and the French War of 1755, ‘wer r , he omte o ar one
lonies’. He went on to point out that the bri
altogether on account of the col ) L gut that the i b oo
i i i he affairs of Hanover ‘with which we . i
time complained of involvement in t " we shoul, o
i i But we, surely, have had much more re corr ,
wise, have had nothing to do. ), y ad mu " e P 1a,
with America.’ (‘Thoughts on W § 1
upon the same account, of our connexion V " o o Sir John kg
-18.) Smith restated this theme in Letter 2 res -
fi\:;‘:}i Z:7Olcto)ber 1782: ‘The real futility of all distant flomn'nons. of which the dei:';!tr;:c
is necessarily most expensive, and which contribute nothing, either by revenue or m y
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which began in 1739, was principally a colony quarrel. Its principal objéct ‘

\bv::ars:dtotg(r;:,:t‘:‘r:itt hth:;, :eg;c: o; the ’COIOTHK Ship}f ;avhich carried on a contra-
] nish main. This whole expence is, i i

bounty which has [443] been given in order to supg)orr:c: rl:;)r:: :aht'%ha
pretended purpose of it was to encourage the manufactures, and tg n{c :
the commerce of Great Britain. But its real effect has been,to raise th ate
of mercantile profit, and to enable our merchants to turn into a bra e}r\atef
trade, of which the returns are more slow and distant than those ':; t}?
greater part of other trades, a greater proportion of their capital than th :
otherwise would have done; two events which, if a bounty cguld have prz

vented, it migh 3 -
6 bounty.l might perhaps have been very well worth while to give such a
5

del‘lves nothln but lOSS flOlll the d()"l w She assumes ove
g mion ‘
]lch

66  To propose.that Great Britain should voluntarily give up all authorit
o}::e't her colonies,*3 and leave them to elect their own magistrates, to enr;c)t'
:v enidol\;vn laws, and to make peace and war as they might thinl’c proper.

ould be to propose such a measure as never was, and never willbeado ted'
by any nation in the world.** No nation ever voluntarily gave up the dp i
nion of any province, how troublesome soever it might be tf overom'lt.
and how small soever the revenue which it afforded might be iﬁ pro;olr:

gz}ce:‘,c? itsheI %;T"el:a] l(;lefcnc.e of the emp'ire, and very little even to their own particular
defer sc'c ;i o 'mS" t le.sul:qcct upon which the public prejudices of Europe require most
o be set 5 :z \.V inclair hac!‘apparcntly commented to Smith on the bleak prospect of
the A rcp“cr‘;. ‘Iz;:,azr;grg:iat if we go ofn.at (t!his rate, the nation must be ruined’, to which
r . ] , my young friend, that there is a great deal of ruin i ' ion.’
‘Sv;rwocilea.lr"?::r./,\';igg-!. gl Letter 1}5:8 addressed to Strahan, dated 3 June 11;1786!1;'[:;3‘
: ican Campaign had begun awkwardly. I ho "
The ; v. pe, 1 can
:,xr::;::s'i:,:, ;lu;lb:;ir:;‘le l).ctte;l. ::tf}gland, tho' in thc present times it breeds nr:te:azft:::l{
S 1n a iffcrent ways, great Lawyers, great watch
m::l’(el:s, &zci &c.: seems to breed neither Statesmen nor Gegcrals.' ach makers & Clock-
o g\::: lt }?gc;::dl to.Smxth's !;:on‘cilusion that the colonies should be given up at least
clusion was based on the general analysis of the na
onclusi r tural
:g;.:)lepie and Smith’s views as to the different employments of capital: ‘;f \:')eml%rsess o
¢ st:le. , we m:st';uhmnt to our fat?; but the idea of parting with them on the roue;u;
cZarg':"‘s( ;;ll;cpol‘lv :a::r': sy§:.er‘n whx;lé an ironical proverb recommends, ‘of dyiig (on:aze
X . criticism of Smith’s view: i ‘
ek sp. T e Latter ith’s views on the colony trade appecars mainly
'tho'(t:;.ifgl::i;arhou%ht: on Amc‘rica', with regard to the emancipation of the colonies:
tho this | I}:)n of the war might be really advantageous, it would not, in the ¢ e'
of Bu };‘) appcar onograt?le to Great Britain; and when her empire was S(; much c{l :
paill st,mcrrt:::ve\: and dlgmty.would be supposed to be proportionably diminished Wh:;
o.ur ot g ler |mhportance, it could scarce fail to discredit the Government in tlle; es of -
our o :‘s::;:hc, w ;: would Probably impute to mal-administration what might per);w t;
e more | haar:' et ee un:}:v.oxdablef effect of the natural and necessary course ;)f things'
ve verything to fear from their rage and indi i public dis-
: i gnation at the -
grace and calamity, for such they would suppose it to be, of thus dismemberi t};:umlc fl“’
(5 13, AHR 718.) op e Smp

Under the present system of management, therefore, Great Britain |

i
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tion to the expence which it occasioned.sS Such sacrifices, though they
might frequently be agreeable to the interest, are always mortifying to the
pride of every nation, and what is perhaps of still greater consequence,
they are always contrary to the private interest of the governing part of it,
[444] who would thereby be deprived of the disposal of many places of
trust and profit, of many opportunities of acquiring wealth and distinc-
tion, which the possession of the most turbulent, and, to the great body of
the people, the most unprofitable province seldom fails to afford. The most
visionary enthusiast would scarce be capable of proposing such a measure,
with any serious hopes at least of its ever being adopted. If it was adopted,
however, Great Britain would not only be immediately freed from the
whole annual expence of the peace establishment of the colonies, but might
settle with them such a treaty of commerce as would effectually secure to
her a free trade, more advantageous to the great body of the people, though
less so to the merchants, than the monopoly which she at present enjoys.
By thus parting good friends, the natural affection of the colonies to the
mother country, which, perhaps, our late dissentions have well nigh
extinguished, would quickly revive.$s It might dispose them not only to
respect, for whole centuries together, that treaty of commerce which they
had concluded with us at parting, but to favour us in war as well as in
trade, and, instead of turbulent and factious subjects, to become our most
faithful, affectionate, and generous allies; and the same sort of parental
affection on the one side, and filial respect on the other, might revive be-
tween Great Britain and her colonies, which used to subsist between those
of ancient Greece and the mother city from which they descended.’”
[445] In order to render any province advantageous to the empire to
which it belongs, it ought to afford, in time of peace, a revenue to the publick
sufficient not only for defraying the whole expence of its own peace esta-
blishment, but for contributing its proportion to the support of the general
government of the empire. Every province necessarily contributes, more

s$ But cf. V.iii.g2, where Smith recommends that Britain should give up her imperial
pretensions. )

s6 Cf, *“Thoughts on America’: ‘tho’ Canada, Nova Scotia, and the Floridas were
all given up to our rebellious colonies, or were all conquered by them, yet the similarity
of language and manners would in mos' icans to prefer our alliance
to that of any other nation. Their antient affection for the people of this country. might
revive, if they were once assured that we meant to claim no dominion over them, . . . Bya
federal union with America we should certainly incur much less expense, and might, at the
same time, gain as real advantages, as any we have hitherto derived from all the nominal
dominion we have ever exercised over them.’ (§ 12, AHR 718.) It is worth observing that
Smith meant by ‘federal union’ a set of links established by the executive (federal) power
rather than the type of constitutional arrangement which was later to be adopted in
America. His own preference was for an incorporating union, of the kind which was later
applied to Ireland, which would have given the colonies representation at Westminster.

See below, § 77-9, and V.iii.go.
$1 See above, 1V.vii.a.2.
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:;1:\?2,-:)0 .mcretge tl;e cx%ence of that general govermﬁcnt If any parti
vince, therefore, does not contribute it : .
] s share towards defrayin
this expence, an unequal burden must be thrown upon some other );)ar%

o ; . :
f the empire. The extraordinary revenue too which every province

:}ff:;ds to the pub!ick in time of war, ought, from parity of reason, to bear
the :"'le proportion to the extraordinary revenue of the whole empire
’ dl.c its ordinary revenue does in time of peace.® That neither the
c(l;] (::fg Egr extt*?ordmary revenue which Great Britain derives from her
» bears this proportion to the whole revenue of the Briti i
will readily be allowed. Th i o supposed. e
\ A . The monopoly, it has been supposed, ind
increasing the private revenue of the Eain, and thereh
1 \ people of Great Britain, and thereb
;:;b::i ,::::m ;ot IE)ay glrea.ter t;;xes, compensates the deﬁcienc’y of the pub)-l
of the colonies. But this monopoly, I h
show, though a very grievou R elonics, and thoash e
S s tax upon the colonies, and though i
increase the revenue of a particular in vitoin, it
' . order of men in Great Britain, dimi
! ; n, dimi-
:;:,S:nets] m;otea.d otl') increasing that of the great body of the people; and’conr:;
y diminishes instead of [446] increasin ili ’ )
the ability of th
of the people to pay taxes.® Th . . B o
¢ . e men too whose revenue the mon
3 - o
;ti\lc):lre::ses, constitute a particular order, which it is both absolutely imgzg
tiCkeevo tax beyond the proportion of other orders, and extremely impoli-
en to attempt to tax beyond that proportion, as I shall endeavour to

shew in the following book.®® No particular resource, therefore, can be

drawn from this particular order.
58«
. . . there never was an Idea of exempti

! [ pting the Colonies: on the C i
:5;: rt}::::; Trade}; and Taxes on ti}elr Consumption, have always goneogtgr:trl}\';: l?e;tr;mts
gether com ;})l:s:: 1 b: Sys'tem, by which they have been constantly and happily go:; nd -
Dur Taxes ha ; b en s..mccb encreased many-.fold: Their Abilities have been enlarm ced ; :li

-Colonie.s . The Pr ;‘;omon etween th.e publick Burthens on the Mother-count ga ds:

Pmponisn ) l;l" ed when they were in their Infancy, is entirely lost: And to rgt n ;1 .
maintainin.g :;:e gg’::t t:‘o um:(l,ce so*:{re':hmgh like alPartition of those Burthens, is no m::: tth:r:

y ) n which we have always acted, and to which i
b::;;si the Colonies hav.e flourished under it beyond all Example in ’;iislt:xnal ::!ml o
p isionary speculations and novel Doctrines to such an Experience.’ i&‘o:xide:::"nm
X ions

on the Trade and Finance of the Kingd i
ond often smeritad o Coaocd £ K ;::fl l:.’;' (London, 1766), 81, attributed to T. Whateley
5% above, § s59. :

¢ Bel, i .
prti, VL5, L Hume, Hitory of nglond (750 i2434: To compsin of e
their soverei » 83 the means of extorting concessi
the sole :;;’egé".c :’tc’r;r?v;;gsc;; t:x:: Zl;;);tvi::\:il;inln;trely dis?rm themseilgvcs, and ':::oﬁ::;
L. . ) t , for ensuring to the ki H
lsctgtli:gn\‘v’i‘::t:;:lii".rlin all periods of English story, there occ?xr insmncensggt('7 ?I‘lc?rj ::rtn:)?s
gusted with any cint:’u rr,:c:s in the frecs.t manner, and of their refusing supply, when dis-
tho' essential to parliam : :"“ of public conduct. "Tis, however, certain, that this power,
ness of their remonstran g m;y casily be ab‘fsed! as well by the frequency and the minute:
determinations. Under Cci‘h asf ydtlfexr intrusion into every part of the king's councils and
of grievances they e ‘;" or of advice, they may give disguised orders; and in complainin
is embraced ,witgout zo rawlv to themselves every power of government. Whatever measurz
and till corrected. th nsulting them, may be pronounced an oppression of the les
» ed, they may refuse the most necessary supplies to their indigent sovfrc:iz:'.

1V.vii.c] the Wealth of Nations 619

68 The colonieé may be taxed by their own assemblies, or by the parlia-
ment of Great Britain.

{ 6g . That the colony assemblies can ever be so managed as to levy upon their

constituents a publick revenue sufficient, not only to maintain at all times
their own civil and military establishment, but to pay their proper pro-
portion of the expence of the general government of the British empire,
seems not very probable. It was a long time before even the parliament of
‘England, though placed immediately under the eye of the sovereign, could
be brought under such a system of management, or could be rendered suf-
ficiently liberal in their grants for supporting the civil and military esta-
~ plishments even of their own country. It was only by distributing among
the particular members of parliament, a great part either of the offices,
or of the disposal of the offices arising from this civil and military esta-
blishment, that such a system of management could beestablished even with
regard to the parliament of England. But the distance of the colony as-
semblies from the eye of the sovereign, [447] their number, their dispersed
situation, and their various constitutions, would render it very difficult
to manage them in the same manner, even though the sovereign had the
same means of doing it; and those means are wanting. It would be abso-
lutely impossible to distribute among all the leading members of all the
colony assemblies such a share, either of the offices or of the disposal of
the offices arising from the general government of the British empire, as to
dispose them to give up their popularity at home and to tax their consti-
tuents for the support of that general government, of which almost the
whole emoluments were to be divided among people who were strangers to
them. The unavoidable ignorance of administration, besides, concerning
the relative importance of the different members of those different as-
semblies, the offences which must frequently be given, the blunders which
must constantly be committed in attempting to manage them in this man-
ner, seems to render such a system of management altogether impractic-
able with regard to them. :

70 The colony assemblies, besides, cannot be supposed the proper judges of
what is necessary for the defence and support of the whole empire. The
care of that defence and support is not entrusted to them. It is not their
business, and they have no regular means of information concerning it.
The assembly of a province, like the vestry of a parish, may judge very
properly concerning the affairs of its own particular district; but can have
no proper means of judging [448] concerning those of the whole empire.
It cannot even judge properly concerning the proportion which its own
‘province bears to the whole cmpire; or concerning the relative degree of its
wealth and importance, compared with the other provinces; because those
other provinces are not under the inspection and superintendency of the
assembly of a particular province. What is necessary for the defence and
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support of the whole empire, and in what proportion each part ought to
contrl.bute, can be judged of only by that assembly which ins ectg d
superintends the affairs of the whole empire. pece an
1 It ha§ .b.een proposed, accordingly, that the colonies should be taxed
by requisition, the parliament of Great Britain determining the sum which
?agh colony ought to pay, and the provincial assembly assessing and levyin
it in the way that suited best the circumstances of the province :lytht
concerned .the whole empire would in this way be determined b .the aa
sembly which inspects and superintends the affairs of the wholeycm i S-.
and the provincial affairs of each colony might still be regulated b itsplre’
assembly. Though the colonies should in this case have no repres);ntat(i):'v ;
in the I.3.r|tlsh parliament, yet, if we may judge by experience, there is o
probablh.ty that the parliamentary requisition would be u;lreasonab?:
'I:he pfu:hament of England has not upon any occasion shown the small t
disposition to 'overburden those parts of the empire which are not re e
sented in parllan!cnt. The islands of Guernsey and Jersey, [449] witllx)gﬁ;
any means of resisting the authority of parliament, are mo;e lightly taxed
than any part of Great Britain. Parliament in attempting to exerzise it
supposed right, whether well or ill grounded, of taxing the colonies, h :
never hlther.to demanded of them any thing which even approached' toa:
just proportion to what was paid by their fellow subjects at home. If th
c?ntrxbutlon of the colonies, besides, was to rise or fall in proportim; to i:he
rise or fall of. the 'land tax, parliament could not tax them without taxine
at the same time its own constituents, and the colonies might in this ;
be considered as virtually represented in parliament. ‘ o
Examples are not wanting of empires in which all the different provinces
are not tax‘ed, vlfI may be allowed the expreSsion, in one mass; but in which
the sovereign regulates the sum which each province ought~ t'o pay, and ?n
some provinces assesses and levies it as he thinks proper; while in’ others
hf’ leaves it to be assessed and levied as the respective st;ltes of each :
- vince shall determine. In some provinces of France, the king not onl p;z:
poses what taxes he thinks proper, but assesses and levies them in thg w
he thinks proper.5! From others he demands a certain sum, but leaves it 2:)’
the states of each province to assess and levy that sum as th:cy think l:O eo
Ac.co.rdmg to the scheme of taxing by requisition, the parliament o? Gl:e;
Britain .woul(l stand nearly in the same situation towards the colon
assembhe.s, as Ehc king of France does towards the states of those provinc .
[@50] which still enjoy the privilege of having states of their ownpthe .
vinces of France which are supposed to be the best governed ' P
But though, according to this scheme, the colonies could i\ave no j
rcason to fear that their share of the publick burdens should ever e?(élcl!t:sc:

¢ See below, V.iik.70.
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the proper proportion to that of their fellow-citizens at home; Great
Britain might have just reason to fear that it never would amount to that
proper proportion. The parliament of Great Britain has not for some time
past had the same established authority in the colonies, which the French
king has in those provinces of France which still enjoy the privilege of
having states of their own. The colony assemblies, if they were not very
favourably disposed (and unless more skilfully managed than they ever
have been hitherto, they are not very likely to be so) might still find many
pretences for evading or rejecting the most reasonable requisitions of
parliament. A French war breaks out, we shall suppose; ten millions must
immediately be raised, in order to defend the seat of the empire. This sum
must be borrowed upon the credit of some parliamentary fund mortgaged
for paying the interest. Part of this fund parliament proposes to raise by a
tax to be levied in Great Britain, and part of it by a requisition to all the
different colony assemblies of America and the West Indies. Would people
readily advance their money upon the credit of a fund, which partly de-
pended upon the good-humour of all those assemblies, far distant from the
seat of the [451] war, and sometimes, perhaps, thinking themselves not much
concerned in the event of it? Upon such a fund no more money would
probably be advanced than what the tax to be levied in Great Britain
might be supposed to answer for. The whole burden of the debt contracted
on account of the war would in this manner fall, as it always has done
hitherto, upon Great Britain; upon a part of the empire, and not upon the
whole empire. Great Britain is, perhaps, since the world began, the only
state which, as it has extended its empire, has only increased its expence
without once augmenting its resources. Other states have generally dis-
burdened themselves upon their subject and subordinate provinces of the
most considerable part of the expence of defending the empire. Great
Britain has hitherto suffered her subject and subordinate provinces to dis-
burden themselves upon her of almost this whole expence. In order to put
Great Britain upon a footing of equality with her own colonies, which the
Jaw has hitherto supposed to be subject and subordinate, it seems neces-
sary, upon the scheme of taxing them by parliamentary requisition, that
parliament should have some means of rendering its requisitions immedi-
ately effectual, in case the colony assembliesé? should attempt to evade or
reject them; and what those means are, it is not very easy to conceive, and
it has not yet been explained. '

Should the parliament of Great Britain, at the same time, be ever fully
established in the right of taxing the colonies, even independent of [452]
the consent of their own assemblies, the importance of those assemblies
would from that moment be at an end, and with it, that of all the leading

o1 These assemblics ate described above, 1V vii.b.st.




IV.vii.c] the Wealth of Nations 623"

the little prizes which arc to found in what may be called the paltry raffle
of colony faction; they might then hope, from the presumption which men
naturally have in their own ability and good fortune, to draw some of the
great prizes which sometimes come from the wheel of the great state
lottery of British politicks. Unless this or some other method is fallen
upon, and there scems to be none more obvious than this, of [454] pre-
serving the importance and of gratifying the ambition of the leading men
of America, it is not very probable that they will ever voluntarily submit
to us; and we ought to consider that the blood which must be shed in
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:)r;e;u(l))fl il:;m;h.Amﬁ.ri;a. Men desire to have some share in the management
affairs chiefly on account of the im ichitgi

e e whi ) portance which it gives them.53

ch the greater part of th i :

I e leading men, th

U . e natur:

: irws:t;)cracy of every country, have of preserving or defending ’thcir res esl

fove rr:g\ort:r;fci de};‘ends the stability and duration of every system ofl;ree

ent.5* In the attacks which those leadi ,

gove . S ing men are continual

; ua

Ozjrl:mg upon the importance of one another, and in the defence of theli);

o ;nconSI:.tsA the \.»vhole. play of domestick faction and ambition. The lead-
g men of America, like those of all other countries, desire to preserve

?;;Zho:;;n importance. 'I'h.ey feel, or imagine, that if their assemblies
amhoritycz'oa:;efondrof callm% garliaments, and of considering as equal ix;
parliament of Great Britain, should be so f;
to become the humble ministers and i e
tive officers of that parlia
the greater part of their own im nce v ey e
' portance would be at an end. Th
rejected, therefore, the proposal of bein i o e
¢ . , S g taxed by parliament isi
tion, and like other ambitious and high-spiri thor chosen
: -spirited ;
. to %raw t(!ile ?‘word in defence of theirgowr? im;or?::f\rc‘; Pave gather chosen
owards the declension of the Roman republi all
ecle publick, the allics of R
?}?d bom’e the principal burden of defending the state and ex—[45;;rt‘:r’1:;lr:o
e empire, demanded to be admitted to all the privileges of Romaﬁ

::)|ft1tzhens. Upon being refused, the social war broke out. During the course -
" that war Rome granted those privileges to the greater part of them, one -
’

lc)gn?:deérzzd mT l;:(:opor]t.xon as they detacheq tl'\emselves from the general
confeder ar}:;l o p?r iament of Great Britain insists upon taxing the
represen,t andd toy re }l:sc ;o be tax'ed by a parliament in which they are not
represente; . Gre;a};  colony, which should detach itself from the general
confederac })‘ré - ritain shoul(! allow §uch a number of representatives
the empire,%® Ii)n ci:)(::;?]r:x::c:};?tit‘: g‘;?:"bugfd tndthe e oo oo
. i se¢ s g subjected to the same taxes, and
in compensation admitted to the same freedom of trade with i low

subjects at home; the number of its representatives t rl:; o nted o e
prop?r.tion of its contribution might afterwards :;lugn(\)cn:'a"\j et o
acquiring importance, a new and more dazzli fect of ambi E“C‘hOd o
be presented to the leading men of each cozl:;:5.&l){$\(;ttc(:xrnla$b;;§1?(ﬂi:;vgo l:'(l)(li'

63 Smi ;
. zr;ut‘hr{::;\;&c: 2not/!\1cr c;mt‘npl%‘}l:elow, V.ii.k.80, drawn from Holland
. n America’: “The principal i swerr
always FINCIP: sccurity of cvery gover i
e ys from the fupport of those whosc dignity, authority and intcrcsf d nm;nt o its
srsl%sm;)p(l)rtcd. (§ 10, AHR 716.) =t cepend upon s
ee below, V.iii.68, where it is statcd axati i
. . . . ‘ . i
Br;:ls}‘ e onn] mactice hat taxation with rcpresentation conforms to
Smit! i i i
mighs b ;\O‘S):lbr;tc ?"i“th ml 'hj' “Thoughts on Atnenca' that a form of union with Americ
g pgincipa{ eo.] [he }t‘:a. ing men of America, we may belicve, wish to continue to‘ba
A com;i)nup: lg t mr own country. After a union with Great Britain, they mi h:
expect to contiy ? o c'sq, in tl.xc same manner as the leading men of Scotlar;d contin . d
p pal people in their own country after the union with England '>(§ 14 A:;R
. ’

forcing them to do so, is, every drop of it, the blood cither of those who are,

or of those whom we wish to have for our fellow-citizens. They are very

weak who flatter themselves that, in the state to which things have come,

our colonies will be easily conquered by force alone.5” The persons who

now govern the resolutions of that they call their continental congress, feel

in themselves at this moment a degree of importance which, perhaps, the:
greatest subjects in Europe scarce feel. From shopkeepers, tradesmen, and
attornics, they are become statesmen and legislators, and are employed
in contriving a new form of government for an extensive empire, which,
they flatter themselves, will become, and which, indeed, seems very likely
to become, one of the greatest and most formidable that ever was in the
world. Five hundred different people, perhaps, who in different ways act
immediately under the continental congress; and five hundred thousand,
perhaps, who act under those five hundred, all feel in the same manner 2
proportionablc rise in their own importance. Almost every individual of
the governing party in America, fills, at present in his own fancy, a station
superior, not only to what he had ever filled before, but to what he had ever
expected to fill; and unless some new object of ambition is presented either
to him or [455] to his leaders, if he has the ordinary spirit of a man, he will

die in defence of that station.

76 It is a remark of the president Henaut that we now read with pleasure

the account of many little transactions of the Ligue, which when they

happened were not perhaps considered as very important pieces of news.

719.) It was in this context that Smith made the ingenious suggestion that should the idea
of union fail, the solution might be ‘An apparent restoration of the old system, so contrived
as to lead necessarily, but insensibly to the total dismemberment of America, might, per-
haps, satisfy both the people of Great Britain and the leading men of America: the former
mistaking, and the latter understanding, the meaning of the scheme.’ (§ 16.) Another
ingenious suggestion, to be applicd in the case of the complete emancipation of America,
was that we should restore Canada to France and the Floridas to Spain, thereby rendering
our own colonics the ‘natural encmies of thosc two monarchies and conscquently the
natural allics of Great Britain'. Inthis wa_v.Smithhopcd that‘old enmities,and probably old
friendships’ might be revived. § 12, AHR 718.

o1 It is pointed out in V.i.a.27 that while militias are generally inferior to standing
armies, this need not be the case where the former are long in the ficld, and that another
campaign would place the Amcrican militia on a par with the British army.

N
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But every man then, says he, fancied himself of some importance; and the ;

innumerable memoirs which have come down to us from those times, were
the greater part of them, written by people who took pleasure in rec:)fdin ’
and magnifying events in which, they flattered themselves, they had becg
considerable actors.®® How obstinately the city of Paris up(;n that occasio:11

defended itself, what a dreadful famine it supported rather than submit to -

the best and afterwards the most beloved of all the French kings, is well
known. The greater part of the citizens, or those who governed the’ reate
part of them, fought in defence of their own importance, which theg for i
saw was to be at an end whenever the ancient govemm’ent shouldybe r:.
estabhshgd. Our colonies, unless they can be induced to consent to a union-
are very likely to defend themselves against the best of all mother countries’
as obstl.nately as the city of Paris did against one of the best of kings ’
77  The idea of representation was unknown in ancient times Whir; the
people of one state were admitted to the right of citizenship.in another,
they had no other means of exercising that right but by coming in a bod ,
to vote and deli-[456]berate with the people of that other state. '%‘he admisj-’

sion of the greater part of the inhabitants of Italy to the privileges of Roman

~ citizens, cotnpletely ruined the Roman republick. It was no longer possibl
to distinguish between who was and who was not a Roman citizpen Ne
tribe c?uld know its own members. A rabble of any kind could be it;tro(-)
duced into the assemblies of the people, could drive out the real citizens
and decide upon the affairs of the republick as if they themselves had beer;
such.‘”. But though America *was* to send fifty of sixty new representativ
to parll.ament, the door-keeper of the house of commons could not find a »
great difficulty in distinguishing between who was and who was not a mer[:\)j
ber. Thoggh the Roman constitution, therefore, was necessarily ruined
by the union of Rome with the allied states of Italy, there is not the least
probability 'that. the British constitution would be hurt by the union (s)f
Great Britain with her colonies. That constitution, on the contrary, would
be .comple.ted by it, and seems to be imperfect without it.” The as’sembl
whxc.h d?hberates and decides concerning the affairs of every part of ch
empire, in order to be properly informed, ought certainly to have repre-
sentatives from every part of it. That this union, however, could be e:?sil
eﬂ'ectu.ated, or that difficulties and great difficulties might ’not occur in ch
execution, I do not pretend. I have yet heard of none, however, which-
x-x were 4-6

s C. J. F. Hénault 7 ique de Uhisto e
o J nault, Nouvel Abrégé chronologique de I'histoire de France (Paris, 1768),
¢ Cf. Montesquieu, Considerations, 93: *

f ; ons, 93: Once the peoples of Italy became its citi
each city brought to R9me its genius, its particular interests, and itsydepend:nlct: on some
gre:tsproéi?tor. 3he ;llstractcd city no longer formed a complete whole.’ on some

See below, .iii.89-90, where Smith elaborates on t i I politi
of union with regard to th:: colonies ana Ireland. P the economic and political benefits
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appear insurmountable.” The principal perhaps arise, not from the nature
of things, but from the prejudices and opinions [457] of the people both
on this and Yon? the other side of the Atlantic.

We, on this side the water, are afraid lest the multitude of American
representatives should overturn the balance of the constitution, and in-
crease too much either the influence of the crown on the one hand, or the
force of the democracy on the other. But if the number of American repre-
sentatives was? to be in proportion to the produce of American taxation,
the number of people to be managed would increase exactly in proportion
to the means of managing them; and the means of managing, to the number
of people to be managed. "The monarchical and democratical parts of the

- constitution would, after the union, stand exactly in the same degree of

relative force with regard to one another as they had done before.

The people on the other side of the water are afraid lest their distance
from the seat of government might expose them to many oppressions. But
their representatives in parliament, of which the number ought from the
first to be considerable, would easily be able to protect them from all
oppression. The distance could not much weaken the dependency of the
representative upon the constituent, and the former would still feel that
he owed his seat in parliament, and all the consequence which he derived
from it, to the good-will of the latter. It would be the interest of the former,
therefore, to cultivate that good-will by complaining, with all the authority
of a member of the legislature, of every outrage which [458] any civil or
military officer might be guilty of in those remote parts of the empire.
The distance of America from the seat of govcmment,besides, the %natives®
of that country might flatter themselves, with some appearance of reason
too, would not be of very long continuance. Such has hitherto been the
rapid progress of that country in wealth, population and improvement,
that in the course of little more than a century, perhaps, the produce of
American might exceed that of British taxation. The seat of the empire

¥y 2.6 -2 were 4-6 s-a pations I

—ee

1 Smith considered the’ desirability of an incorporating union in the ‘Thoughts on
America’, somewhat along the lines of the existing union between Scotland and England,
but added that such a plan as would “certainly tend most to the prosperity, to the splendor,
and to the duration of the empire, if you except here and there-a solitary philosopher like
myself, scems scarce to have a single advocate’ (§ 11, AHR 717). He added that the Ameri-
cans especially, in their ‘present elevation of spirits’ were unlikely to agree, and as to British
opinion, he believed the most popular solution was military victory.

Both Lord Kames and Benjamin Franklin supported the idca of consolidating union,
although the latter clearly recognized that delay would make it increasingly unlikely as a
solution. None the less, it is intercsting to recall that the First Continental Congress of
1774 ly defeated Joseph Galloway's plan for a ‘grand legislative
council® which was to be responsible for controlling the affairs of the union. The whole
issue of union is extensively discussed in Richard Koebner's Empire (Cambridge, 1961),

chapter 4.
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would then naturally remove itself to that part of the empire which con-
tnputed most to the general defence and support of the whole.”

The discovery of America, and that of a passage to the East Indies
by the Cape of Good Hope, are the two greatest and most important events
recorded in the history of mankind.” Their consequences have already
bce.n very great: but, in the short period of between two and three centuries
which has elapsed since these discoveries were made, it is impossible that
the whole extent of their consequences can have been seen. What benefits
or what misfortunes to mankind may hereafter result from those grea;
events no human wisdom can foresee. By uniting, in some measure, the
most dlst?nt parts of the world, by enabling them to relieve one anotirer’s
.wants, to increase one another’s enjoyments, and to encourage one another’s
industry, their general tendency would seem to be beneficial. To the natives
howew?r, both of the East and West Indies, all the commercial bene-[45 j
fits which can have resulted from those events have been sunk and lost ?n
the dreadful misfortunes which they have occasioned.” These misfortunes
however, seem to have arisen rather from accident than from any thing ir;
tlre nature of those events themselves. At the particular time when these
dlscoverxfas were made, the superiority of force happened to be so great
on the. side of the Europeans, that they were enabled to commit with
impunity every sort of injustice in those remote countries. Hereafter,
perhaps, the natives of those countries may grow stronger, or those o;'
Europe may grow weaker, and the inhabitants of all the different quarters of
.the .w.orld may arrive at that equality of courage and force which, by
inspiring mutual fear, can alone overawe the injustice of indepen;lent
nations into some sort of respect for the rights of one another.” But

7 It is interesting to note that in reading this section of Smith’ i
exprcssct.! regret that he' h.ad given the colonial affair ‘a rcprcsent::nti::: ;zcw :)vz(i'c}?;]\%;;hB!l\:g
been omn}tf:d, because it is too much like a publication for the present moment. In Subse
quent editions when public Measures come to be Settled, these pages will 'fall t b-
omitted or Alter.ed.‘ (Letter 151 addressed to Smith, dated 3 April 1776.) In Lettcrox ,

’nddrcssed to Smith, dated 1 Ijlovembcr 1775, John Roebuck, friend and former partncrg
James Watt, stated thf: opposite opinion: ‘I hoped by this time to have seen your Name in
the Papers. :The meeting of Parlt. is the proper time for the Publication of such a work as
yours. It might alfo have been of general use in influencing the Opinion of many in thi
American contest.’ In Letter 153 addressed to Smith, dated 8 April 1776, William);lober:f
son commented that: ‘Many of your observations concerning the Color:ies are of capital
importance to me. 1 s}.\all often follow you as my Guide and Instructor. I am happ to‘;ind
my own ideas concerning the absurdity of the limitations upon the Colony trade est:blish d
m\:’ch better than l‘ could have done myself.’ c
. ‘Scc ab?vc, 1V.i.33. Cf. G. T. F. Raynal, Histoire philosophigue, i.1, trans. J. Justamond,
i.1: ‘The dnscpvery of the new world, and the passages to the East I;\dics i)y.the Cape o;'
G(:?d H‘ope, is one of the most important events in the history of the human specicg *
Sﬂ‘l'l(h comments on the savage injustice inflicted by the Europeans on the t
po.gulat'lons in lV.n.Jz. and below, § 100. ) nane
; I.t is pomte:? outin L] (1.3) 339, ed. Cannan 265, in the course of considering the laws
of nations, that: ‘where there is no supreme legislative power nor judge to settle diffe :
we may always expect uncertainty and irregularity.’ renees.
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nothing seems more likely to establish this equality of force than that
mutual communication of knowledge and of all sorts of improvements
which an extensive commerce from all countries to all countries naturally,
or rather necessarily, carries along with it.

8t In the mean time one of the principal effects of those discoveries has
been to raise the mercantile system to a degree of splendor and glory
which it could never otherwise have attained to. It is the object of that
system to enrich a great nation rather by trade and manufactures than by
the improvement and cultivation of land, rather by the industry of the
towns than by that of the country. But, in consequence of those dis-[460]
coveries, the commercial towns of Europe, instead of being the manu-
facturers and carriers for but a very small part of the world (that part of
Europe which is washed by the Atlantic ocean, and the countries which lie
round the Baltick and Mediterranean seas), have now become the manu-
facturers for the numerous and thriving cultivators of America, and the
carriers, and in some respects the manufacturers too, for almost all the
different nations of Asia, Africa, and America. Two new worlds have
been opened to their industry, each of them much greater and more exten-
sive than the old one, and the market of one of them growing still greater
and greater every day.

82 The countries which possess the colonies of America, and which trade
directly to the East Indies, enjoy, indeed, the whole shew and splendor
of this great commerce. Other countries, however, notwithstanding all
the invidious restraints by which it is meant to exclude them, frequently

_ enjoy a greater share of the real benefit of it.7 The colonies of Spain and
Portugal, for example, give more real encouragement to the industry of
other countries than to that of Spain and Portugal. In the single article
of linen alone the consumption of those colonies amounts, it is said, but I
do not pretend to warrant the quantity, to more than three millions sterling
a year. But this great consumption is almost entirely supplied by France,
Fianders, Holland, and Germany. Spain and Portugal furnish but a small
part of it. The capital [461] which supplies the colonies with this great
quantity of linen is annually distributed among, and furnishes a revenue
to the inhabitants of those other countries. The profits of it only are spent
in Spain and Portugal, where they help to support the sumptuous profusion
of the merchants of Cadiz and Lisbon.” :

83  Even the regulations by which each nation endeavours to secure to
itself the exclusive trade of its own colonies, are frequently more hurtful
to the countries in favour of which they are established than to those
against which they are established. The unjust oppression of the industry
of other countries falls back, if I may say so, upon the heads of the oppres-

76 See above, IV.vii.c.6. 77 See above, § 61.
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sors, and crushes their industry more than it does that of those other
countries. By those regulations, for example, the merchant of Hamburgh
must send the linen which he destines for the American market to London,
and he must bring back from thence the tobacco which he destines for the
German market; because he can neither send the one directly to America,
nor bring back the other directly from thence. By this restraint he is pro-
bably obliged to sell the one somewhat cheaper, and to buy the other some-
what dearer than he otherwise might have done; and his profits are
probably somewhat abridged by means of it. In this trade, however, be-
tween Hamburgh and London, he certainly reccives the returns of his
capital much more quickly than he could possibly have done in the direct
trade to America, even though we should supposc, [462] what is by no
means the case, that the payments of America were as punctual as those of
London. In the trade, therefore, to which thosc regulations confine
the merchant of Hamburgh, his capital can keep in constant employment a

much greater quantity of German industry than it possibly could have done

in the trade from which he is excluded. Though the one employment,
therefore, may to him perhaps be less profitable than the other, it cannot
be less advantageous to his country. It is quite otherwise with the employ-
ment into which the monopoly naturally attracts, if I may say so, the capital
of the London merchant. That employment may, perhaps, be more profit-
able to him than the greater part of other employments, but, on account
of the slowness of the returns, it cannot be more advantageous to his
country.

After all the unjust attempts, therefore, of every country in Europe to
engross to itself the whole advantage of the trade of its own colonies, no
country has yet been able to engross to itself any thing but the expence of
supporting in time of peace and of defending in time of war the oppressive
authority which it assumes over them. The inconveniencies resulting from
the possession of its colonics, every country has engrossed to itself com-
pletely. The advantages resulting from their trade it has been obliged to
share with many other countries.

At first sight, no doubt, the monopoly of the great commerce of America,
naturally seems to be an acquisition of the highest value. To the [463]
undiscerning eye of giddy ambition, it naturally presents itself amidst the
confused scramble of politicks and war, as a very dazzling object to fight
for. The dazzling splendor of the object, however, the immense greatness of
the commerce, is the very quality which renders the monopoly of it hurtful,
or which makes one employment, in its own nature necessarily less advan-
tageous to the country than the greater part of other employments, absorb
a much greater proportion of the capital of the country than what would
otherwise have gone to it.

86  The mercantile stock of every country, it has been shewn in the second
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book,” naturally seeks, if one may say so, the employment most advan-
tageous to that country. If it is employed in the carrying tradc, the country
to which it belongs becomes the emporium of the goods of all the countries
whose trade that stock carries on. But the owner of that stock necessarily
wishes to dispose of as great a part of those goods as he can at home. He
thereby saves himself the trouble, risk, and expence, of exportation, and he
will upon that account be glad to sell them at home, not only for a much
smaller price, but with somewhat a smaller profit than he might expect to
make by sending them abroad. He naturally; therefore, endcavours as
much as he can to turn his carrying trade into a foreign trade of consump-
tion. If his stock again is employed in a foreign trade of consumption, he
will, for the same reason, be glad to dispose of at home as great a part as
he can of the home goods, which [464] he collects in order to export to some
foreign market, and he will thus endeavour, as much as he can, to turn his
foreign trade of consumption into a home trade. The mercantile stock of
every country naturally courts in this manner the near, and shuns the distant
employment; naturally courts the employment in which the returns are
frequent, and shuns that in which they are distant and slow; naturally
courts the employment in which it can maintain the greatest quantity of
productive labour in the country to which it belongs, or in which its owner
resides, and shuns that in which it can maintain there the smallest quantity.
It naturally courts the employment which in ordinary cases is most ad-
vantageous, and shuns that which in ordinary cases is least advantageous
to that country.

But if any of those distant employments, which in ordinary cases are
less advantageous to the country, the profit should happen to rise some-
what higher than what is sufficient to balance the natural preference which
is given to nearer employments, this superiority of profit will draw stock
from those nearer employments, till the profits of all return to their proper
level. This superiority of profit, however, is a proof that in the-actual
circumstances of the society, those distant employments are somewhat
understocked in proportion to other employments, and that the stock of
the society is not distributed in the properest manner among all the dif-
ferent employments carried on in it. It is a proof that something is either
bought cheaper or sold dearer [465] than it ought to be, and that some
particular class of citizens is more or less oppressed either by paying more
or by getting less than what is suitable to that equality, which ought to
take place, and which naturally does take place among all the different
classes of them. ‘Though the same capital never will maintain the same
quantity of productive labour in a distant as in a near employment, yet a
distant employment may be as necessary for the welfare of the society as a

7 See above, 1l.v,




630 The Nature and Causes of [IV.vii.c

near one;” the goods which the distant employment deals in being neces-

sary, perhaps, for carrying on many of the nearer employments. But if the
profits of those who deal in such goods are above their proper level, those

goods will be sold dearer than they ought to be, or somewhat above their
natural price, and all those engaged in the nearer employments will be
more or less oppressed by this high price. Their interest, therefore, in this
case requires that some stock should be withdrawn from those nearer
' f:mploymcnts. and turned towards that distant ®one®, in order to reduce
its prqﬁts to their proper level, and the price of the goods which it deals in
to .thCIt' natural price. In this extraordinary case, the publick interest re-
quires .that some stock should be withdrawn from those employments
wh!ch in ordinary cases are more advantageous, and turned towards one
which in ordinary cases is less advantageous to the publick: and in this
extraordinary case, the natural interests and inclinations of men coincide
as exactly with the publick interest as in all other ordinary cases, [466]
and lead them to withdraw stock from the near, and to turn it towal"ds the
distant employment.

. It is thus that the private interests and passions of individuals naturally
dispose them to turn their stock towards the employments which in ordinary
cases are most advantageous to the society.®® But if from this natural pre-
ference they should turn too much of it towards those employments, the
fall of profit in them and the rise of it in all others immediately dis’pose
them to alter this faulty distribution. Without any intervention of law
therefore, the private interests and passions of men naturally lead them t(;
divide and distribute the stock of every society, among all the different
employments carried on in it, as nearly as possible in the proportion which
is most agreeable to the interest of the whole society. ' '

All the different regulations of the mercantile system, necessarily der-
ange more or less this natural and most advantageous distribution of stock.
But those which concern the trade to America and the East Indies derange
it perhaps more than any other;8 because the trade to those two great
. continents absorbs a greater quantity of stock than any two other branches
?f trade. The regulations, however, by which this derangement is effected
in those two different branches of trade are not altogether the same.
Monopoly is the great engine of both; but it is a different sort of mono-
poly. Monopoly of one kind or another, indeed, seems to be the sole engine
of the mercantile system. 82

[467] In the trade to America every nation endeavours to engross as
-% employment r

7 A related point is made at IL.v.34.
! See above, § 46.

Q. . .
Smnt_h re.fets to restramt§ on imports and the encouragement of exports as the ‘two
great engines’ of the mercantile system, at 1V.i.35 and 1V.viii.1.

* See above, 1V.ii.g.
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much as possible the whole market of its own colonies, by fairly excluding
all other nations from any direct trade to them. During the greater part of
the sixteenth century, the Portugueze endeavoured to manage the trade to
the East Indies in the same manner, by claiming the sole right of sailing in
the Indian seas, on account of the merit of having first found out the road
to them. The Dutch still continue to exclude all other European nations
from any direct trade to their spice islands. Monopolies of this kind are
evidently established against all other European nations, who are thereby
not only excluded from a trade to which it might be convenient for them to
turn some part of their stock, but are obliged to buy the goods which that
trade deals in somewhat dearer, than if they could import them themselves
directly from the countries which produce them. ‘

the Wealth of Nations

gt But since the fall of the power of Portugal, no European nation has

claimed the exclusive right of sailing in the Indian seas, of which the princi-
pal ports are now open to the ships of all European nations. Except in
Portugal,®? however, and within these few years in France, the trade to
the East Indies has in every European country been subjected to an ex-
clusive company. Monopolies of this kind are properly established against
the very nation which erects them.84 The greater part of that nation are
thereby not only excluded from a trade to which it might be con-[468]
venient for them to turn some part of their stock, but are obliged to buy the
goods which that trade deals in, somewhat dearer than if it was open and free
to all their countrymen. Since the establishment of the English East India
company, for example, the other inhabitants of England, over and above
being excluded from the trade, must have paid in the price of the East India
goods which they have consumed, not only for all the extraordinary profits
which the company may have made upon those goods in consequence of
their monopoly, but for all the extraordinary waste which the fraud and
abuse, inseparable from the management of the affairs of so great a com-
pany, must necessarily have occasioned. The absurdity of this second kind
of monopoly, therefore, is much more manifest than that of the first.

92 Both these kinds of monopolies derange more or less the natural dis-
tribution of the stock of the society: but they do not always derange it in
the same way. :

93 . Monopolies of the first kind always attract to the particular trade in
which they are established, a greater proportion of the stock of the society
than what would go to that trade of its own accord.

94 Monopolies of the second kind, may sometimes attract stock towards

the particular trade in which they are established, and sometimes repel it

8 See below, IV.vii.c.100.

8 See above, L.viii.26. Smith considers the disadvantages of exclusive companies with
regard to the colonics at 1V.vii.b.22 and offers an extensive account of their record in
V.i.e. : :
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from that trade according to different circumstances. In poor countries
th.cy naturally [469] attract towards that trade more stock than would other-
wise go to it. In rich countrics they naturally repel from it a good deal of
stock which would otherwise go to it.

Such poor countries as Sweden and Denmark, for example, would prob-
abl)[ have never sent a single ship to the East Indies, had not the trade been
subjectefl to an exclusive company. The establishment of such a company
nccessarlly.cncoumgcs adventurers. Their monopoly secures them against
all competitors in the home market, and they have the same chance for
foreign market.s with the traders of other nations. Their monopoly shows

_ them the certainty of a great profit upon a considerable quantity of goods
and the chanFe of a considerable profit upon a great quantity. Withou;
such extraordinary encouragement, the poor traders of such poor countries
would-probably never have thought of hazarding their small capitals in so
very distant and uncertain an adventure as the trade to the East Indies must
naturally have appeared to them.%® ‘

Such a rich country as Holland, on the contrary, would probably, in
the case of a free trade, send many more ships to the East Indics tha’n it
actually docs. The limited stock of the Dutch East India company prob-
ably repels from that trade many great mercantile capitals which would
oth.erwme go to it. The mercantile capital of Holland is so great that it is
as it were, con.tinually overflowing, sometimes into the publick funds o;’
forcign countries, sometimes into loans [470] to private traders and ad-
venturers of foreign countries, sometimes into the most round-about
foreign trades of consumption, and sometimes into the carrying trade. All
near employments being completely filled up, all the capital which can
be placed in them with any tolerable profit being already placed in them
the capital of Holland necessarily flows towards the most distant em:
ployments.8s The trade to the East Indies, if it “was altogether free
would probably absorb the greater part of this redundant capital. T hé
East Indies offer a market both for the manufactures of Europe and
for t}‘ic gold and silver as well as for several other productions of
Amcrica, greater and more extensive than both Europe and America put
together. '

Every derangement of the natural distribution of stock is necessarily
hurtful to the society in which it takes place; whether it be by repelling
from a particular trade the stock which would otherwise go to it, or by
attracting towards a particular trade that which would not othcrwis,e come

¢-c were 4-6
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83 . H n H
gﬂm?;c tl)f:low. }\‘l.l.e.:;o,hwl;icrc Smith defends temporary monopolies, including those
ed to merchants who first establish a hazardous t
granted rade. See also § 2 of the same
86 See above, 11.v.35.
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to it.87 If, without any exclusive company, the trade of Holland to the
East Indies would be greater than it actually is, that country must suffer a
considerable loss by part of its capital being excluded from the employ-
ment most convenient for that part. And in the same manner, if, without an
exclusive company, the trade of Sweden and Denmark to the East Indies
would be less than it actually is, or, what perhaps is more probable, would
not cxist at all, those two countries must likewise suffer a con-[471]siderable
loss by part of their capital being drawn into an employment which must
be more or less unsuitable to their present circumstances. Better for them,
perhaps, in their present circumstances, to buy East India goods of other
nations, even though they should pay somewhat dearer, than to turn so
great a part of their small capital to so very distant a trade, in which the
returns are so very slow, in which that capital can maintain so small a
quantity of productive labour at home, where productive labour is so much
wanted, where so little is done, and where so much is to do.

Though without an exclusive company, therefore, 2 particular country
should not be able to carry on any direct trade to the East Indies, it will
not from thence follow that such a company ought to be established there,
but only that such a country ought not in these circumstances to trade
directly to the East Indies. 'That such companies are not in general neces-
sary for carrying on the East India trade, is sufficiently demonstrated by the
experience of the Portugueze, who enjoyed almost the whole of it for more
than a century together without any exclusive company.

No private merchant, it has been said, could well have capital sufficient

to maintain factors and agents in the different ports of the East Indies, in’

order to provide goods for the ships which he might occasionally send
thither; and yet, unless he was able to do this, the difficulty of finding 2
cargo might frequently make his ships lose the season for returning, and
the ex-[472]pence of so long a delay would not only eat up the whole profit
of the adventure, but frequently occasion a very considerable loss. This
argument, however, if it proved any thing at all, would prove that no one
great branch of trade could be carried on without an exclusive company,
which is contrary to the experience of all nations. There is no great branch
of trade in which the capital of any one private merchant is sufficient, for
carrying on all the subordinate branches which must be carried on, in order
to carry on the principal “one’. But when a nation is ripe for any great

branch of trade, some merchants naturally turn their capitals towards the-

principal, and some towards the subordinate branches of it; and though all
the different branches of it are in this manner carried on, yet it very seldom
happens that they are all carricd on by the capital of one private merchant.

d-4 hranch 1
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If a.nation, therefore, is ripe for the East India trade, a certain portion' of its
capital will naturally divide itself among all the different branches of that
trade. Some of its merchants will find it for their interest to reside in the
East Indies, and to employ their capitals there in providing goods for the
ships which are to be sent out by other merchants who reside in Europe.
The settlements which different European nations have obtained in the
East Indies, if they were taken from the exclusive companies to which
tth at present belong and put under the immediate protection of the sove-
reign, would render this residence both safe and easy, at least to the mer-
v[473]chants of the particular nations to whom those settlements belong.
If at any particular time that part of the capital of any country which of its
own accord tended and inclined, if I may say so, towards the East India
?rade, was not sufficient for carrying on all those different branches of it

it would be a proof that, at that particular time, that country was not ripé
fqr that trade, and that it would do better to buy for some time, even at a
hnghe.r price, from other European nations, the East India goods it had
occasion for, than to import them itself directly from the East Indies. What

it might lose by the high price of those goods could seldom be equal to the
loss. which it would sustain by the distraction of a large portion of its
capxtal from other employments more necessary, or more useful, or more
suitable to its circumstances and situation, than a direct trade to the East
Indies. '

Though the Europeans possess many considerable settlements both upon
t!\e coast of Africa and in the East Indies, they have not yet established in
elth?r of those countries such numerous and thriving colonies as those in
the islands and continent of America. Africa, however, as well as several
of the countries comprehended under the general name of the East Indies
are inhabited by barbarous nations. But those nations were by no means sc;
weak ar.1d defenceless as the miserable and helpless Americans; and in
proportion to the natural fertility of the countries which they in’habited
they were besides much more populous. The most barba-[474]rou;
nations either of Africa or of the East Indies were shepherds; even the
Hottentots were s0.%% But the natives of every part of America, except

Mexico and Peru, were only hunters; and the difference is very great be-

tween the number of shepherds and that of hunters whom the same extent
of equally fertile territory can maintain.?® In Africa and the East Indies
therefore, it was more difficult to displace the natives, and to extend tht;
.Eurogean plantations over the greater part of the lands of the original
!nhabltants. The genius of exclusive companies, besides, is unfavourable
it has already been observed, to the growth of new colonies, and has pro:

* Smith remarked in FA that the Hottentots ‘are tl i
hendomith remarked in FA that re the most barbarous nation of shep-
% This point is elaborated below, V.i.a.s.
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bably been the principal cause of the little progress which they have made
in the East Indies.?® The Portugueze carried on the trade both to Africaand
the East Indies without any exclusive companies,” and their settlements at
Congo, Angola, and Benguela on the coast of Africa, and at Goa in the
East Indies, though much depressed by superstition and every sort of bad
government, yet bear some faint resemblance to the colonics of America,
and are partly inhabited by Portugucze who have been established there
for several generations. The Dutch settlements at the Cape of Good Hope
and at Batavia, are at present the most considerable colonies which the
Europeans have established either in Africa or in the East Indies, and both
ethese® settlements are peculiarly fortunate in their situation. The Cape of
Good Hope was inhabited by a race of people almost as barbarous and
quite as inca-[475]pable of defending themselves as the natives of America.
It is besides the half-way house, if one may say so, between Europe and the
East Indies, at which almost every European ship makes some stay both in
going and returning. The supplying of those ships with every sort of fresh
provisions, with fruit and sometimes with wine, affords alone a very ex-
tensive market for the surplus produce of the colonists. What the Cape of
Good Hope is between Europe and every part of the East Indies, Batavia
is between the principal countries of the East Indies. It lies upon the most
frequented road from Indostan to China and Japan, and is nearly about
mid-way upon that road. Almost all the ships too that sail between Europe
and China touch at Batavia; and it is, over and above all this, the center
and principal mart of what is called the country trade of the East Indies;
not only of that part of it which is carried on by Europeans, but of that
which is carried on by the native Indians; and vessels navigated by the
inhabitants of China®2 and Japan, of Tonquin, Malacca, Cochin-China,
and the island of Celebes, are frequently to be seen in its port. Such advan-
tageous situations have enabled those two colonies to surmount all the
obstacles which the oppressive genius of an exclusive company may have
occasionally opposed to their growth. They have enabled Batavia to sur-
mount the additional disadvantage of perhaps the most unwholesome
climate in the world.

[476] The English and Dutch companies, though they have established
no considerable colonies, except the two above mentioned, have both made
considerable conquests in the East Indies. But in the manner in which they
both govern their new subjects, the natural genius of an exclusive company

«-¢ those I .

% Above, IV.vii.b.22, and cf. 1V.vii.c.103.

91 See above, 1V.vii.c.o1.
92 Gee above, l.ix.15, where Smith comments on the discouragement to foreign trade in

China.
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has shown itself most distinctly.%3 In the spice islands the Dutch ‘are said
to’ burn all the spiceries which a fertile season produces beyond what they
expect to dispose of in Europe with such a profit as they think sufficient.>
In the islands where they have no settlements, they give a premium to those
who collect the young blossoms and green leaves of the clove and nutmeg
trees \:vhich naturally grow there, but which this 9savage? policy has now

it is said, almost compleatly extirpated. Even in the islands where they havé
settlements they have very much reduced, it is said, the number of those
trees. If the produce even of their own islands was much greater than what
suited their market, the natives, they suspect, might find means to convey
some part of it to other nations; and the best way, they imagine, to secure
their own monopoly, is to take care that no more shall grow than what
they themselves carry to market. By different arts of oppression they have
;ed.ucefl the pf)pulation of several of the Moluccas nearly to the number
v.vhnch is sufficient to supply with fresh provisions and other necessaries of
ll'fe their own insignificant garrisons, and such of their ships as occa-
sionally come [477] there for a cargo.of spices. Under the government
even of the Portugueze, however, those islands are said to have been toler-
ably x‘vell inhabited. The English company have not yet had time to
establish in Bengal so perfectly destructive a system. The plan of their
government, however, has had exactly the same tendency. It has not been
uncommon, I am well assured, for the chief, that is, the first clerk of a
factrzry, to order a peasant to plough up a rich field of poppies, and sow
it with rice or some other grain. The pretence was, to prevent a scarcity
of provisions; but the real reason, to give the chief an opportunity of
selling at a better price a large quantity of opium, which he happened
then to have upon hand. Upon other occasions the order has been re-
versed; and a rich field of rice or other grain has been ploughed up, in

order to make room for a plantation of poppies; when the chief foresaw t'hat

extraordinary profit was likely to be made by opium.® ‘The servants of the
company have upon several occasions attempted to establish in their own

favour the monopoly of some of the mostimportant branches, not only of the
foreign, but of the inland trade of the country. Had they been allowed to

go on, it is impossible that they should not at some time or another have

attempted to restrain the production of the particular articles of which

they had thus usurped the monopoly, not only to the quantity which

they themselves could purchase, but to that which they could expect to

scll with such a profit as they might think sufficient. In [478] the course

-1 2-6 -9 barbarous 1

93 The English colonies in the East Indies are cited as a
] I x n example of th i
economy in I.vm:zﬁ. ‘The history of the East India Company is revi:wed at \;i‘ie;::{mog
94 A similar point is made above, IV.v.b.4 and lL.xi.b.33. oo
9% Sce above, 1V,v.b.6.
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of a century or two, the policy of the English company would in this
manner have probably proved as compleatly destructive as that of the
Dutch. :

Nothing, however, can be more directly contrary to the real interest of
those companics, considered as the sovereigns of the countries which they

" have conquered, than this destructive plan. In almost all countries the

revenue of the sovereign is drawn from that of the people. The greater the
revenue of the people, thercfore, the greater the annual produce of their
land and labour, the more they can afford to the sovereign. It is his interest,

therefore, to increase as much as possible that annual produce. But if this

is the interest of every sovereign, it is peculiarly so of one whose revenue,
like that of the sovereign of Bengal, ariscs chiefly from a land-rent.* That
rent must necessarily be in proportion to the quantity and value of the
produce, and both the one and the other must depend upon the extent of
the market. The quantity will always be suited with more or less exactness
to the consumption of those who can afford to pay for it, and the price which
they will pay will always be in proportion to the eagerness of their competi-
tion. It is the interest of such a sovereign, therefore, to open the most ex-
tensive market for the produce of his country, to allow the most perfect
freedom of commerce, in order to increase as much as possible the number
and the competition of buyers; and upon this account to abolish, not only
all monopolies, but [479] all restraints upon the transportation of the home
produce from one part of the country to another, upon its exportation to
foreign countries, or upon the importation of goods of any kind for which
it can be exchanged. He is in this manner most likely to increase both the
quantity and value of that produce, and consequently of his own share of it,
or of his own revenue.

But a company of merchants are, it scems, incapable of considering
themsclves as sovereigns, even after they have become such.®” Trade, or
buying in order to sell again, they still consider as "their” principal busi-
ness, and by a strange absurdity, rcgard the character of the sovereign as but
an appendix to that of the merchant, as something which ought to be made
subservient to it, or by means of which they may be enabled to buy
cheaper in India, and thereby to sell with a better profit in Europe.
They endeavour for this purpose to keep out as much as possible all com-
petitors from the market of the countries which are subject to their govern-
ment, and consequently to reduce, at least, some part of the surplus produce

Ak the 1
—_—

9 See below, V.ii.a.13, where it is pointed out that land rents have provided the funds
for many a state which has escaped from the shepherd stage. Details of the land tax in
Bengal are given in William Bolts, Considerations on India Affairs, particularly respecting
the Present State of Bengal and its Dependencies (London, 1772), i, chapter XIIL

97 Gee above, 1V.vii.h.11, where the government of merchants is described as the ‘worst

of all’,
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of those countries to what is barely sufficient for supplying their own
demand, or to what they can expect to sell in Europe with such a profit as
they may think reasonable. Their mercantile habits draw them in this
manner, almost necessarily, though perhaps insensibly, to prefer upon all
ordinary occasions the little and transitory profit of the monopolist to the
great and permanent re-[48o]venue of the sovereign, and would gradually
lead them to treat the countries subject to their government nearly as the
Dutch treat the Moluccas. ‘It is the interest of the East India company,
considered as sovereigns, that the European goods which are carried to their
Indian dominions, should be sold there as cheap as possible; and that the
Indian goods which are brought from thence should bring there as good a
price, or should be sold there as dear as possible. But the reverse of this is
their interest as merchants. As sovereigns, their interest is exactly the same
with that of the country which they govern. As merchants their intercst is
directly opposite to that interest.! '
But if the genius of such a government, even as to what concerns its
direction in Europe, is in this manner essentially and perhaps incurably
faulty, that of its administration in India is still more s0.%® That administra-
tion is necessarily composed of a council of merchants, a profession no
doubt extremely respectable, but which in no country in the world carries
along with it that sort of authority which naturally over-awes the people,
and without force commands their willing obedience. Such a council
can command obedience only by the military force with which they are
accompanied, and their government is therefore necessarily military and
despotical. Their proper business, however, is that of merchants. It is to
sell, upon their masters account, the European goods consigned to them,
and to buy in return Indian goods for the [481] European market. It is
to sell the one as dear and to buy the other as cheap as possible, and conse-
quently to cxclude as much as possible all rivals from the particular market
where they keep their shop. The genius of the administration, therefore,
so far as concerns the trade of the company, is the same as that of the direc-
tion. It tends to make government subservient to the interest of monopoly,
and consequently to stunt the natural growth of some parts at least of the
surplus produce of the country to what is barely sufficient for answering
the demand of the company.

All the members of the administration, besides, trade more or less upon
their own account, and it is in vain to prohibit them from doing so. Nothing
can be more compleatly foolish than to expect that the clerks of a great
counting-house at ten thousand miles distance, and consequently almost
quitc out of sight, should, upon a simple order from their masters, give up

=1 2-6

98 Smith considers the constitutional reforms of 1773 at V.i.e.26, and sce also V.ii.a.7.
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ine any sort of business upon their own account, abanfion for
::';'n:lel :zp':‘g of )r(naking a fortune, of which they have the means in their
hands, and content themselves with the moderate salaries which those
masters allow them, and which, moderate as they are, can seldom be aug-
mented, being commonly as large as the rcal.proﬁts of the company trade
can afford.® In such circumstances, to prohibit the servants of the company
from trading upon their own account, can have scarce any oth.er ef;f]e(.:t
than to enable the superior servants, und?r pretence of executing t e;r
masters order, to oppress such of the inferior ones [482) as have had the
misfortune to fall under their displeasure. The servants qaturally endeavour
to establish the same monopoly in favour of their own private trade as of .tl;‘e
publick trade of the company. If they are suﬂ'cr‘ed to act as they coulq l:vvs ,
they will establish this monopoly opcnly.and filrectl.y. by fairly prohi étnnﬁ :
all other people from trading in the articles in Yvhlch they Chu;(]:' t}?’ ea.t,
and this, perhaps, is the best and least oppressive way of esta 1}51. mtghl .
But if by an order from Europe they are Prohlblted from doing t 1s,k. Zy ,
will, notwithstanding, endeavour to establish a monopoly of the same mh s
secretly and indirectly, in a way that is r?uch more destructl\:;: to t t:
country. They will employ the whole authority of government, an hpe.:rvcr
the administration of justice, in order to harass z}nd ruin those who inter-
fere with them in any branch of commerce which, by means of agents,
either concealed, or at least not publickly av?wcd, they may chuse to carrﬁ |
on. But the private trade of the servants 'Wl“ naturally extend to a m"[l‘;
greater variety of articles than the publick trade of the company. 'tﬁ
publick trade of the company extends no furt}_'\er than the trade wi
Europe, and comprehends a part only of the foreign tradt?. of the count}ll'y.
But the private trade of the servants may extend to all the different branches
both of its inland and forcign trade. The monopoly of the companydcan
tend only to stunt the natural growth of that part of the surplus 1')11:(})‘ :xceé
which, in the case of a free trade, would be exported to Europe. ?t l(:
the servants tends to stunt the natural grov.vth of. [483] every part of the
produce in which they chuse to deal, of what is des.tmed for home consulm[t)-
tion, as well as of what is destined for exportation; and consequen; y (;
degrade the cultivation of the whole country, .and to reduce the ?um ;rco
its inhabitants. It tends to reduce the quantity of every sort of produce,
even that of the necessaries of life, whenever the servants of the cgmpa:g
chuse to deal in them, to what those servants ca:\ooboth afford to buy a
expect to sell with such a profit as pleases them.

9 See above, Lix.21. . . . eral
100 lc: his Ct;midrmliom on India Affairs, William Bolts made the same points sever:

T, . Iv
imes, e.g. i.206-7: ‘We have seen all merchants from the interior parts of A;‘sla effe:t::l‘ "
":ve'nt;% t:rom having any mercantile intercourse with Bgng.al, while, at the s;m'ilt bcing'
':he natives in gencral are in fact deprived of all trade within those provinces,
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From the nature of their situation too the servants must be more dis-
posed to support with rigorous severity their own interest against that of
the country which they govern, than their masters can be to support theirs
The country belongs to their masters, who cannot avoid having some re:

gard for the interest of what belongs to them. But it does not belong to the
servants. .Th.e real interest of their masters, if they were capable of under-
itarfdmg it, is the same with that of the country*, and it is from ignorance
'chleﬂy," and the meanness of mercantile prejudice, that they ever oppress
it. But the real interest of the servants is by no means the same with that of
the country, and the most perfect information would not necessarily put
an end to their oppressions. The regulations accordingly which have been
;sent out from Europe, though they have been frequently weak, have
upon most occasions' been [484] well-meaning. More intelligence and
perhaps less good-meaning has sometimes appeared in those established
by the servants in India. It is a very singular government in which every
member of the administration wishes to get out of the country, and conse-
quently to have done with the government, as soon as he can, and to whose
interest, the day after he has left it and carried his whole fortune with him
it is perfectly indifferent "though™ the whole country was swallowed u '
by an earthquake.!0! ' P

:; 'tll‘lhe ir}tc}x;est of every px;?prietor of India Stock, however, is by no means the same
wi at of the country in the government of which hi te gi i i
e Bk 0. G L ot is vote gives him some influence.

-1 ,‘3-6 Ined. 2 the note reads: This would be exactly true if those masters never had an
otherinterest but that whichbelongs tothemas Proprietors of India stock. But they frequently'
have another of much greater importance. Frequently a man of great, sometimes even a ma;
to 'modcrate fortune, is willing to give thirteen or fourteen hundred pounds (the present
price of'a thousand p?unds share in India stock) merely for the influence which he expects
to acquire by. a vote in t.he Court of Proprietors. It gives him a share, though not in the
plunder, yet in !l.1e appointment of the plunderers of India; the Directors, although they
make thqse appointments, being necessarily more or less under the influence of the Court
of Proprietors, which not only elects them, but sometimes over-rules their appointments
A man of great or even a man of moderate fortune, provided he can enjoy this inﬂuence.
for a fe.w years, and thereby get a certain number of his friends appointed to employments
in I.ndla, frequently cares little about the dividend which he can expect from so small a
capital, or even about the improvement or loss of the capital itself upon which his vote is
foundgd. About the prosperity or ruin of the great empire, in the government of which that
vote gives him a share, he seldom cares at all. No other sovereigns ever were, or from the
nature of things ever could be, so perfectly indifferent about the happiness 'or misery of
then: subjects, the improvement or waste of their dominions, the glory or disgrace of :{xeir
administration; as, from irresistible moral causes, the greater part of the Proprietors of
:tuch a mer::’n.nti{f 'Company are, and necessarily must be. [The matter of this note is
incorporated in V.i.e.2s, i.e. i i i i

k-*pm:ly d n llflzcsc;r:,;;:]; ;ccuon o:_;h;:f\fN which .ﬁrst appeared in 2A and ed. 3.]

“.'holly monopolized.by a few Company’s servants and their dependents: In such a situa-
tion, what commercial country can flourish.’
100 Gpot ) - .. . .
Sm_lth.makes a related point at V.ii.k.74 in discussing the activities of tax-farmers
who arc indifferent to the fate of the people they abuse, unlike the sovereign whose proper

107

IV.vii.c] the Wealth of Nations 641

I mean not, however, by any thing which I have here said, to throw
any odious imputation upon the general character of the servants of the
East India company, and much less upon that of any particular persons. It
is the system of government, the situation in which they ™are” placed, that
I mean to censure; not the character of those who have acted in it. They
acted as their situation naturally directed, and they who have clamoured
the loudest against them would, probably, not have acted better them-
selves.192 In war and negociation, the councils of Madras and Calcutta
have upon several occasions conducted themselves with a resolution and
decisive wisdom which would have done honour to the senate of Rome in
the best days of that republick. The members of those councils, however,
had been bred to professions very different from war and politicks. But
their situation alone, without education, experience, or even example, seems
to have formed in them all at once the great qualities which it required,
and to have inspired them both with abilities and virtues which they
[485] themselves could not well know that they possessed. If upon some
occasions, therefore, it has animated them to actions of magnanimity
which could not well have been expected from them, we should not wonder
if upon others it has prompted them to exploits of somewhat a different
nature.

Such exclusive companies, therefore, are nuisances in every respect;
always more or less inconvenient to the countries in which they are esta-
blished, and destructive to those which have the misfortune to-fall under

their government.

n=" were I-2

interest it is to protect them. The example of China ‘suddenly swallowed up by an earth-

quske’ is cited in TMS 111.3.4.
102 See below, V.i.e.26, where it is pointed out that abuses of this kind often reflect the

circumstances prevailing; what Smith calls ‘irresistible moral causes’.
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Political economy and Public Choice emerged in the mid-1960s as sub-disciplines involving
economists, political scientists, and legal scholars. Interestingly, political economy was present at
the birth of these fields of inquiry but was displaced by new specialized disciplines. This essay
offers an economic explanation of the decline and rise of political economy. The theory
presented suggests that political economy experiences a rebound following periods of increased
government intervention. But instead of inducing further specialization, the impulse leads to
unification within and among disciplines.

1. Introduction

The application of economic logic to political behavior for the purpose of
explaining the way the world works is now the basis of a burgeoning
academic enterprise for economists, political scientists, philosophers, and
legal scholars. Interestingly enough, those who labor in the political economy
vineyard, which includes, inter alia, Public Choice, law and economics,
property rights and constitutional economics, have returned to the roots of
their disciplines in their search for logical models that explain human
behavior.

Viewing political actors as economic agents, the political economists and
political scientists who share common models make falsifiable predictions
about political behavior. With empirical and rich institutional data in hand,
the underlying theory can be tested and the results compared with competing
notions. In many cases, the economist’s narrowly construed efficiency model
and political scientist’s public interest theory are found wanting. Ideological
and political variables do not dominate explanations of public sector
decision making. The richer institutional theories of the past are more
powerful.

What explains the post-1960s rise of the new political economy? And
better yet, what explains the decline of the old political economy, what might

*The author expresses appreciation for helpful comments and criticisms to Hugh H.
Macaulay, Clark Nardinelli, and the editor of this journal. ’
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be termed classical economics, that evolved in the 19th century? Do cycles of

government intervention explain the pronounced cyclical life of political

~ economy? Does the twentieth-century growth of government explain the
resurgence of political economy? : )

This essay examines these questions and puts forward elements of a
theoretical explanation of the decline of the old and rise of the new political
economy. The theory is founded on notions of markets for ideas along with
the entry of economic agents to the political process. While the essay focuses
decidedly on the evolution of economic thought, discussions of related
changes in other disciplines are also included.

The essay’s next section scans the development of economics and describes
the evolution of a dichotomy that divided the world into private and public

" sectors. While elegant theoretical models were being constructed to use in
‘examining the two social spheres, the older notions of political economy
~ were snipped away from their philosophical roots and pure economic models
were transplanted in their place. The section offers an explanation of how
that happened and illustrates dramatic changes in the economist’s way of
looking at the political world. : .

The section that follows examines the decline and rise of political economy
using a theory of markets. The discussion there assumes that the market for
ideas determines partly the success and failure of idea producers, which is to
say that the demand for intellectual products is as important as supply. The
value of ideas is based on their usefulness in predicting human behavior.
Ideas with higher predictive content displace those with a lesser amount and -
that occurs with a vengeance when demand increases.

The last major section of the essay focuses on the U.S. regulatory
experience and applies some of the concepts discussed in the earlier section.
Certain characteristics of the U.S. experience that invigorate the rise of
political economy are identified and discussed. The section argues that the
expansion of special interest rules of the 1970s provided the necessary
laboratory where competing theories of government action were tested. The
new political economy became the stronger contender in the intellectual
market place that emerged. Some final thoughts conclude the essay.

2. From political economy to economics

Discussions of economic agents working in the political arena accom-
panied the birth of economics as a discipline and gave the new field its
distinguishing name: political economy. One needs only consider the titles of
early treatises in economics to sce this: Adam Smith: An Inqury into the
Nature and Causes of the Wealth of Nations (1776); J.B. Say: A Treatise on
Political Economy (1803); David Ricardo: Principles of Political Economy
(1817); Nassau Senior: An Outline of the Science of Political Economy (1836);
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and John Stuart Mill: Principles of Political Economy (1848). However, by
Ricardo’s time, the focus of political economy had narrowed considerably in
a search for laws that explained economic behavior.

Unlike later writers, the authors of these earlier treatises saw one world
without a public sector/private sector demarcation. Though disintegrating
rapidly, there was a certain unification of thought. Fields of inquiry such as
moral philosophy and jurisprudence became more specialized disciplines of
philosophy, politics, legal studies, and economics. Each of these was partly
subsumed in the early field of political economy. ' .

Another important feature of the classical writers is seen in their openness
in writing about freedom and liberty. They apparently viewed those con-
ditions of man as legitimate subjects for discussion and inquiry. Now viewed
as being somehow inappropriate concepts for scholarly inquiry by econ-
omists, these scarce institutional features of social life often formed the basis
of models that had to do with human well-being.

The cumulative effects of the age of rationalism, the enlightenement, and
the attractiveness and power of newly emerging sciences, especially physics,
contributed to a reshaping of political economy, to one that projected models
devoid of institutional content to be used for ‘theoretical analysis. By 1874
when Walras published his Elements of Pure Economics, the discipline had
been reshaped. Just before the publication of Walras’ tour de force, Jevons
had published his Political Economy (1871). Though Jevons indicated his next
major treatise would be named Economics, he did not live to complete it.!

The new science of economics contained two analytical engines. One
engine was used to examine the behavior of economic agents in private
sector settings. Another set of models took shape for the analysis of the
behavior of political agents who were generally viewed by economists as
seeking efficient policy, though systematically missing the mark. There were
no analytical bridges connecting the two analytical worlds.

Though useful to be sure, the stripping away of institutional clothing that
occurred left a major unanswered question: Why do politicians systematically
fail to achieve efficiency goals? The unanswered question raised serious
doubts about the power of economic models to predict or explain real world
outcomes. Undeterred by that, analysts focused on welfare economics, which
is to say the implicit answer to the question had to do with informing '
politicians about efficiency. Instead of claiming to explain the way the world
worked, welfare economists resorted to saying how it should work, again
assuming that politicians were supremely interested in efficiency as narrowly
construed in economic models. All along, the politicians seemed uninterested
in, if not unconvinced by, the analyses.

A comparison of the thoughts of Adam Smith (1776) and J.B. Say (1803)

1] am indebted to Clark Nardinelli for these insights.
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with those of A.C. Pigou (1920) illustrates the transition and the frustration.
Using the analysis of political economy that viewed economic motivation as
a driving force in all walks of life, which of course included politics, Smith
had this to say about businessmen and politics [Smith (1937, p. 150)]:

The interest of the dealers ... in particular branch of trade or manufac-
tures, is always in some respects different from, and even opposite to,
that of the public. To widen the market and narrow the competition is
always the interest if the dealers. To widen the market may be agreeable
enough to the interests of the public; but to narrow the competition
must always be against it, and can serve only to enable the dealers, by
raising their profits above what they naturally would be, to levy, for
their own benefit, an absurd tax upon the rest of their fellow citizens.
The proposal of a new law which comes from this order ought never to be
adopted till after having been long and carefully examined. (emphasns
added)

Smith implies special interest influence, but implicitly described an insulated
legislature that independently ponders proposed laws. He clearly sees one
world of economic agents competing directly for customer patronage and
then jointly for rules to reduce the force of the ensuing competition. A profit
maximizing dealer will presumably spend resources across all margins of
influence, attaining equilibrium, let us say, where the return from buying
political favors is equal to that obtained from improving service and product
for consumers. Along with his effort to explain the way the world works,
Smith offered a few words of caution to the legislature.

J1.B. Say points directly to an activist legislature in his political economy
and speaks of its sharing in the political gains created for special interest
groups. He says [Say (1966, pp. 146-147)]:

If one individual, or one class, can call in the aid of authority to ward
off the effects of competition, it acquires a privilage to the prejudice and
at the cost of the whole community, it can then make sure of profits not
altogether due to the productive services rendered, but composed in part
of an actual tax upon consumers for its private profit; which tax it
commonly shares with the authority that thus unjustly lends its support.

By 1920, the world of economics and the view of politicians had changed
dramatically. To illustrate, A.C. Pigou offers pages of guidance to legislators
with few words for those who seek simply to understand how politicians
interact with economic agents to form the world’s legal institutions. Pigou
has a benign view of politics. His analysis sees a clear separation between
public and private sectors. As if adopting Freud’s behavioral model where
the ego and super ego struggle to control the id, Pigou leaves the reader with
a vision of government as the controller/perfecter of errant market forces.
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Finding numerous problems where private sector incentives seem to fail,
the collective superhuman mind of government can fine-tune the private
sector, taxing a little here, subsidizing there until all rejoice with a grand
salute to Pareto’s ghost. ‘

Elaborating on problems where the private cost of decision makers fails to
include elements of cost imposed on unrelated parties, Pigou (1932, p. 192)
sees the situation this way:

It is plain that divergences between private and social net product of the
kinds we have so far been considering cannot ... be mitigated by
modifications of the contractual relation between any two contracting
parties, because the divergence arises out of a service or disservice
rendered to persons other than the contracting parties. It is, however,
possible for the State, if it so chooses, to remove the divergence in any
field by ‘extraordinary encouragements’ or ‘extraordinary restraints’
upon investments in that field. The most obvious forms which these
encouragements and restraints may assume are, of course, those of
bounties and taxes.

‘It is, however, possible for the State, if it so chooses.” With that casual
statement, Pigou brushed against political choice briefly as he continued the
development of neat arguments in an institutional vacuum. While the
economic vacuum is analyzed, politicians wait quietly with their law-making
engines in neutral, considering whether or not to accept Pigou’s advice.?.
Unlike the legislators in Smith’s world, Pigou’s are a feature of nature, not a
part of the world struggle described by Smith and J.B. Say. Explaining how
they choose to act was not Pigou’s purpose. Explaining how they should act
was more important, which is simply another way of saying that is what
welfare economics is about.

Though of key importance in the development of economic theory, Pigou’s
strictures are minor when compared with the vast outpouring of politically
sterile models that flowed from the institutional vacuum. Eventually, how-
ever, some economists became increasingly aware that politicians were (1)
not particularly influenced by their writing about efficiency, and (2) greatly
influenced by economic agents who seemed unaware of the theoretical
barriers that separated private from public sectors. Some economists began
to think about the political scientists’ notion of capture. The conditional
comment ‘If they choose’ became a point of departure for the study of
collective choice. The -new question was ‘Why do they make certain choices?

The rise of Public Choice in the 1960s with its unrelenting focus on the

?As the distinguished Professor of economics at Cambridge, Pigou was indeed teaching future
government leaders. Perhaps, later welfare economists failed to realize that unlike Pigou they
seldom had the future political elite in their lecture halls. (I am indebted to Clark Nardinelli for
calling this to my attention.)
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political choices Pigou touched in passing marked a return of the old
political economy. Indeed, when the name of the new Public Choice Society
was being debated in 1967, the political scientists and economists at the
meeting struggled between ‘Public Choice’ and the ‘New Political Economy’
and finally settled on the former.®> Once again, a group of economists,
political scientists, and other scholars were seriously attempting to explain
the way the world worked. And once again, scholars unabashedly inquired
about freedom and the challenges faced by free people when organizing
publicly supported activities.

3. The cyclical demand for political economy

What might explain the decline and rise of political economy? Does it
reflect something about the world? Or something about economists, political
scientists and the incentives they face? Surely the intelligence of generations
of economists has not varied significantly. The explanation must be found in
the intellectual marketplace where demand and supply affect the allocation of
intellectual inputs and the determination of product characteristics. For that
to be the case, one might look for variations in the value of government to
special interest agents that correspond with variations in the relative
attention paid by economists and others to political economy. When
government expands its supply of special interest benefits, which is to say
government becomes valuable to private parties, political economy would
seem to be more in vogue, if not more valuable. When government reduces
its special interest activities, political economy wanes.

By way of illustration, classical writers like Smith and Say devoted much
of their attention to Mercantilism, the intervention of government into the
- working of international markets that had evolved over several centuries.*

In the salad days of Mercantilism, the strictures were extensive and valuable.

World forces changed, Mercantilism subsided relatively, and by the end of
the 19th century the Western world experienced a long wave of economic

prosperity. The collapse of industrial economies in the 1930s ushered in a

new wave of state intervention that sowed the seeds of the next crop of

political economists and provided a stimulus for broadening the scope of
social science scholarship. All this suggests that political economy becomes

productive after long periods of government intervention. But there is still a

*See note (1) in William C. Mitchell (1988, p. 117). Mitchell’s_article contains an excellent
survey of early as well as seminal contributions to the hybrid discipline. Also, see Mitchell
(1989). It is interesting that the new research program in constitutional political economy is
sometimes referred to as the ‘new political economy”. See Jack Wiseman (1990).

FFor a good survey of thought on Mercantilism as well as historical background, see Robert
B. Ekelund. Jr. and Robert F. Hebert (1983, pp. 32-60). Also, see Robert B. Ekelund, Jr, and
Robert D. Tollison (1981).
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puzzle to resolve: Why do diverse disciplines reunite and return to classical
roots in the process of reforming political economic thought?

In a famous quotation, Adam Smith reminded his readers that the division
of labor - specialization among factors of production - is limited by the
extent of the market. In a famous article named by that quotation, Stigler
(1968) developed an explanation of the organization of industries. As the
market for a newly introduced product expands, specialized functions within
the innovating firms can be spun off to form new firms. The resulting
disintegration leads to lower production costs for components through
specialization and the exploitation of ultimate economies of scale. Eventually,
every possible function that can become independent is a free-standing firm.

4/

Transactions costs that enter among the various firms become a limiting

factor in the ensuing pageant of competitively determined lower costs.

The reverse process indicates that when the product market shrinks, the
children of the original firm tend to return home, becoming absorbed in the
original firm, which is to say vertical mergers and consolidations occur.
According to the theory, integration or unification is an indicator of
declining markets, all else being equal. stmtegratlon is an indicator of
expanding markets.

The cyclical story of political economy just outlined suggests the unifica-
tion theory does not hold for intellectual products. We see just the reverse.

“Strong state intervention, a proxy for the market demand for political

economy analysis, appears to be associated with integration of diverse
thought; the thoughts of political scientists, philosophers, legal scholars and
economists converge in an investigation of political economy. In a sense,
members of the scholarly disciplines return home and re-examine the notions
of Adam Smith, Hume, Locke and other founders.

If the division of labor story is generally valid, periods of extensive
government intervention and regulatory growth should be followed by
further specialization within disciplines, as opposed to the integration of
thought represented by the joining of economics and political science to form
Public Choice - the new political economy.

This conundrum requires some explanation, and Stigler offers some useful
insights. The division of labor in the social sciences that split the world and
then focused on political behavior apparently did not produce value-
enhancing results along certain margins. For example, the institutional
vacuums in economics that addressed efficiency did not adequately explain
political action. Furthermore, the older Public Interest theory of political
science — the counterpart to economic’s efficiency theory — could not alone
explain special interest motivation.

Other offspring of the parent disciplines performed better. Some spin-off
disciplines appear to have flourished in their new specialized markets. For
example, management, management science, and financial economics have
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staked out territories and expanded. Public administration and policy
sciences have as well. But the specialists that focused on the behavior of
political agents became intellectually bankrupt. Unification of knowledge, the
regeneration of political economy, is the counterpart of mergers involving
failing firms. Theories of unification and specialization imply that value-
enhancing sub-disciplines that offer predicative power about the world will
survive and perhaps flourish. Those that cannot explain and predict will not.

The purveyors of predictions regarding the behavior of political agents in a
political economy fell into the latter group, as did those who pushed the pure
public interest theorist of political science. The return to the roots of
economics that has occurred and the extraordinary growth of Public Choice
as a hybrid discipline are evidence that an intellectual market test has been
passed. Predictions that emerge from Stigler’s division of labor theory imply
that new subdisciplines within Public Choice and polmcal economy will soon
be observed.® .

For the theory of cyclical political economy to hold water, there must be
some explanation of the timing of the unification of politics and economics.
Why does political economy re-emerge following periods of extreme govern-
ment intervention? Consider the social scientist’s laboratory and the number
of natural experiments occurring in it. If there are few experiments and little
attention focused on them, weak theories are apt to go unpunished. Upon
observing behavior that defies his explanation, a public interest theorist can
say there are always some bad apples. What are needed are better politicians.
If wasteful and inefficient regulation is imposed by the legislature, the
efficiency analyst can call on his stupidity theory. The politicians are just
beyond hope. They must learn some basic welfare economics.

But if the number and frequency of natural experiments increase markedly
and massive quantities of regulation emerge, the theorists are faced with a
severe problem. Given the size of their sample, they must either explain
outcomes or be discredited. The problem faced is comparable to that found
when limited anecdotal evidence is all that can be mustered in an argument.
The failure of a few anecdotes to jibe with respected theories is not quite so
serious. However, when the theories are tested with a large statistically useful
data set in a multiple regression, a lack of significant variables and low
explanatory power can be very disturbing. It is equally disturbing to observe
an almost uninterrupted series of anecdotes that appear to violate theoretical
logic.

’As this was being written, the first issue of Constitutional Political Economy was coming off
the press. James M. Buchanan (1990) describes carefully the new rescarch program captured by
the journal’s title and explains how it relates to Public Choice.




B. Yandle, The decline and rise of political economy

4. The U.S. regulatory experience

The U.S. experience with federal regulation may illustrate the point. Since
the late 1800s, there have been three distinct periods of regulatory growth.®
The first period, sometimes called the Progressive Era, marks the origin of
federal regulation. That was when the Interstate Commerce Commission was
formed (1887), which was the first federal regulatory agency. The nation’s
first antitrust statute (1890) was also passed in that period. In response to the
regulatory impulse, political scientists hawked the public interest theory and
economists addressed equity and efficiency. Meanwhile evidence was accumu-
lating. The second period, the 1930s, reflects the Great Depression when a
large number of major regulatory agencies were formed. Again, old theories
were proffered and time passed while evidence was accumulating. Finally, the
last period reflects the environmental revolution of the 1970s.. By then,
almost a century had passed since the first regulatory phase and the evidence
was in hand that would either refute or support competing hypotheses of
political behavior. Political economy and Public Choice were already
appearing on the scene.

On- reviewing the ‘actions of the Interstate Commerce Commission, some
scholars were perplexed.” Neither the public interest nor efficiency theory
would hold water. The agency seemed to serve special interests, and those
interests varied across time. Examination of the behavior of the Food and
Drug Administration, the Federal Trade Commission, the Occupational
Safety and Health Administration, and countless other agencies revealed the
same thing. Eventually, the vacuum-produced - theories were discredited.
There was integration in the intellectual market place. The political scientists’
capture theory became more interesting. Political economy and Public
Choice emerged as dominant disciplines for predicting the behavior of
political agents in a political economy.

The resurgence of political economy, marked by a return to intellectual
roots of the discipline, presented richer theories of political behavior based
on old logic. Yes, political -agents were assumed to be pursuing their self
interests while serving their special interest principals — the people who put
them in office. But no, the broader interests were not completely neglected.
Although the substance of the publc interest and efficiency theories are no
longer the dominant theories, their clothing has survived. .

The richer theories of political economy recognize that political actions
require justification to broader audiences than those represented by special
interests. And the membership composition of special interest groups varies’
depending on the issues to be debated and decided. At any given moment,

‘:More det;il is provided in Yandle (1986).
"For a review of literature on the agencies mentioned here as well as others, see McCormick
(1984, 1989).
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some who were active members of a lobby group are now part of an
unorganized mass of consumers. The variation in membership requires that
sophisticated politicians offer acceptable and credible justification for their
actions. To justify safety regulations that impose differential costs on old and
new firms, giving advantage to the former, the politician must speak about
human health and make a public interest appeal.®

To support costly command and control environmental regulations that
have little to do with improving air quality but much to do with pratecting
employment of coal miners and preserving rents for particular firms, the
political agent must speak as an environmentalist. With success, the politi-
cian serves competing special interest groups — those that presume to speak
for consumers and others who quietly but effectively obtain restrictions on
competitors’ output. We are reminded of Adam Smith’s advice about the
dealers: ‘The proposal of a new law (from the dealers) ought never to be
adopted till after having been carefully considered.” The new theories argue
that producer interests will be served, but. not totally at the expense of
consumer interests. The theories also suggest that politicians will position
themselves to articulate demand for political services in ways that cause the
quantity demanded always to exceed the quantity supplied.

Excess demand for political favors became part and parcel to the increased
rate of production of special interest legislation and regulation in the 1970s.
The resulting increase in contracts between politicians and economic agents
generated more data for analysis by those who created the new political
economy. How excess demand was managed was important to the emerging
body of research findings.

. Today’s extensive literature on rent-seeking or the special interest theory of
government includes substantial empirical support for the revived theories of
political behavior.® When coupled with historical data that reaches across
centuries the combined evidence tells us that market forces recognize no
social boundaries. Just as Say told us, the arena for votes and political favors
are traded in a market that facilitates political entry and exit. Political
actions that create wealth for favored constituents are the services sold in the
market, but how the actions are packaged and the certainty introduced to
the contracts has great bearing on the process and on the resurgence of
political economy that began in the 1960s.

Unlike unfettered markets for goods and services provided by firms where
prices tend to balance the quantities demanded and supplied, political
markets are characterized by perpetual excess demand. Of course, there is a
tendency for the process to equilibrate, but not on the basis of some
apparent market price. Whereas traders can enter and exit most political

On this, see Yandle (1989).
“For a substantial survey of this literature, see McCormick (1984).
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markets, entry is constitutionally barred for new political units. There are a
fixed number of elected representatives.

The legal barriers provide potential monopoly power to the producers of
favors, especially those who organize dominant parties in the legislature. As
price setters, they can determine which deals are struck and how much is
paid for each transaction. As a result, politicians tend to write laws that
promise more than can ever be delivered universally. Phrases such as ‘Every
person has a right to a decent home, a safe workplace, clean air; the absence
of hazardous waste in his community, and basic education’ are common
legislative language. It is known at the outset that no one has a duty to
make good on the announced rights. Demand is inevitably greater than
supply.

This feature of political demand and supply allows political brokers to
discriminate across constituent groups. Those who pay the highest price
(render the greatest political support) are among the first to obtain the
desired service. In a multi-tiered political system — one with local, state, and
national governments organized along party lines — where party support
must be built at each level, valuable units of the service can be designated for
discriminatory allocation at each tier. Five hundred units of subsidized
housing, for example, may be provided annually in a regime that claims
every citizen has a right to decent housing. Far short of the amount needed
to satisfy the political promise, the 500 units are-predictably allocated in
ways that maximize the political rents they generate, not on the basis of
some measure of need. Because of this, the efficiency oriented economist can
always point to failed government programs; the outcomes never match the
official goals. However, the political economist more often sees what theory
predicts; the official goals are important items that disguise the private
interest objectives of the process.

The desirability of excess demand predicts that politicians will not
generally support the use of economic incentives in allocating governmental
provided goods and services. The exception is found during periods of fiscal
stringency when additional revenues for redistribution are more valuable at
the margin than politically created rents.'°®

Command and control is the order of the day. For example, an approach
for providing lower income families access to higher valued housing could be
made with government provided vouchers, instead of government provided
housing. A limited number of vouchers allocated to families on the basis of
income and other characteristics that can be traded in ordinary housing
markets will equilibrate demand and supply.

'"The current expansion of user fees, including some that could be crudely termed Pigouvian,
relates to this point. The growing U.S. deficit has apparently caused politicians to become more
interested in using economic incentives. [For discussion, see Yandle (1989b. ch. 6)].
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Although vouchers might be good for technical efficiency, they are not
-good for politicians. The politician supporting such schemes gives away a
valuable rent-creating opportunity. He cannot predict with precision who
will -obtain the improved housing. The recipients of the benefits may be
people from outside his political region. They will obviously not be obligated
to him in the future.

In a similar fashion, pollution perrmts for specified amounts of allowable
emissions that can be traded among firms that discharge common pollutants
will reduce the overall cost of achieving a set pollution reduction goal. The
permits are exceedingly valuable to firms that have high control costs. They
are of less value to firms with lower control costs, which of course makes the
market function. But the firms initially endowed with the permits receive the
rents, not the politicians. Even if the politician chose to auction permits to
the highest bidder in an open market, there would be problems. Payment in
kind is preferred to payment in cash in most political economy markets. It is
a matter of control and support. The successful politician must be able to
deliver on implicit contracts. In exchange for support, he will arrange certain
privileges. An invitation to a public auction is no privilege. The proceeds of
the auction accrue to the treasury, not to the politician’s campaign chest.

The political marketplace shares a common characteristic with all other
markets, including the intellectual market discussed earlier. If the market for
political services is small — there being limited scope for political redistribu-
tion, the politician will tend to handle transactions directly. In any case, we
would expect the most highly valued transactions to be handled this way.
Direct face-to-face contact with each recipient of political favors has a
general advantage. Agency cost is reduced to zero when the elected official
writes his own contracts, as opposed to delegating those negotiations to
hired staff. However, like all producers of goods and services who rely on the
use of specialized assets, the politician confronts the problem of positioning
himself to maximize his lifetime wealth. '

By passing laws that address pressing social problems, the politician
increases demand for his services. At some point. the excess demand so
generated is more than can be managed effectively on a direct basis. A
division of labor is predicted to be associated with the growth of govern-
ment, all else equal.

The growth of administative law and the expansion of administrative
agencies provide the elected politicians with agents to handle less complex
political deals. With the gains from specialization come agency costs. The
appointed head of an administrative agency cannot be expected to perform
exactly the way the politician would perform. To minimize that cost, the
elected politicians grooms staff members for future administrative posts and
makes the administrative agency subject to his oversight. Even so, important
subtleties associated with political contracts are casily lost. The politician
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must weigh the gains from specialization against the losses that spring from
agency cost. ’ _

The bureacratic hierarchies that evolve with excess demand management
and growth of government leave the theorist in a precarious position. Public
interest theories that might explain the behavior of an abolsute monarch may
prove robust, if the king is benevolent. The same theories are less likely to
explain the behavior of a parliament, since division of labor abounds and
competing special interest groups operate across the membership. Members
of parliament have to be re-elected. The king has other problems.

Theories are further tested when additional layers of bureaucracy are
added to the picture. While some parliamentary groups may be shown to
serve the interests of large unorganized groups of consumers, it is unlikely
that administrative agencies will have the same appearance. As specialized
arms of the legislature, these units typically work to serve a well-defined
group. They are special interest at the outset, though their rationale is based
on a public interest theory. Transportation agencies naturally serve the
interests of the transportation industry. International trade commissions
naturally serve the interests of domestic firms that seek protection. Environ-
mental protection agencies understandably balance the interests of producers
who must operate within environmental rules against the demands of
organized groups who seek to alter environmental use.

As the number of political contacts available to special interest groups
grows, the observations to include in models that test public interest and
private interest theories expand. In addition to there being more observations
to consider, along with a larger outpouring of rules designed specifically for
special groups, linkages between the expanding bureaucracy and elected
politicians are stretched. Agency cost increases at every margin — between
voter and elected official, elected official and government bureaucrat, and
between bureaucrat and those subject to regulations.

The elected politicians write legislative blueprints to be followed by
administrative agencies. Administrative law provides a vehicle for fine-tuning
the final rules promulgated by the agencies. Meanwhile the legislator moves
to newer territories and negotiates with other special interest groups. All
along public interest arguments are used as wrappers for private interest
~ benefits, but at some point in the hierarchy, the wrapper becomes thin.
Theories based on efficiency, equity, and public interest fail to explain the
way the complex world works.

5. Some final thoughts

This essay has presented a theoretical explanation for the decline and rise
~of political economy. At the outset, it is curious that what was standard fare
200 years ago would re-emerge and dominate explanations of political
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behavior. It is even more curious that the new political economy represents a
reunification of thought, as opposed to further intellectual specialization.

There is a competing theory that might be mustered to explain the cycle of
thought discussed here. Economic imperialism, the take over of other
disciplines by economic logic, is the notion. However, the fact that modern
analysts appeal to classical logic, which included a general vision of the
- world that included politics, phxlosophy, law, and ethics, suggests a return to
roots, not a takeover.

The theoretical explanation for this long cychcal pattern indicates what -
social scientists know from their training: It is difficult to displace theories in
the absence of data. The rapid growth of government intervention in the
1970s provided a large amount of data that could be focused on the study of
special interest theories of government. Viewing the political arena as just
another dimension of the world where economic agents strive to better
themselves, political economy argues simply that political entry will occur
whenever the return is high enough. Going even further, the theory argues
that politicians will act in ways that expand opportunities for transactions
with the economic agents that support their political careers.

The resulting market for political favors is competitive, but it is controlled.
There are political constraints that make it possible for politicians to
articulate the distribution of favors across agents who always seek more than
can be provided. Expansion of the political enterprise follows as government
grows and a limited number of elected officials work to redistribute wealth.

If the division of labor argument outlined here is a valid explanation, the
theory predicts that new subdisciplines within political economy will emerge.
The theory also predicts that any future period of relative government
decline will be followed by a contraction in the demand for political
economy. However, unlike previous periods, the loss of demand for political
economy will be related to the contraction of government, not the inability
of the theory to provide insights that explain' the behavior of economic
agents who seek political control.
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The Welfare Costs of Tariffs,

Monopolies, and Theft
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IN recent years a considerable number of studies have been published
that purport to measure the welfare costs of monopolies and tariffs.!
~ The results have uniformly shown very small costs for practices that
economists normally deplore. This led R. A. Mundell to comment in
1962 that “unless there is a thorough theoretical re-examination of the
validity of the tools upon which these studies are founded . . . some-
one will inevitably draw the conclusion that economics has ceased to
be important.”? If one can judge from conversations with graduate stu-
dents, a number of younger economists are in fact drawing the con-
clusion that tariffs and monopolies are not of much importance. This
view is now beginning to appear in the literature. On the basis of these
measurements Professor Harvey Leibenstein has argued, “Microeco-
nomic theory focuses on allocative efficiency to the exclusion of other
types of efficiencies that, in fact, are much more significant in many
instances.”®
It is my purpose to take the other route suggested by Mundell
and to demonstrate that the “tools on which these studies are founded”
produce an underestimation of the welfare costs of tariffs and monopo-

I'These studies are conveniently listed with a useful table of the welfare losses com-
puted in each in Harvey Leibenstein, “Allocative Efficiency vs. ‘X-Efficiency’,” Ameri-
can Economic Review 56 (June, 1966): 392-415.

2R, A. Mundell, “Review of L. H. Janssen, Free Trade, Protection and Customs
Union,” American Economic Review 52 (June, 1962): 622.

v 3Leibenstein, “Allocative Efficiency,” p. 392. In this article Leibenstein consis-
tently uses the phrase allocative efficiency to refer solely to the absence of tariffs and
monopolies. :
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lies. The classical economists were not concerning themselves with
trifles when they argued against tariffs, and the Department of Justice
is not dealing with a miniscule problem in its attacks on monopoly.

Statics

The present method for measuring these costs was pioneered by Pro-
fessor A. C. Harberger.* Let us, therefore, begin with a very simple
use of his diagram to analyze a tariff. Figure 3.1 shows a commodity
that can be produced domestically at the constant cost of P, and im-
ported at P,. With the given demand and no tariff, Q, units will be pur-
chased at a price of P,. If a prohibitive tariff is imposed, Q, units will be
bought at a price of P,. The increase in price, it is argued, is merely a
transfer from some members of the community to others, and the only
welfare loss is consequently the shaded triangle. The studies purport-
ing to measure the welfare costs of tariffs have simply computed the-
value of this triangle. From the geometry it is fairly obvious that the
amount would normally be small.

There are a considerable number of costs that are ignored by this
procedure. As a starter, collection of a tariff involves expenditure on
customs inspectors and others who do the actual collection and on
coast guards who prevent smuggling. Further, customs brokers are
normally hired by the shipper to expedite the movement of their
goods through customs.® Normally we pay little attention to collection
costs because they are small, but in this case they may well be larger
than the welfare triangle, which is also small. Thus, by simply adding
in collection costs, we significantly increase the “social cost” of the
tariff.

‘A. C. Harberger, “Using the Resources at Hand More Effectively,” American
Economic Review 49 (May, 1959): 134-146. It should be noted that Harberger suggested
the method for the measurement of the welfare costs of monopoly, but its extension to
cover tariffs was the work of other scholars. The more careful scholars who have mea-
sured the welfare costs of tariffs have not all used this very simple application of Har-
berger’s method, but a method such as illustrated in figure 3.2. I have chosen to begin
with this method of measurement partly because it simplifies the exposition and partly
because this procedure is the conventional wisdom on the matter. (Also see Leibenstein,
“Allocative Efficiency.”)

$Strictly speaking, the customs brokerage should be added on to the tax, thus pro-
ducing a larger welfare triangle.
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FIGURE 3.1
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For a more significant criticism of this method of measuring the
welfare cost, let us apply the procedure to a standard excise tax instead
of a tariff. Assume that figure 3.1 shows a constant supply cost and a
declining demand for some commodity in some country. Q, units are
bought at a price, P,. Now suppose that a tax is imposed, raising the
price to P,, and reducing sales to Q,. The welfare cost of this tax is

"measured by the shaded triangle. But suppose further that the reve-
nues raised by this tax are completely wasted—on building tunnels,
for example, that go nowhere. Now the social cost of the total package
of tax and wasteful expenditure is the welfare triangle plus the total tax
revenue, or the trapezoid bounded by the lines showing cost, the cost-
plus-tax, and the demand function. The people buying the product
pay more than the cost, but no one benefits from the expenditure.®
The funds are not transferred because no one benefits from the exis-
tence of the tax. The whole economy is poorer not just by the triangle,
but by the whole amount of wasted resources.

The tariff involves a similar waste of resources, and consequently

$The government action might slightly increase the rents on the resources used to
build the tunnel, and thus the owners of specialized resources might benefit slightly, but
clearly this is a very trivial effect. :
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its social cost cannot be measured simply by the welfare triangle. Fig-
ure 3.1 can also be used to show the foreign and domestic costs of
some type of good and the national demand for it. Since domestic cost
is higher than the (delivered) cost of the foreign good, none would be
produced domestically in the absence of a tariff. Q, units would be im-
ported and consumed at a price shown by P,. The country now puts on
a prohibitive tariff, and the higher-cost domestic production takes over
the complete market. Q, units are sold at P,. The welfare triangle has
been used to measure the welfare cost of this operation.” The argu-
ment for this procedure is, essentially, that the higher prices paid by
the consumers represent a transfer payment, not a real loss to the
economy. But who receives this transfer? The owners of the resources
now engaged in inefficiently producing the commodity receive no
more than they would have received had the tariff never been intro-
duced and had they been employed in other industries.* These re-
sources, however, are being inefficiently utilized, and the rectangle
between P, and P, and bounded by the vertical axis and Q, measures
the social cost of this waste. Thus the total welfare cost of the tariff is
the triangle plus the much larger rectangle to its left.

The situation is identical to that which would arise if the govern-
ment required an established domestic industry to abandon an effi-
cient method of production and adopt an inefficient one. This could be

- graphed on the same diagram, and it would be generally agreed that
the welfare loss would not be just the welfare triangle, hut would also
include the inefficient use of resources required by the governmental
regulation shown in the rectangle to the left of the triangle. Since a
tariff shifting production from export goods to import-replacement
goods where the country has a comparative disadvantage is, in fact, a
governmental requirement that the goods be obtained in an inefficient
manner, the cases are identical. The cost of a protective tariff is the
triangle plus the difference between domestic cost of production and
the price at which the goods could be purchased abroad.

Let us, however, consider the situation in which there is some
domestic production before the imposition of a tariff. Figure 3.2 shows

"Tibor Scitovsky, Economic Theory and Western European Integration (Palo Alto:
Stanford University Press, 1958).

®There might be sizable but temporary rents to the firstcomers when the industry
was first established.
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FIGURE 3.2
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a commodity, part of which is imported and part produced domes-
tically. The supply elasticity of the commodity from foreign sources is
assumed infinite, but domestic production is carried on in conditions
of increasing costs. Without the tariff, the price is Po, domestic pro-
ducers turn out D, units and Q, — D, units are imported to make up
the total consumption of Q,. Suppose, now, that Mr. Gladstone is
prime minister and imposes a tariff on imports and an excise tax of the
same amount on domestic production. With the new price, P,, con-
sumers will want only Q, units, and the shaded triangle measures the
excess burden. Domestic production will remain D, but imports will
shrink from Q, — D, to Q, — D,. The government will receive a tax
revenue equivalent to the entire rectangle bounded by the two price
lines, the vertical axis, and Q,. '

Let us now change our example by assuming that the domestic
excise tax is repealed, so that we have only a protective tariff. Domes-
tic consumption and price would remain the same, but domestic pro-
duction would expand to D, and imports would shrink accordingly.
There would be an inefficient use of resources in producing things bet-
ter imported, represented by the dotted triangle. Governmental reve-
nues would shrink to the rectangle marked T, and the owners of the
resources in the domestic industry would receive an amount of re-
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sources equal to the area of the trapezoid T,.° Clearly the social cost of
the tariff is not just the shaded triangle, but also the dotted triangle,
~ which shows a net waste of resources in inefficient production.

Dynamics: The Cost of Transfers

The trapezoid T,, however, would appear to be a pure transfer and
hence not to be included in the computation of the cost of the tariff.
Strictly speaking this is so, but if we look at the matter dynamically,
there is another social cost involved, and its magnitude is a function of
the size of this transfer trapezoid. Generally governments do not im-
pose protective tariffs on their own. They have to be lobbied or pres-
sured into doing so by the expenditure of resources in political activity.
One would anticipate that the domestic producers would invest re-
sources in lobbying for the tariff until the marginal return on the last
dollar so spent was equal to its likely return, which would produce
the transfer. There might also be other interests trying to prevent
the transfer and putting resources into influencing the government in
the other direction. These expenditures, which may simply offset
each other to some extent, are purely wasteful from the standpoint
of society as a whole; they are spent not in increasing wealth, but in
attempting to transfer or resist transfer of wealth. I can suggest no way
of measuring these expenditures, but the potential returns are large,
and it would be quite surprising if the investment was not also sizable.

Monopolies involve costs of a somewhat similar nature, and it fol-
lows that I will not be able to produce a method to measure their social
- costs. I will, however, be able to demonstrate that the welfare triangle
method greatly underestimates these costs. The argument is custom-
arily explained with the aid of a figure like figure 3.1. The monopolist
charges the monopoly price P, instead of the cost P, for the commodity,
and consumption is reduced from Q, to Q,. The welfare triangle is a
clear loss to the community, but the rectangle to its left is merely a
transfer from the consumers to the owners of the monopoly. We may
object to the monopolist’s getting rich at the expense of the rest of us,
but this is not a reduction in the national product.

In order to demonstrate that this line of reasoning ignores impor-

?See J. Wemelsfelder, “The Short-Term Effect of the Lowering of Import Duties in
Germany,” Economic Journal 70 (March, 1960): 94-104.
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FIGURE 3.3
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tant costs, I should like to take a detour through the economics of
theft.' Theft, of course, is a pure transfer and therefore might be as-
sumed to have no welfare effects at all. Like a lump-sum tax, it pro-
duces no welfare triangle and hence would show a zero social cost if
measured by the Harberger method. This would, of course, be incor-
rect. In spite of the fact that it involves only transfers, the existence
of theft has very substantial welfare costs. Our laws against theft do
not deal with a trivial problem any more than do our laws against
monopoly. ,

Figure 3.3 shows the situation confronting the potential thief. On
the horizontal axis is shown the quantity of effort and capital (burglars’
tools, etc.) he might invest in a career of crime. On the vertical axis are
shown potential returns. The “opportunity cost” line shows the re-
turns he could get for the same investment of work and material in

19The economics of illegal activities is an underdeveloped area, but Harold Dem-
setz discusses the subject briefly in “The Exchange and Enforcement of Property
Rights,” Journal of Law and Economics 7 (October, 1964) 11-26. J. Randolph Norswor-
thy’s doctoral dissertation, “A Theory of Tax Evasion and Collection” (University of Vir-
ginia, 1966), is a more comprehensive examination of one type of illegal activity. Twvo
unpublished items have been circulated among a few scholars: Gary Becker’s “A Theory
of Government Punishments and Rewards” and my own “Law and Morals,” the un-
finished manuscript of a book I began four years ago that has languished in draft form for
almost all of those four years.

£




46 Basic Papers on Theory and Measurement

other occupations. It is assumed to be constant. Let us begin by as-
suming that taking another’s property is not illegal. Under these
circumstances the returns on various amounts of investment in the ac-
tivity are shown by line R. The potential thief would invest the quan-
tity of resources shown at A in theft, the cost to him would be the rec-
tangle AA'DC, and his net return on the investment would be the
triangular area above A’D.
The situation of a person who wished to guard his own assets, who
. might, of course, be the thief hoping to hold onto his loot, may also be
shown on figure 3.3. On the horizontal axis are shown the resources
invested in loss-minimizing activities." The cost of each unit of re-
sources put to this use is shown by the horizontal opportunity line, and
the savings are on the vertical axis. The line R now shows the returns
in the form of savings for each unit of “theft prevention.” The total
amount of resources invested would again be A.

The two situations are interrelated by more than the fact that they
can be shown on the same diagram. The height of the R curve for
the thief would depend upon the amount of resources invested by
other members of the community in locks and other protections. Sim-
ilarly, the individual in considering how many locks to buy would find
that his R curve depended upon the resources being invested in at-
tempts at theft by the rest of the population. When a potential thief
invests money, say, in an improved lock pick, the R curve for people
trying to protect their property moves downward. Similarly, hiring an
armed guard to watch one’s valuables moves the R curve for potential
thieves down. Putting a new lock on my door reduces the chance that I
will be robbed, but whether the gain will be worth the cost will de-
pend upon the effort the thieves are willing to put into getting in.
Over time the interaction between the investment in locks, the payoff
on lock picks, and the investment in nitroglycerine and safes would
come to equilibrium. .

4 This equilibrium, however, would be extremely costly to the so-
_ciety in spite of the fact that the activity of theft involves only trans-
fers. The cost to society would be the investments of capital and labor
in the activity of theft and in protection against theft. If we consider

"The word activities may be misleading. One way of minimizing loss by theft is to
have little or nothing to steal. In a world in which theft was legal, we could expect this
fact to lead to a reduction in productive activities and a great expansion in leisure.
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figure 3.3 as representing the entire society instead of individuals,

then the social costs would be the area covered by’ the rectangle -

AA'DC. Transfers themselves cost society nothing, but for the people
engaging in them they are just like any other activity, and this means
that large resources may be invested in attempting to make or prevent
transfers. These largely offsetting commitments of resources are to-
tally wasted from the standpoint of society as a whole.

This lesson has been learned by almost all societies that have
adopted a collective method of reducing this sort of income transfer.
This collective procedure, laws against theft and police and courts to
enforce them, can also be shown on figure 3.3. On the horizontal axis
we now have resources invested by police and courts, with their op-
portunity cost shown as a horizontal line. The “protection” given by
each unit of resources invested in these activities is shown by the R
line. The society would purchase A amount of protective services, and
the total cost would be the usual rectangle. The effect of this would be
to reduce the expected returns on theft and the savings to be made by
private investment in locks and safes. The new returns are shown by
R’ on figure 3.3, and there is a corresponding reduction in the re-
sources invested in each of these fields to B’. Whether the establish-
ment of a police force is wise or not depends upon an essentially tech-
nological question. If police activities are, for a range, more efficient
than private provision of protection, then the R line will have the
shape shown, and the police and court rectangle will have an area
smaller than the sum of the two “savings” rectangles for theft and
locks. ' This is, of course, what we normally find in the real world.

Note, however, that we do not carry investment in police protec-
tion to the extent that it totally replaces private protection expendi-
tures. Clearly it is more efficient to have some protective expenditures
by the owners of property. Automobiles are equipped with locks and
keys, presumably because the expansion of the police force that could
be paid for from the cost of leaving them off would be less effective in
preventing theft than locks and keys are.* The total social cost of theft

It may he suggested that society should not be interested in saving the resources
of thieves and, hence, that the value of the protection afforded by the police should be
measured by the lock rectangle only. This, however, would be correct only to the extent
that the resources would not be reallocated to socially acceptable production.

" James Buchanan and Gordon Tullock, “Public and Private Interaction under Re-
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is the sum of the efforts invested in the activity of theft, private protec-
tion against theft, and the public investment in police protection. The
theft itself is a pure transfer and has no welfare cost, but the existence
of theft as a potential activity results in very substantial diversion of
resources to fields where they essentially offset each other and pro-
duce no positive product. The problem with income transfers is not
that they directly inflict welfare losses, but that they lead people to
employ resources in attempting to obtain or prevent such transfers. A
successful bank robbery will inspire potential thieves to greater ef-
forts, lead to the installation of improved protective equipment in
other banks, and perhaps result in the hiring of additional policemen.
These are its social costs, and they can be very sizable.

But this has been a detour through the criminal law, and our ma-
jor subject is monopoly. To returnto figure 3.1, the rectangle to the
left of the welfare triangle is the income transfer that a successful mo-
nopolist can extort from the customers. Surely we should expect that
with so large a prize dangling before us, potential monopolists would
be willing to invest large resources in the activity of monopolizing. In
fact the investment that could be profitably made in forming a monop-
oly would be larger than this rectangle, since it represents merely the
income transfer. The capital value, properly discounted for risk, would
be worth much more. Entrepreneurs should be willing to invest re-
sources in attempts to form a monopoly until the marginal cost equals
the properly discounted return.* The potential customers would also
be interested in preventing the transfer and should be willing to make
large investments to that end. Once the monopoly is formed, con-
tinual efforts either to break the monopoly or to muscle into it would
be predictable. Here again considerable resources might be invested.
The holders of the monopoly, on the other hand, would be willing to
put quite sizable sums into the defense of their power to receive these
transfers.
~ Asasuccessful theft will stimulate other thieves to greater indus-

ciprocal Externality,” in The Public Economy of Urban Communities, ed. Julius Margolis
(Baltimore: Johns Hopkins University Press, 1964), pp. 52-73.

"“The margin here is a rather unusual one. Additional units of resources invested
in attempting to get a monopoly do not increase the value of the potential monopoly, but
only the likelihood of getting it. Thus they change the discount rate rather than the
-payoff. ’
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try and require greater investment in protective measures, so each
successful establishment of a monopoly or creation of a tariff will stim-
ulate greater diversion of resources to attempts to ‘organize further
transfers of income. In Gladstone’s England few resources were put
into attempts to get favorable tariff treatment. In the United States to-
day large and well-financed lobbies exist for this purpose. The welfare
cost in the first case was very low; in the second it must be quite siz-
able. An efficient police force reduces the resources put into the ac-
tivity of theft, and free trade or an active antitrust policy will re-
duce the resources invested in lobbying or attempting to organize
monopolies. .

The problem of identifying and measuring these resources is a
difficult one, partly because the activity of monopolizing is illegal. The
budget of the antitrust division and the large legal staffs maintained by
companies in danger of prosecution would be clear examples of the so-
cial cost of monopoly, but presumably they are only a small part of the
total. That very scarce resource, skilled management, may be invested .
to considerable extent in attempting to build, break, or muscle into a
monopoly. Lengthy negotiations may be in real terms very expensive,
but we have no measure of their cost. Similarly, a physical plant may
be designed not for maximum efficiency in direct production, but for
its threat potential. Again, no measure is possible. As a further prob-
lem, probably much of the cost of monopoly is spread through com-
panies that do not have a monopoly but have gambled resources on the
hopes of one. The cost of a football pool is not measured by the cost of
the winner’s ticket, but by the cost of all tickets.'> Similarly the total
costs of monopoly should be measured in terms of the efforts to get a
monopoly by the unsuccessful as well as the successful. Surely more
American businessmen know that the odds are against their establish-
ing a paying monopoly, and they therefore discount the potential gain
when investing resources in attempting to get one. The successful mo-
nopolist finds that his gamble has paid off, and the unsuccessful “bet-
tor” in this particular lottery will lose, but the resources put into the
“pool” would be hard to find by economic techniques. But regardless
of the measurement problem, it is clear that the resources put into
monopolization and defense against monopolization would be a func-

15This helpful analogy was suggested to me by Dr. William Niskanen.
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tion of the size of the prospective transfer. Since this would be nor-
mally large, we can expect that this particular socially wasteful type of
“investment” would also be large. The welfare triangle method of
measurement ignores this important cost, and hence greatly under-
states the welfare loss of monopoly. '
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Introduction:
The Agenda for Deregulation

Regulation is a peculiarly American institution, though all nations use
political and legal processes to constrain the economic activities of
their citizens. The most common method of implementing such poli-
cies in other countries is to give government officials great direct
authority. Many governments nationalize important industries or set
up a controlling bureaucracy that has far more power than the typical
American regulatory agency.

American regulation is a reflection of the democratic and egalitar-
jan principles held by the Founding Fathers, especially their fear of
centralized government power. Its organizing principle is that deci-
sions should be based upon objective analysis in a process that allows
people who are likely to be affected by the decision to have their views
heard and considered. Elaborate rules regarding rights of participa-
tion, the evidence pertaining to a decision, and the statutory basis fora
policy action have developed to serve this principle. »

~ Like many legal processes, regulation in America seeks to base
decisions on objective facts, principles of equity, and the public inter-
est, but does so in a decision-making environment that is populated -
primarily by advocates of particular economic interests. For the most
part, participants in the regulatory process are motivated by their
economic stakes in the decision, and as a result their behavior in the
process—the kinds of evidence and arguments that they will pro-
duce—is quite predictable.! :

During the decade of the 1970s, numerous federal regulatory poli-
cies were reexamined with an eye toward major reform and often
complete deregulation (see table 1-1). The passage late in 1982 of
legislation to deregulate intercity bus service is but the most recentina
series of policy moves to free competitive forces from federal supervi-
sion. Stock brokers’ fees, railroads, trucks, airlines, petroleum, cable
television, radio stations, air cargo service, savings and loan institu-
tions, banks, securities issuers, and other industries have, to varying

3
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degrees, been deregulated since 1974. These industries obviously
have different structures and have had different sorts of regulation

‘

TABLE 1-1
Major DEREGULATORY INITIATIVES, 1971-1982

Deregulatory Initiative

Transportation deregulation (proposed)
FCC: Specialized common carrier decision

FCC: Domestic satellite open skies policy

SEC: Abolition of fixed brokerage fees
Trucking deregulation (proposed)
Banking deregulation (proposed)
Airline deregulation (proposed)
Railroad Revitalization and Reform Act
Air Cargo Deregulation Act

Airline Deregulation Act
Natural Gas Policy Act
OSHA: Standards revocation
EPA: Emissions trading policy

FCC: Deregulation of satellite earth stations

Motor Carrier Reform Act

Household Goods Transportation Act

Staggers Rail Act

Depository Institutions Deregulation and Monetary
Control Act

International Air Transportation Competition Act

FCC: Deregulation of cable television

FCC: Deregulation of customer premises equipment’
and enhanced services )

Decontrol of Crude Oil and Refined Petroleum Pro-
ducts (Executive Order)

Federal Reserve Board: Truth in lending
simplification

NHTSA: Auto industry regulatory relief package

FCC: Deregulation of radio

Bus Regulatory Reform Act

Garn-St Germain Depository Institution Act

FCC: Deregulation of resale and transponders

Norte: FCC = Federal Communications Commission; SEC = Securities and Exchange
Commission; OSHA = Occupational Safety and Health Administration; EPA = Envi-
ronmental Protection Agency; NHTSA = National Highway Traffic Safety
Administration.

4
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applied to them, and so required separate analyses to sustain the case
for reform. Nevertheless, the deregulation debate in each case fol-
lowed predictable lines.

' The deregulation debates continue. One major issue is whether to

‘ repeal certain regulations of the Federal Communications Commis-
sion (FCC) that constrain the business operations of the three national
television broadcast networks.? It was this issue that provided the
original motivation for this study. The FCC rules were adopted a
decade ago on the basis of a record compiled largely in the late 1950s
and early 1960s. The rules restrict the ability of the networks to acquire
certain valuable rights in the television programs that they air. The

" networks are on one side of this debate. On the other side are the
major Hollywood studios that produce and license television pro-
grams to the networks and distribute programs in syndication.

Because deregulation of the television networks involves the me-
dia, the political debate has been bathed in publicity. Even though the
interests and issues may be no less parochial, network deregulation
has received more media attention than many of the other important
regulatory policy debates, such as those involving the Clean Air Act or
natural gas prices. Yet the debate is likely to be carried out in a vacu--
um, as if this were the first rather than merely the latest proposal to
deregulate an important industry.

It is our thesis that useful insights can be gamed from a general
understanding of the political economy of deregulation and from tak-

“ing a broad view of the history of regulation itself. Regulatory regimes,
whether in airlines, banking, or broadcasting, have much in common.
Each tends to create (and to destroy) groups with special economic
interests. The views and arguments of these groups on the question of

_deregulation are rooted in their own interests. The debate about net-
work deregulation, and other future deregulation debates, will be
more enlightened if the positions of the parties and their arguments
are not viewed in isolation, but are instead seen as part of a long
history of regulatory policy, broadly defined.

The discussion of the regulatory process in the followmg seven
chapters is based largely on this interest group “model.” An under-
standing of the model and of its value in predicting behavior is useful,
perhaps most useful to regulators in finding ways to rise above its
predictions. Thé last chapter of this book introduces these more nor-
mative concerns and shows that while the interest group model is
descriptive of forces at work in the policy process, it need not—in-
deed, should not—determine the outcome of the regulatory process.

The problem of regulators is to identify a general publicinterest in
a process that is populated largely by interest groups pursuing narrow

5
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aims. We recognize that the public interest is an elusive concept, and
we do not propose to offer a comprehensive definition of it. Neverthe-
less, an important aspect of the public intérest is to advance the inter-
ests of members of society acting in their roles as consumers, and to do
so in a manner that promotes economic efficiency. Every citizen has
numerous interests, according to occupation, industry of employ-
ment, residency, nature of principal investments, political orientation,
important social relationships, and pattern of consumption expendi-
tures. A principal insight of the interest group theory of regulatory
processes is that some aspects of a citizen’s interests are more likely to
be effectively represented than others. The task of the regulator is to
work out, for each case, the biases that are likely to emerge from the
patterns of participation in the regulatory process.

Organization of This Study

This first chapter provides the reader with a brief survey of some
current deregulation controversies. We include a summary descrip-
tion of the issues and the stakes the various interest groups have in
them. The idea is not in this brief space to analyze in any depth the
particular pros and cons of each deregulatory proposal. Our intent is
instead to motivate the discussion that follows, in chapter 2, of the
interactive role of interest groups and regulators and, in chapter 3, of
the types of arguments used by interest groups to defend their
positions.

In chapter 2 we explore the political and economic origins of
interest groups, their recognition in the federal system by the Found-
ing Fathers, and the relationship between economic regulation and
the representation of interest groups in the policy process. Numerous
examples from a variety of regulatory arenas are used to illustrate our
general analysis of the role of interest groups in regulatory policy.

Chapter 3 provides a survey of the arguments that have been used
by opponents of deregulation. Regardless of the regulatory policy in
question, groups that have a vested interest in continued regulation
make predictable arguments about cross-subsidization and predic-
tions of destructive competition, excessive risk, and harm to consum-
ers. To the extent possible, we comment on the evidence that has
become available in these industries since deregulation that bears on
these predictions. Such arguments and predictions will inevitably be
made in future deregulation debates. Arguments arising from self-
interest are not necessarily invalid, but an assessment of the validity of
these arguments in other industries can shed light on how to assess
their validity in current deregulation debates.

6
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Chapters 4 through 8 contain detailed case studies of particular
deregulation episodes, both completed and ongoing. In chapter 4,
Andrew Carron examines the effort to reform or to dismantle the
constraints that federal regulators have placed on the banking system.
Robert Crandall reviews, in chapter 5, the fascinating convergence of
environmental and coal-producing interests that led to the 1977 Clean
Air Act Amendments. In chapter 6, Joseph Kalt explores the special
interest groups that opposed deregulation of the energy industry in
the aftermath of the 1973 oil embargo. Finally, in chapters 7 and 8, two
highly distinguished economists and former regulators review the
actual experience with deregulation in two traditional fields: Marcus
Alexis, former commissioner of the Interstate Commerce Commission
(ICC), examines deregulation of surface transportation, and Alfred

‘Kahn, former chairman of the Civil Aeronautics Board (CAB), writes

about deregulation of the airlines.
Chapter 9 sums up the lessons learned and attempts to generalize
beyond the interest group model. This is necessary because it would

_otherwise be difficult to say why, in at least some cases, the interest

group model does not fully explain events—why, for example, airline
or trucking deregulation eventually took place despite interest group
pressures. We do not understand this political process as well as we
understand the essentially economic model of interest group forma-
tion. What we do know is that any policy maker considering deregula-
tion must understand the economic basis of interest groups, or else
risk giving undue weight to a number of illegitimate arguments.
The balance of this first chapter is devoted to a survey of some
major current regulatory reform controversies. There are several rea-
sons for doing this. The first is simply to motivate the discussion in
chapter 2 of the interest group model of regulatory policy making. The

" second is to show how this analysis can be relevant to current policy

issues, most of which remain undecided. The third is to begin to
demonstrate that apparently unrelated deregulation debates, often
conducted in isolation from each other, in fact have much in common.
We begin with the FCC’s network financial interest and syndication
rules.

Network Television Deregulation

The network syndication and financial interest rules impose restric-
tions on the ability of the three broadcast networks to acquire certain
financial interests in the programs that they buy for network exhibi-
tion and on their ability to participate in the syndication business.* The
rules apply only to broadcast networks (that is, ABC, CBS, and NBC).

7
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They do not apply to their competitors, such as the major studios in
their roles either as financiers of television program production or as
syndicators, or to cable networks, or to potential competitors, such as
COMSAT's recently authorized direct broadcast satellite system. The
rules are opposed by the broadcast networks, for they restrict the
networks’ freedom of action. The rules are generally supported by the
major movie studios, who supply most of the series programming
purchased by the networks and who are given a favored market posi-
tion by the restrictions these rules place on important former competi-
tors. Although not prominent among the original proponents of the
rules, the major Hollywood studios soon became the principal oppo-
nents of deregulation. The rules are also supported by program syndi-
cators who are sheltered from the potential competition of the
networks as syndicators.

While the studios and the networks are the central antagonists,
there are other important groups with less well-defined, homogene-
ous, or articulated interests, such as independent producers of televi-
sion shows, television stations of various kinds, and advertisers.
Fmally, and most important, there are viewers. The effect on the
v1ewmg public presumably ought to constitute the basis for any deci-
sion to deregulate. The FCC, as the guardian of the public’s interest,
must weigh the arguments of interest groups as to the positive ef-
fects—if any—of regulation on viewers, while remaining indifferent to
arguments concerning the effects on the interest groups themselves.

We cannot in this brief space attempt to analyze in any depth the
economic effects of the rules that the networks want repealed. Such an
analysis has been provided already by the special network inquiry
staff of the FCC.4 But in order to connect the issues in network regula-
tion to the interest group analysis that.forms the heart of this book, we
will provide a summary of the economic analysis of the effects of the
FCC rules.

The production of television programs is risky because the popu-
larity of a program, and hence its effectiveness in generating advertis-
ing revenues, is highly unpredictable. One way to cope with risks is to
pool them—that is, to hold several risky assets in the expectation that
good fortune on some will balance bad luck on others. This is the
theory behind investing in a portfolio of different investments rather
than putting all of one’s wealth in a single asset.

Networks are in a position to pool risks by investing in a portfolio
of programs. Before the syndication and financial interest rules, any
producer with a creative idea could seek financing from the networks
or the movie studios and in exchange sell syndication rights and finan-
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cial interests. Producers, especially small ones, typically want to sell
these rights. With one or only a few programs over which to spread
the risks of failure, small producers are unable efficiently to bear such
risks. Therefore, one would expect a mutually advantageous sale of
the rights having the most uncertain value to larger entities (such as
networks) that are in a better position to bear risks. Because of the
rules, small producers cannot engage in such agreements with the
networks. : :

The imposition of the rules left small program producers unable to -
use the networks as a means of reducing their risks. As a consequence,
motion picture studios soon became the primary source of funds for
financing the production of television series. The studios began to
negotiate financial arrangements with program producers that paral-
leled the old program producer contracts with networks.

" The increased role of motion picture studios in spreading the risks
of program production has several important economic ramifications.
First, it illustrates that the basic form of the old agreements with
- networks to provide financing in return for a partial sale of rights has
continued to play an important role in the industry, but now with
different sources of financing. Obviously these arrangements were
not purely a manifestation of some special market power that was
possessed by networks. :

Second, the rules that required the elimination of the networks
from their risk-spreading role may remove one of the cheapest meth-
ods of spreading risks, by introducing an economically unnecessary
middleman. To the extent that networks, because they acquire many
programs or are in possession of useful information about potential
program success, are able to bear the risks of program failure more
efficiently than the movie studios, one would expect the costs of pro-
gram production to be increased by the rule. Moreover, three-way
" negotiations about program production and distribution are likely to
be more expensive than bilateral negotiations.

Third, the elimination of the networks as sources of risk capital for
independent producers may reduce program financing competition
for the established motion picture studios. Other things equal, this
could produce lower revenues to program talent for financial interest
and syndication rights because three important bidders for those
rights have been eliminated from competition. _ »
Fourth, by forcing new entrants to the programming industry to
obtain financing through a shorter list of established program produc-
ers, the rules could be expected to raise entry barriers into program
production. By eliminating more efficient bearers of risk (networks),

3
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the rules will raise the cost of capital to new or potential entrants in
program production. All current producers could be expected to like
this aspect of the rules.

Fifth, because network entertainment series programming is a
riskier undertaking than many other types of programming, the rules
will tend to increase concentration among suppliers of prime-time
series programs. The major movie studios may well control a larger
fraction of this business than they did before the rules, because they
are better able to bear risks than their smaller competitors.

Sixth, the rules reduce the number of competitors, or potential
competitors, in syndication markets. Barring the networks from this
activity has the effect of making the market potentially less efficient.

The rules have additional effects, unrelated to risk bearing, on the
positions of networks and their competitors. The rules effectively par-
tition the entertainment business into segments. Competition across
segments is hampered by the rules. The rules restrain the three major
networks from acquiring certain valuable rights. Therefore, cable net-
works, such as Home Box Office (HBO), and other potential entrants
into over-the-air network broadcasting, such as syndicators, perceive
that the barriers to entry into network broadcasting have been in-
creased by the rules. If they were to enter over-the-air network broad-
casting, they could reasonably expect the FCC to expand the rules to
cover them. Thus, entry into this kind of broadcasting would force
them to give up valuable rights that they currently find desirable to
acquire.

The rules clearly place the networks at a competitive disadvantage
to other forms of program distribution in today’s rapidly changing
home video marketplace. The rules reduce the ability of networks to
compete for programming with other program distributors. A consid-
erable amount of jockeying among movie houses, networks, and other
programmers and distributors is currently occurring as new media
develop and new distribution patterns for programming are formed. It
would not be surprising to find that the firms competing with net-
works to distribute programs to new media are comfortable with the
constraints the rules place on the networks’ ability to compete.

The movie studios and the networks are taking fairly predictable
positions on elimination of the financial interest and syndication rules.
In many different areas, the ability of networks to compete with movie
studios, cable networks, and syndicators is severely hampered by the
rules, naturally leading these groups to favor the rules and the net-
works to oppose them.

Two general themes of this book are that regulation itself can
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create or reinforce interest groups and that it is possible to make
predictions about which groups affected by regulation are likely or
unlikely to coalesce into effective interest groups. Both these themes
- are illustrated by the role of interest groups in the debate over the
network restrictions. They are equally well illustrated by the fate of
proposals to repeal the fifty-five mile-per-hour speed limit. While re-
peal of this regulation has often been proposed in Congress, the issue
has not attracted much support, has been strongly opposed by some,
and has never progressed far enough to be voted on.

The Fifty-five Mile-per-Hour Speed Limit

The major benefits claimed for the lower speed limit are energy sav-
ings and reduced highway fatalities. The major costs imposed by the
rule are increases in travel time and truck freight transportation costs.
Lower speeds mean that more drivers and trucks are needed to deliver
a given amount of material. A small academic literature tends to indi-
cate that the costs of the rule outweigh the benefits.> Whatever the net
benefits, the costs are substantial. There is, therefore, an interesting
question: why have those who bear the costs of the lower limit not
organized a campaign for repeal? Why have those who would be hurt
by repeal been so effective in promoting their views?

To answer these questions it is necessary first to ascertain who
benefits and who loses from the lower speed limit. The costs of the
lower speed limit are spread widely. All consumers bear some costs, in
the form of inconvenience and higher prices for final commodities
because of higher transportation costs. Companies that use trucks to
ship their products are also presumably hurt by the lower speed limit.
Their costs are increased. But for most consumers and companies the
effect will be small, since transportation costs are usually a small
percentage of total costs. In any case, the cost increases apply more or
less equally to all competitors in an industry and thereby significantly
disadvantage only a few marginal firms.

Some individuals may feel that they benefit from the law because
of the slight reduction in the chance of being involved in an accident.
We do not know whether this view is generally shared by the citizen-
ry. Many drivers routinely choose to violate the speed limit, however,
and are obviously and noisily upset if their progress is delayed by a
law-abiding citizen ahead of them on the highway. Such citizens pre-
sumably favor repeal of the rule at least as it applies to themselves.

But the most influential interest groups are those who have direct
and perhaps substantial economic interests in the perpetuation of the
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lower speed limit. One strong source of organized support for the
fifty-five mile-per-hour limit is the trucking industry. Trucking com-
panies and drivers would certainly suffer economic losses if the limit
were repealed, for repeal would immediately increase the productivity
of the trucking industry. Each truck and driver could make more trips
in a given period of time, so that fewer trucks and drivers could
transport the same amount of freight. Price reductions could presum-
ably restore full capacity utilization, but the industry might rationally
fear that the net effect would be lower incomes for truckers and truck-
ing companies. The specters of increased unemployment among truck
drivers, more excess capacity among operators, and subsequent re-
ductions in prices, wages, and profits provide each group with a
strong economic interest for opposing repeal.

The interest of truck drivers and trucking company operators in
the fifty-five mile-per-hour limit was actually created by the imposi-
tion of the limit. Prior to enactment the drivers and operators might
have supported the lower limit because they could expect transitional
gains (higher prices and wages) before new capacity was added to the
industry. They might also have reasoned, prior to passage, that such
gains would be transitory and would lead to higher costs. Moreover,
because trucking was then subject to price regulation, truckers might
expect that some time would pass before prices were allowed to rise to
reflect the higher costs. All of these reasons led to neutrality or opposi-
tion to the lower limit prior to its passage. Now that the limit is in place
and the industry has adjusted to it there can be no question about the
economic effect of repeal on the industry. It will be hurt. This is
another excellent illustration of the general point that regulation can
create interests in the perpetuation of regulation even where none
existed before. Thus, a rule once in place may have far stronger sup-
port than it originally commanded, even though the rule might im-
pose greater costs than benefits on the public. A corollary of this point
is that one regulatory constraint can create a constituency that clamors
for further regulation. This is quite vividly illustrated by the battle
taking place within the real estate services industries over repeal of
section 8 of the Real Estate Settlement Practices Act of 1974, which
outlaws certain payments made by title insurance companies to real
estate brokers.

Rebates in Real Estate Services

President Reagan proposed in 1982 that Congress repeal section 8 of
the Real Estate Settlement Practices Act of 1974, which prohibits the
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payment of kickbacks and rebates by title insurance companies and
other providers of ancillary real estate services. The debate over this
proposal has been long and heated, with many different factions with-
in the real estate services industry. .

In many states insurance regulation (together with the McCarran-
Ferguson federal antitrust exemption) allows title insurance compa-
nies to fix prices. Title companies tended, however, to compete away
the gains from their price fixing in payments to the real estate agents
who referred business to them. Section 8 of the act makes such pay-
ments a federal crime, thus helping the title companies to maintain
their price-fixing profits. If section 8 is repealed, at least some of the
excess profits will be passed on to consumers as a result of competition
among real estate brokers.¢

The rules against rebates have created an interest group of title
companies owned by real estate brokers that would not exist but for
the rebate prohxbxtxon In order to avoid the prohibition, brokers have
opened title insurance agencies in their offices. This vertical integra-
tion allows the illegal rebates to be paid in the form of legal commis-
sions and dividends. That they did not own such agencies before the
Real Estate Settlement Practices Act suggests that brokers would pre-
fer not to be title insurance agents. Indeed, the interest of real estate
brokers in the whole subject would be minimal were it not for state
insurance regulations that give rise to the excess profits and hence to
the incentive to compete through rebates. Many title insurance firms
have pressed for regulations or legislation that would outlaw these
vertical arrangements. Thus, we find one interest group created by the
system of regulation and another pressing to retain the benefits that it
obtains from regulation by seeking additional regulation. Regulation
itself can give rise to demands for more regulation, either by adversely
affected groups or by beneficiaries of regulation who argue that the
original rules did not go far enough. :

The analysis of the interest groups created by state insurance
regulation is relatively simple. But there are some deregulation de-
bates in which the problem of identifying interests is complex. We
turn now to the area of new drug licensing, where these analytic
problems are more difficult. The debate over drug patent life extension
is another example of new regulations bemg proposed in response to
the distortions caused by old ones. -

Regulatory Reform in New Drug Applicationé ’

New drugs to be marketed in the United States a"rgf subjected to a
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period of rigorous testing, subject to Food and Drug Administration
(FDA) supervision, followed by up to two years of official government
review of the test results. Consequently, the time between inventing
and marketing a new drug in America can easily exceed a decade.
While even drug manufacturers would not want to cut significantly
the testing of new drugs, they argue that delays in the FDA approval
process raise the cost of new drugs, threaten business predictability,
and cause many needed drugs to be available overseas long before
they are approved for use here.

Two reforms have been proposed to answer this concern. Patent
extension bills in the House and Senate would extend patent life for
new drugs to compensate for the delays introduced by the FDA ap-
proval process. Meanwhile, both the Carter and the Reagan adminis-
trations have undertaken extensive efforts to streamline that process.
This has already resulted in an increase in the number of new drugs
approved, as well as a decline in the number of enforcement actions
taken by the FDA in the marketplace.’

An interesting feature of the debate over patent extension is that
both sides claim to be placing greater reliance on market incentives.
Because the FDA approval process amounts to a regulatory constraint,
lengthening the patent period would permit drug companies to profit
from inventions to the same extent enjoyed by firms in nonregulatory
environments. The arguments of the drug companies here are analo-
gous to those of the broadcast networks. Both would like to have an
opportunity to exploit their business skills under the same rules that
other companies enjoy. The pharmaceutical firms claim, moreover,
that the de facto shortening of the patent period by regulatory review
creates a disincentive for research in an industry where greater invest-
ment in research is in the publxc interest.

The interests of the pioneer pharmaceutical firms in the debate
over patent life extension are fairly clear-cut. Similarly clear-cut are the
interests of drug manufacturers that specialize in marketing low-
priced “generic”’ drugs after patents have expired. They oppose exten-
sion of patent life. Both groups, of course, favor decreased delays in
the FDA approval process.

The interests of drug retailers, health professionals, and consum-
ers are decidedly more complex. In fact, both interests and views vary
substantially within these groups, making them difficult to organize
effectively.

Consumers, for example, have interests that vary according to
their age and state of health. Older consumers with health problems
have relatively little to gain from future long-term research, and more
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to gain from lower prices for existing drugs. They also have less to fear
from harmful side effects of drugs that have long latency periods (as
with most carcinogens). Younger or healthier consumers have rela-
tively more to gain from encouraging future research. They also are
more concerned about being safe from long-term carcinogens and
mutagens. Similarly, drug retailers’ stands on patent extension vary
according to the mix of generics and brand-name pharmaceutials that
each distributes. Small druggists, concerned with liability problems,
tend to support the pioneer drug companies. The position of health
professionals is also diverse. Different physicians and pharmacxsts
may evaluate the trade-off between innovation and retail price compe-
tition differently. Both the AMA and the American Pharmacists’ Asso-
ciation have nevertheless come out quietly in favor of patent
extension.

Among the interest groups not represented atallin the debate are
pioneer companies that would exist if the FDA delays did not reduce
the economic return from new research.

Consumer advocate groups have been active in opposing patent
life extension. They argue that an important interest of consumers lies
in lower current drug prices. They also point out that there are other
industries in which patents are not regarded as effective for the full

- term of a patent, such as the semiconductor and chemical industries,
where greater competition has, if anything, stimulated innovation.
Finally, they supported the recently enacted bill to promote research

n “orphan drugs” as a more effective, targeted strategy to enhance
the inventory of drugs. This program provides tax subsidies for devel-
oping new drugs to treat illnesses that are not widespread enough to
provide sufficient profit incentives for drug company research.

Patent life extension is but one possible response to the problem
of FDA red tape. The FDA'’s review of procedures for the approval of
new drug applications (NDAs) and the regulatory reforms proposed
by former Commissioner of Food-and Drugs Donald Kennedy attack
the problem more dxrectly

Recently both the pioneer and the generic drug manufacturers
have supported steps to speed all NDA proceedings. There is a broad
industry-wide consensus on reducing the number of points along the
path to introduction of a drug at which regulatory review is required,
and on imposing deadlines on the FDA, which, when reached without
FDA action, give automatic approval to proceed to the next stage of the
testing and marketing process. But some consumer groups oppose
speedmg up all NDA proceedings. They applaud the record of safety
in America and question whether safeguards will continue to be ade-
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quate. They have, however, favored speedier processes for generics
and breakthrough drugs.

The drug debate shows that there are groups whose interests are
difficult to reflect in the policy debate because of their heterogeneity,
because of the difficulty of identifying their members, or because of
the remote stakes of each member in the outcome. In the discussion of
auto emissions standards that follows, we will see another example of
groups created by regulation itself, and more important, the nonrepre-
sentation of one of the most important groups affected by the stan-
dards—automobile owners.

Automobile Emissions Standards

Reform of the standards and procedures for regulating pollution from
automobiles continues to be a highly controversial area of public poli-
cy. Several issues are currently being hotly contested, encouraged in
part by the debate over revisions in the nation’s flagship legislation in
environmental policy, the Clean Air Act.

The desirability of a uniform national emissions standard for auto-
mobiles is in dispute. Meteorological conditions, geography, altitude,
and traffic densities all affect the relationship between auto emissions
and air pollution from region to region. One proposal is a “‘two-car”
strategy: to have one automobile emissions standard in regions with
the most severe air pollution problems and another for the rest of the
country.

The argument in favor of allowing auto emissions standards to
vary from region to region is that it would save costs in areas with little
or no air pollution problem. The argument against it is that it would
raise the cost of enforcement. Each region that had tough emissions .
requirements would have to implement a system to prevent people
from importing automobiles from regions with relatively lax standards.

Another controversy is whether the standard should be the same
for all models or whether it should be set as a fleet-wide average.
Emissions are more cheaply controlled from less powerful engines, so
the total costs of achieving any given emissions ceiling would be lower
if emissions reductions were made mostly from small cars.

A third issue is the appropriate balance between auto emissions
controls and controls on stationary sources of pollution, such as power
plants. The current practice is to divide responsibility for standards
among federal, state, and local authorities according to the nature of
the source. Auto emissions standards are primarily a federal responsi-
bility, whereas the majority of standards for stationary sources are set
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by local authorities. This fragmented responsibility means that rela-
tively little attention has been given to the problem of determining the
most efficient division of abatement efforts between stationary and
mobile sources. Several studies have argued that total abatement costs
could be reduced by relaxing auto emissions standards and increasing
the strictness of standards for emissions from stationary sources.®

Fourth, in recent years the Environmental Protection Agency has
pushed state and local authorities to adopt mandatory vehicle inspec-
tion and maintenance programs. Evidence is accumulating that emis-
sions control systems do not operate effectively over the entire 50,000-
mile life that is required by current standards and guaranteed by
manufacturer warranties. The primary focus of the debate is over the
proper placement of responsibility for this problem: on drivers, on
vehicle manufacturers, or on manufacturers of emissions control sys-
tems. Mandatory inspection and maintenance programs place pri-
mary responsibility on the automobile owner, who will have to pay for
the inspection and for any repairs (other than replacement of an emis-
sions control device that is still under warranty). The primary respon-
sibility for designing an inspection program falls on state and local
governments, much as they now are responsible for stationary source
inspection programs.

For a mandatory inspection program to be within reasonable costs
to motorists, inspection of the vehicles must be simple. Comprehen-
sive vehicle inspection requires placing a vehicle in an enclosed cham-
ber and running it over a driving cycle for a substantial period of time.

~ Obviously, such a comprehensive approach makes sense only for a

statistical sample of vehicles, not for the entire fleet. It therefore places
the primary responsibility for meeting standards on automobile and
emissions control manufacturers. This has implications with respect to
income distribution and political acceptability as well as efficiency.

A final controversy surrounding the automobile is the promotion
of alternative fuels. The two principal contenders are diesel fuel and
methanol. Diesel fuels permit automobiles to use less energy per mile
of operation. Historically, diesel fuel has also been somewhat cheaper
than gasoline; this probably would not continue, however, if demand
for diesel caused it to become the principal determinant of the output
mix in oil refining. Diesel also produces a very different combination
of emissions: it would generally reduce the emissions of components
of photochemical smog, but would significantly increase emissions of
particulate matter, a possible carcinogen.

Although it is more expensive than gasoline, methanol can be
produced domestically from grains and other vegetable products. It is
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an especially clean fuel. Automobiles powered by methanol produce
one bad pollutant—formaldehyde—which can be controlled relatively
cheaply. Unfortunately, at the federal level the virtues of a methanol
strategy have been debated primarily in the context of energy policy.
Environmental implications have received secondary attention.

Recent debate has focused increasingly on whether the emissions
ceiling for autos ought to be relaxed and whether it ought to be applied
uniformly everywhere. This battle involves some major economic in-
terests, each of which takes a predictable stand. :

The automobile manufacturers support a relaxation in emissions
standards that, they claim, will reduce the cost of an automobile by
$300. In a normal year in which 10 million new passenger cars are sold,
this amounts to a cost saving of $3 billion.® Automobile manufacturers
obviously hope that a $300 cost reduction will yield more profits, and
perhaps, if they reduce prices, more sales. Moreover, because emis-
sions are more costly to control from large cars, they may hope to
narrow the price difference between large and small cars and thereby
recapture some of the market lost to foreign manufacturers.

The Manufacturers of Emissions Controls Association (MECA), a
trade association representing the sellers of emissions control equip-
ment, has lobbied vigorously to retain the current standards.Obvi-
ously, they stand to lose revenues if the automobile producers return
to a simpler emissions control technology. MECA has argued that the
current technology, including electronic ignition, three-way catalysts,
and oxygen sensors, has contributed to improved performance and
fuel economy. In congressional testimony, MECA has argued that the
upper limit of cost savings from relaxation of the statutory standards
would be $150 per car, not $300. ‘

Because environmental regulation is a responsibility shared by all
three levels of government, a major organized interest in the debate
over automobile controls consists of regulators from state and local
government. Local regulators have opposed any relaxation of auto-
mobile emissions control standards. A relaxed standard for auto-
mobile emissions would force local regulators in highly polluted areas
to write more rigorous standards for stationary sources, imposing
economic and political costs on state and local governments.

Environmental groups also oppose any change in automobile reg-
ulation. In part, their opposition is strategic: they prefer not to open
the Clean Air Act to amendment on the fear that they have more to
lose than to gain in the present political climate. In part, their opposi-
tion is based on an underlying philosophy of “technology-forcing”
regulation designed to minimize emissions. They maintain that eco- -
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nomic efﬁciency arguments should be given relatively little weight.
Their objective is simply to make air cleaner everywhere Relaxing a
- standard when it is technically possible to satisfy it is therefore certain
to be opposed by environmental groups.
- Within the automobile industry, the issue of averagmg emissions
across models, rather than having a uniform standard for all cars, is
controversial. General Motors, with many model lines, is enthusiastic
about the proposal. Ford argues that it deserves study. Chrysler and
American Motors fear that it will disadvantage smaller, single-line
companies. Economic efficiency would probably require at least some
 flexibility across model lines, but with Chrysler already surviving on
government-guaranteed loans, any change in this direction will be
scrutinized carefully by Congress.

Inspectlon and maintenance programs also receive considerable
attention. Auto manufacturers prefer the mandatory, universal sys-
tem that shares responsibility for poor performance among auto-
mobile owners, emissions control device manufacturers, and state and
local governments. Another interest group has entered this debate:
the people who inspect and repair vehicles. This group favors a sys-
tem whereby every automobile will be inspected and owners will need
to have repairs made before passing the test. Only environmentalists
favor comprehensive testing. They also want to have a mandatory,
uniform system to encourage proper vehicle maintenace.

Automobile owners are unrepresented in these debates. To the
extent that they care about air quality, they are represented by envi-
ronmental groups. To the extent that they care about the cost of new
autos, they are represented by auto manufacturers. But nowhere is
there systematic, comprehensxve representation of their interests.
Such representation would require taking account of the full costs
(including the energy-related costs) of operating an automobile, as
well as the proper trade-offs between automobile controls and stan-
dards for other sources. Drivers would presumably be interested in
more cost-effective methods for reducing total emissions from autos,
such as substituting fuel injection for carburetion and making a con-
comitant relaxation of tailpipe emissions controls.

None of the organized interests is concerned with policy at this
level. MECA wants to enhance the tailpipe device business, whereas
auto manufacturers want to reduce the costs of complying with regula-
_ tion. Environmentalists want more controls at every stage, and state
and local regulators are jockeying with EPA, each trying to get the
other to bear as much of the political cost of developing and enforcing
regulations as possible. Farmers and oil companies are squaring off
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over the issue of promoting methanol, but this debate has not yet
spilled over into environmental policy. ‘

Political debates about auto emissions standards have often re-
flected bitter divisions among the interest groups that are able to find
representation in the process. But the environmental area is not the
only one that has this characteristic. Energy regulation also has its
_private factions, as we shall see in the discussion of natural gas dere-
gulation that follows. And like the Clean Air Act standards, which
created such new interest groups as MECA, natural gas regulation has
created its own interests with a stake in perpetuating the status quo.

Natural Gas Deregulation

Public regulation of natural gas markets has frequently sparked ran-
corous political battles. Discord in natural gas policy debates and the
resulting inability of the policy process to arrive at solutions that serve
the public’s general interest have been the consequences of the ex-
treme complexity and detail of natural gas regulation. The prevalence
of special categories, clauses, exceptions, and exemptions has consis-
tently split otherwise “natural” consumer, producer, and distributor
interest groups into multiple factions, each with vested interests in
particular components of policy. The difficulty of mediating these
interests has thus far prevented policy makers from wiping the slate
clean and undertaking fundamental regulatory reform. 4

The regulation of natural gas markets takes place at several stages.
The federal government regulates selling prices charged by gas pro-
ducers. Natural gas pipelines are subject to both federal and state
regulation, typically of the rate-of-return variety, of their sales to retail
gas utilities; and state public utility commissions regulate the oper--
ations and prices of local distribution systems. The federal role began
with pipeline regulation under the Natural Gas Act of 1938 and was
extended to field price setting for gas sold in interstate commerce in
1954. By the mid-1970s, these federal price controls on natural gas had
produced the classic results described in economic textbooks: demand
at regulated prices exceeded available supply. Consumers in interstate
markets faced severe shortages. The political consequence was the
Natural Gas Policy Act of 1978 (NGPA).

The central thrust of the NGPA is ostensibly some measure of
deregulation of natural gas prices designed to prevent the recurrence
of shortages. The act passed by Congress, however, may actually have
worsened the allocation of natural gas resources.

‘ The act extended price controls to previously unregulated intra-
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state markets. This discouraged production but simultaneously in-
creased the relative profitability of selling to interstate buyers. It also
created an incredible array of gas categones, each of which receives a
distinct price and schedule of gradual price escalation. The NGPA also
removed price ceilings on gas from deep wells and, by 1985, on gas
from newly developed properties. This combination of partial deregu-
lation and the disparate effects of the NGPA’s complicated provisions
across interest groups have resulted in the current move toward fur-
ther regulatory reform. Proposals for “reform,” however, range from
immediate and full decontrol to blocking further implementation of
the NGPA and reimposing tight ceilings on all gas.

The NGPA has produced a number of significant and well-recog-
nized anomalies and economic distortions.! The act was originally
designed to allow the price of new natural gas to rise gradually to
market-determined levels. Gas and oil are close substitutes, and mar-
ket prices for gas are at parity with prevailing oil prices. The very sharp
rise in oil prices in 1979-1980, however, left NGPA escalation rates too
low. Thus, there is a strong likelihood that natural gas prices could
make a sharp and politically unpalatable jump in 1985. Industrial,
residential, and commercial consumers are accustomed to artificially

~ cheap natural gas. They are thus motivated to oppose further moves

toward deregulation. The magnitude of per company stakes has put
utilities near the front of industrial sector opposition to decontrol,
while a homogeneity of interests has brought residential and commer-
cial consumer interest lobbies into the fray.

One of the most anomalous results of the NGPA is that, in at least
some regions of the country, the price of natural gas has already been
pushed to and perhaps even above free market levels. This develop-
ment has taken place rapidly and has been felt as a shock by customers
who have seen prices rise by as much as 50 percent over the last year.'?
The NGPA caused this because its multifarious price caps interact in
curious ways with pipeline regulation.

Pipelines are regulated by setting both long-distance and local
distribution rates on the basis of average costs. A pipeline purchasing
gas from producers is assured that a particularly high price paid for a
given portion of its overall acquxsmons can be recouped by forcing up
average costs. Thus, a pipeline with access to low-cost, low-ceiling-
price old gas can effectively cross-subsidize its purchases of high-cost
gas (for example deregulated deep gas) so long as the average-cost
price ultimately charged consumers is competitive with alternative
fuels. Because the total profits of a pipeline or a distribution company
increase with total deliveries and because there is a shortage of low-

21




g3

priced gas at ceiling prices, pipelines have the economic incentive to
engage in precisely such cross-subsidization.

Pipeline bidding for deregulated gas has had two general effects.
First, gas supplies that are deregulated have increased in price. Dereg-
ulated gas prices at the wellhead in 1982 reached twice the level they
would attain in a completely unregulated market.!* Second, where gas
prices are regulated, competition among buyers has led to contract
terms favorable to producers. Most notable among these are take-or-
pay provisions, which require pipelines to pay for specified quantities
of gas even if the pipeline cannot take such gas because of a lack of
customers. These provisions primarily affect high-cost gas supplies
and have dramatically distorted the purchasing decisions of affected
pipelines. The recent recession depressed demand for gas, particular-
ly in the industrial sector, and reduced the load requirements of many
pipelines. Some pipelines as a result have turned away low-cost gas
rather than pay for, but give up, high-cost gas. This behavior by
pipelines has been strongly criticized by customers, and the resulting
high gas prices have served consumer advocates as arguments for
recontrol. The behavior, however, has simply been a privately rational
response to regulatory incentives.

The competition for natural gas supplies has been, and after 1985
will continue to be, unequal across pipelines. Pipelines with relatively
large endowments of low-priced gas supplies have been given a
“cushion” of revenues with which to cross-subsidize high-priced pur-
chases. This cushion is based on the difference between the delivered
price based on the average cost the market will bear and the cost of
low-priced endowments. As a result of past regulation, pipeline cush-
ions tend to be largest in the interstate market (that is, at the time the
NGPA was signed, intrastate prices and thus ceilings were generally
higher than interstate prices). The result is not only a competitive
disadvantage for intrastate pipelines, but a distortion in the allocation
of gas among consumers. Customers with lower-valued uses served
by large-cushion pipelines are able to obtain gas while customers with
higher-valued uses served by small-cushion pipelines go unsatisfied.
These consequences will gradually be dissipated under the NGPA as
low-cost older gas supplies are used up, but it would take well into the
late 1980s to accomplish this. Meanwhile, public policy will continue
to lead interstate and intrastate pipelines and their respective custom-
ers to have divergent interests in natural gas debates.

Producers of natural gas gain from higher prices, and the NGPA
has held the national average of producer prices below the market
level. It should not be concluded, however, that producers unani-
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mously support immediate and full deregulation. Those producers
currently selling deregulated deep gas at (cross-) subsidized prices, for
example, are better off under the NGPA, as would be producers of gas

deregulated in 1985. The nation’s economy, however, suffers from the

inefficiency of regulations that induce producers to explore for and
develop relatively expensive supplies while cheaper, but price-con-
trolled, resources lie idle. :

Rapidly rising natural gas prices in some markets, subsidies for
some types of gas production and price ceilings on others, competitive
and revenue boosts to some pipelines at the expense of others—all of
these anomalies contribute to current political pressure to alter the
'NGPA. If the administration and Congress open the issue they will be
confronted by a tangled web of interest groups. Some customer
groups have coalesced because of their homogeneity and the size of
the stakes and can be expected to continue to support moves toward
recontrol. Pipeline companies do not benefit from the discouragement
of production that price controls bring. Interstate pipelines neverthe-
less can generally be expected to support the type of gradual deregula-
tion embodied in the NGPA. Intrastate pipelines, however, have an

_interest in more rapid decontrol. Finally, natural gas producers are
well organized politically through trade associations and include some
of the largest corporations in the country. They too, however, cannot

" act with one voice, as the NGPA has split their interests.

Conclusion

Chapter 1 has been designed to whet the reader’s appetite. We have
summarized half a dozen disparate regulatory areas now on the policy
agenda: deregulation of network television, the fifty-five mile-per-
hour speed limit, real estate settlement costs, FDA drug licensing
reform, auto exhaust standards, and natural gas prices. Despite the
disparity of the issues, the underlying pattern is similar. The future of
regulation in these areas is being decided in an environment of interest
group pressures and representation that is often entirely predictable.
If it is predictable, is it possible for the policy maker and the public to
assess the likely strengths and weaknesses of the arguments and the
information with which they are presented? What about the groups
that are not heard at all?

Chapter 2 will explore the basis in political/economic theory for
making predictions about interest group motives and participation in
deregulatory debates.
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BOOTLEGGERS AND BAPTISTS IN
THE MARKET FOR REGULATION
Bruce Yandle '

In the Beginning

Requlation of individual behavior by higher
authorities is as ancient as the Garden of Eden
“and as recent as yesterday's Federal Register.
Adam and Eve chaffed against the iron-clad
specification standard they confronted, accepted
the advice of an independent counselor, engaged in
noncompliance activities, and suffered the
consequences. They were required to leave a
- pristine environment where entry was barred and
move to a significantly deteriorated competitive

location where labor productivity was lower and
future regulations would be crafted by their
fellow man.

Still today, many people are frustrated by
complex environmental rules, seek wise counsel as
to how to deal with them, and sometimes pay high
penalties when they fail to satisfy the regulator.
on the other hand, other people complain about the
lack of rules, seek more of them, and lobby
fiercely for stricter enforcement.

Yet a third group of people from within the

_ranks of the frustrated and penalized silently
accept regulation and welcome the support of those
who seek more of it. Indeed, a careful
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examination of most any successful regulatory
episode suggests that there are winners and losers
at the margin, but also that the hats worn by the
participants are rarely all black or all white.
We understand that regulation, like taxation,
redistributes wealth and carries costs. We also
know that reqgulatory reform, like tax reform,
alters the former redistribution effects and may
relieve some of the burdens of regulation,
provided the key parties that originally sought
the regulation somehow support the changes.

What Theory Tells Us

The economic literature on regulation and
efforts by special interest groups to gain favors
from government--whether they be members of the
steel industry or the Sierra Club--illuminates
some of the dimensions of the demand for
regulation, at least for some of the people in a
regulation story. We now understand that some
regulated firms view regulation favorably, once
they realize government intervention is ’
inevitable. Regulation is not necessarily a
government-designed hair shirt that constantly
limits the desired actions of these firms. It is
more like an old tweed suit that not only fits but
also feels good. 1Indeed, those in the tweed suits
get upset when efficiency lovers suggest that the
government-imposed suit should be thrown away.
They do not want deregulation. Regulation has
tilted the economic game in their direction an
now protects their position. :

Their long-suffering compatriots, scratching in
their hair shirts, feel differently about the
matter, but may not be very successful in a
showdown, because they lack the support of another
group: Those who seek regulation for reasons that
have nothing to do with anti-competitive tweed
suits. 1In other words, there are coalitions that
work and others that do not.

R W S A S R T N PRy Syl
e A AL LS ek .

A T L T e et e
SRR RN b A i & e e

RS
= A2,

...
A

N

'y

o L

et




BOOTLEGGERS AND BAPTISTS

The modern theorles of regulation that carry us
beyond the noble publlc interest story gain
considerable yardage in explaining important
aspects of many regulations. A widely cited
.theory of regulation developed by Richard Posner
causes us to focus on transfers of wealth from
politically weak to stronger groups.! Fundamental
work by Nobel Laurette George Stigler and Sam
Peltzman ask us to consider special interest
groups, to look for differential effects across
those groups, and to view regulation as a market
process with demanders and suppllers. Stigler
and Peltzman also argue that most successful
regulation will generate some benefits to
consumers, even though the favored producer group
will likely gain the most. Gordon Tullock and
Nobel Laurette James Buchanan, who are the
founders of the Public Choice school in economics
and political science, call our attention to rent-
seeking behavior, where government's power to
limit competition and output ‘always beckon and
where seekers of government favors tend to spend
. the value of their expected gains while chasing
them.?® Tullock and Buchanan observe regulation as
a way to restrict output, raise price, and
foreclose markets to new competition.

Fred McChesney notes that politicians can act
as agents in the regulatory game, profiting
regardless of the result.' He suggests that
politicians can propose harsh rules that cause the
affected individuals to organize politically and
lobby for relief, which strengthens the
politician's position. Once the rules are in
place, the organized group will continue to lobby,
supporting those politicians who are sympathetic
to their cause. Gary Becker directs our
attention to coalitions that favor and oppose
actions by government to redistribute wealth,
whether that is done by taxing and spending or by
rent-generating regulatlons that impose a tax to
be shared by one and all in the form of deadweight
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cost to the economy.s His analysis focuses on
political actions and reactions that are induced
when groups seeking governmental favors are
countered by others who bear the net cost of those
actions. .

A Neglected Point

A host of empirical work now lends strong
support to elements of each of these compatible
theories. However, while there is room in the new
theories for a neglected focus, none of the
theories emphasizes the potential importance of
having public interest support for successful
regulatory ventures. It is as though the public
interest theory--the pure notion that political
agents are dedicated to serving a collective
public interest--died from over-exposure to better
theories and left no heirs. I argue that
politicians in a democracy must find ways to dress
their actions in public interest clothing. Highly
visible special interest benefits just cannot be
transferred in the raw.

To make the point, consider these questions.
Would the Act to Regulate Commerce that produced
the Interstate Commerce Commission in 1887 have
passed without the support of Populists who
thought they were getting the best of the
railroads? Would the English Factory Acts that
arguably gave an advantage to capital intensive
firms have been passed without the movement
against child labor? Would federal meat
inspection and the associated limits on the
importation of foreign beef have made it on the
law books without stories of poison food and an
associated public outcry? I say "No" to these
questions. But saying no is not enough. We need
to know more about how a "moral majority" becomes
valuable in the political economy of regulation.
Think about coalitions of groups that support
government action where the coalition includes
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some that seek directly enhanced wealth and others
that wish for an improved vision of society.

This chapter focuses on that particular
coalition of interest groups that always seems
present in a successful regulatory episode. The
chapter addresses economic and social regulation,
the rules that dictate methods of production and
consumption, where the focus is on functions
within firms and those that affect industry
behavior with respect to price and entry.® The
chapter presents a theory of durable regulation--
the theory of Bootleggers and Baptists--and
provides summaries of regulatory events that
appear to be explained by the theory.

The Theory of Bootleggers and Baptists

Bootleggers and Baptists have historically
supported a form of social regulation that closes
corner liquor stores on Sunday. The two groups
are very distinctive, even though we can refer to
their joint effort as forming a coalition. Think
about their differences. Bootleggers are
generally not accepted in polite Baptist company,
certainly not when wearing tags that identify
their occupations. Of course, some bootleggers
may be Baptist, but the brethren don't advertise
that in the Sunday bulletin. Now, consider their
common interest--Sunday closing laws that shut
down the corner liquor stores. The bootleggers
want to eliminate direct competition. The
Baptists want to reduce indirect competition and
diminish the consumption of alcoholic bevereges.

But when we say they both lobby, we must add
guickly that the lobbying occurs in markedly
different ways. The bootleggers do not organize
walks, parades, letter writing campaigns or sit-
ins at state capital buildings. They confront the
politicians more furtively, yet more positively.
The Baptists bring something to the anti-
competitive effort that cannot be delivered by
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bootleggers. They add public interest content to
what otherwise would be a strictly private
venture. The Baptist element, which I ask you to
think of as a generic term, adds a moral ring to
what might otherwise be viewed as an immoral
effort, the passing of money (and electability) to
politicians to obtain a political favor.

Probing deeper into this notion, think about
the design of the regulation delivered to
bootleggers and Baptists. The common regulation
does not consist of higher taxes on alcohol, that
is, the use of economic incentives, even though
efficiency-driven economists might term that
approach the more efficient one. Nor does it
address the Sunday consumption or possession of
alcolohic beverages. It is command and .control
regulation that focuses solely on the sale of the
product. If a diminution in the consumption of
the liquid were the over-riding goal, a public
interest theory would likely predict consumption
to be the offense. Going further, a pure public
interest argument might conclude that higher taxes
on the undesired beverages would address the
problem. Of course, monitoring and enforcement
costs have to be considered. There is, after all,
a supply side to all regulatory problems. But as
Becker reminds us, the wealth-redistributing
regulation obtained is probably the most efficient
in that set; which is to say that both the-
bootleggers and the Baptists have to be satisfied
with the final equilibrium.

Interestingly, regulations of the Sunday sale
of booze tie together bootleggers, Baptists, and
the legal operators of liquor stores. The
bootleggers buy from the legal outlets on
Saturday, sell at higher prices on Sunday, and the
Baptists praise the effort to enforce the
regulatory cartel. Meanwhile, the political
suppliers of the regulation reap the support of
all the groups, and the Internal Revenue Service
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works to prevent market entry by those who would
produce alcoholic beverages on homemade stills.

~ What might cause the coalition to crumble, so
that we might observe the repeal of Sunday closing
laws? To answer that question, we must consider
some elements of regulatory demand. First, the
Baptist appeal works so long as most of the o
Baptists recognize and accept the over-riding
moral argument, so long as the group continues to
represent a politically valuable interest group,
and so long as group leaders are able to marshall
resources from the members. There is always a
potential free rider problem in such ventures.
What we term the public interest is defined by
public opinion, put delivering political support
is fraught with practical problems.

Next, the bootleggers must earn a high enough
return from their endeavor to buy political
favors. If entry occurs in their market--by means
of more illicit stills, lower cost transportation
from locations that have no restrictions, or by
the expansion of lower cost private clubs that
offer the restricted beverage to their members, or
if demand for the product simply diminishes, the
bootleggers will be pushed from the picture. Once
the restriction either ceases to be binding or
loses its moral support, we predict regulatory
reform and the possible replacement of bootleggers
by another politically powerful interest group,
such as the private club owners.

While bootleggers and Baptists are dominant
figures in the theory, there are always other
groups who bear the costs of the restriction.

They too can become more powerful, especially as
the costs of. the restriction rise, and exert
“enough force to overcome the political demands of
the dominant group. opportunity cost tends always
to raise its head. '

An examination of several recent regulatory
episodes will jllustrate some of these analytical
points. To give a flavor of some research and
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findings, four regulatory stories can be
considered: State regulations of Sunday retail
sales, or Blue Laws; federal regulation of
flammable sleepwear; state regulation of gambling,
or lottery laws; and a state/federal episode
involving seatbelts and airbags.

State Blue Laws

State Blue Laws are kissing cousins of Sunday
Closing Laws that make a market for bootleggers.7
Both regulations date back to colonial times,
probably reflecting religious preferences of the
time. 1Indeed, the term "Blue Law" takes its name
from the color of the paper on which early
colonial statutes were written. The modern period
finds Blue Laws in a gradual state of decline.
_For example, in 1970, 25 states had restrictive
statutes. By 1984, only 14 states remained in the
fold, and others were threatening to modify or
repeal outright the remaining vestiges of the
centuries-old institution. The systematic
disappearance of Blue Laws provides an opportunity
for researchers to examine the shifting support
for the law and so to identify what might motivate
the political economy that delivers the rules.

Research on this topic focused on theoretical
notions about the demand for Blue Laws and from
that developed statistical models that might test
the theory. To capture changes in Blue Laws, data
for 1970 and 1984 were examined. The theoretical
arguments played on the theme of bootleggers and
Baptists. We argued that Blue Laws preserve
retailers' revenues while distributing those
revenues over fewer operating hours and increasing
the average per customer purchase. Since their
organizing costs are already covered, we argued
that unions might be better positioned to bargain
for higher wages, though we recognized that most
retail establishments are not unionized. We also
argued that unionized labor forces have more
predictable and uniform work hours and holidays,
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which means restrictions on Sunday shopping carry
lower opportunity costs for unionized communities.
Union workers were first members of the bootlegger
group that might favor Blue Laws.

We then thought about bootleggers on the side
of repealing Blue Laws. Among various retailers,

we predicted large drug stores would fight Sunday .

restrictions, since they must operate their core
businesses on Sunday, have variable costs covered,
but are limited by Blue Laws in selling a portion
of their inventories defined as "nonessential."
on the other hand, we predicted large general
retailers would support the laws in the pre-mall.
1970 period, since those establishments were
geared to compete for downtown shoppers who
wouldn't likely flock to the cities on Sundays.
In the later period, we predicted large retailers
would be either indifferent or opposed to Blue
Laws. The large stores might be termed
backsliding bootleggers.

The opportunity cost of shopping entered our
analysis in another way. Historically, women have
specialized in shopping. As the average workers'
real wage fell, more women entered the work force,
the opportunity cost of Blue Laws rose. The
percent of women in the labor force proxied for
neither bootleggers or Baptists, but simply served
in our research as an indicator of the cost of the
restriction. However, in the earlier period of
‘the analysis, we argued that the widely fractured
population of women workers faced a high cost of
organizing politically. Later, and due to other
causes, women became a more identifiable interest
group. ’

The chief Baptist element in our analysis was
the Baptists themselves. We used the percent of
the population Southern Baptist, an organized
interest group that polices free riding with
sanctions delivered by conventions, as a proxy for
a moral majority that favored Sunday restrictions.

e e e
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The statistical counterpart of our theory used
a "yes, a state has Blue Laws/no, it does not"
indicator as the dependent variable and included
the arguments mentioned as independent variables.
Our statistical findings, which are reported in
Table 3-1, indicate that the share Baptist has a
strong positive association with Blue Laws in
1970, but none in 1984. The Baptist effect seemed:
to dissipate over time. The percent union is not
significant in either period. However, the number
of retail stores with more than 100 employees is
positively associated with Blue Law status in the
1970 pre-shopping mall period, but has no
association in 1984, when larger retail stores
were generally found in suburban shopping centers.
Drug stores are negatively associated with Blue
Laws in 1970, but not associated in 1984.

Briefly stated, we found support for both parts
of the theory. Large retail stores and women
appear to be bootleggers in the early period.
Indeed, work opportunities for women in the early
- period were associate largely with downtown retail
stores and offices. We speculate that having a
Sunday holiday appears to have been more important
than having opportunities to shop on Sunday. Drug
stores bore a cost in the early period, and
Baptists played the expected Baptist role. As
time passed and the nature of female employment -
changed, women apparently bore more of the
regulation's cost. The Baptist influence, which
may have been delivered in large part by women,
eroded, and all other significant opposition
faded. Blue Laws were repealed.
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Table 3-1. Regression Results. Dependent Variable:
Blue Law Indicator :

1970

Variable

Intercept 2.414 2.535 0.1204
: (0.871)* ~(0.979) (0.095)

Date -0.001 -0.0004
(1.178 (0.295)

Bapt. 0.0325 0.0090
(3.291) (0.503)

Party -0.0018 -0.0019
(0.285) ; (1.995)

Union 0.0092 0.0115 0.0063
- (1.015) (1.388) (0.662)

Women 0.0168 0.0185 -0.0243
(2.762) (3.311) (1.535)

SML -0.00004 -0.0004 -0.0001
(1.501) (1.688) (0.864)

Large 0.0038 0.0026 0.0005
(2.712) (2.673) (0.671)

Drug -0.0053 -0.0051 0.0004
(2.595) (2.581) (0.264)

-0.0006 ' -0.00006
(0.831) (0.662)

.37

4.20

*Absolute value of t-statistics in parentheses.

Note: Variables in model, not mentioned in text include: Party:
The share of legislative seats controlled by the majority state
party and TOUR: which is annual dollars of tourism spending.
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Flame Resistant BSleepwear

An eplsode involving the Consumer Product Safey
Commission's (CPSC's) 1971 imposition of a
flammability regulation for children's sleepwear
is particularly interesting, since the agency
later, in 1977, banned the chief chemical agent
used by industry for meeting the flammability
regulation.® The chemical, Tris, was found to be
a carcinogen. We learned from an examination
of background data that Asian-produced sleepwear
had taken a substantial part of the U.S., U.K,
Canadian, and European markets prior to the CPSC
regulation. The U.S. and U.K. adopted
flammability standards at the same time, and
foreign penetration of their markets fell
markedly. That did not occur in the other
developed markets that had no flammability
standards. We were suspicious.

In this research, we argued that domestic
sleepwear producers gained increased market share
from the flammability regulation, but did not
likely gain much in the way of profits. Entry is
relatively quick and easy in that end of the
apparel industry. Thinking more about industry
supply curves, we argued that certain producers of
synthetic fibers gained from the rules, since
cotton fiber and fabric could not meet the CPSC
standard. Cotton's market share fell to zero
after the regulation. Finally, we argued that the
producers of Tris, the chemical selected to meet
the standard by virtually all in the yarn and
fabric industry, gained from the standard. The
product was patented, and five U.S. firms were
licensed to produce and market it. They had the
most inelastic supply curve of all. Focusing on
the demand side, we argued that the demand for the
flammability treatment was very inelastic, since
it was mandated by law and there were few if any
substitutes. That made the burden of the
restriction quite palatable.

Although we contend that cotton producers bore
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the brunt of the industry cost in the episode, we
argued they were guarded from losses by a long-
standing government-sponsored cartel. The U.S.
Department of Agriculture protects cotton
producers through acreage and price controls.
Perhaps that is partly why a rule destroying a
small market for cotton goods could make it
through the political thicket.

Using an import penetration model and then
financial markets analysis of portfolios of
apparel, fabric, fiber, and chemical firms, we
tested for effects. The results of the import
penetration model, reported in Table 3-2, provided
strong support for the theory that import
penetration fell markedly with the imposition of
the flammability rule. We also found strong
support for the notion of financial gains for
fiber and Tris producers. But we found no
evidence of gains for apparel and fabric
producers, while recognizing that most of the
apparel firms were too small to be accounted for
in our financial markets tests.

This research suggests the bootleggers were the
owners of specialized capital in the chemical and
fiber industries. But who were the Baptists?
They were the parents of children, and other
consumer groups, who pressured the CPSC to develop
an all-encompassing flammability standard, a rule
that would spread the cost of a desired feature
‘across all consumers in the market. Along these
lines, a 1971 report in Chemical and Engineering
News stated: "An unlikely coalition of mothers
-and- some chemical companies is pleased with the
newly promulgated standard."’ By our theory, the
coalition was not an unlikely one.

_ Of course, the ban on Tris unraveled all this.
Unfortunately, the CPSC rule had the effect of
spreading a cancer .risk across an entire
population of young children. There was an
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Table 3-2. Regression Results. Dependent Variable:
Imported Sleepwear/Domestic Slegpwear

Variable Coefficient T-Statistic

Intercept ’ -0.1970 -0.565
Income 1.2248E-07 3.148
Price -0.3783 -2.129
Dum 72 -0.2117 -4.847
Dum 75 ) -0.0760 -2.093
Ban -0.3482 -4.688
RZ: .68
F H 8.30

Durbin-Watson: 1.825

Note: The independent variables adjust for real total disposable
INCOME, the ratio fo the domestic apparel PRICE index to the all
item CPI, the July 1972 flammability regulation--DUM 72, a 1975
regulation that expanded coverage of the previous rule--DUM 75,

and the later BAN on chemically treated sleepwear that came in
1977.

understandable public outcry to the news about
Tris. The ban that ended that part of the episode
resulted in large financial losses for the
chemical industry and smaller ones for the fiber
industry. The Tris episode was a case of
regulatory failure for all parties, except
possibly the political agents who managed it.

The ending of the story illustrates another
" point: When the bootleggers lose the Baptists,
the regulation goes away.

state Regulation of Gambling
Governmentvsponsored gambling can be traced
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back at least as far as Caesar Augustus, who

~instituted lotteries for the purpose of rebuilding

Rome. They were used by Queen Elizabeth to help
fund the Virginia Company's founding of Jamestown.
But in more recent times, state-operated lotteries
have emerged as a durable source of revenues for
state governments. _ ,

On its face, gambling is a moral issue to many
religious groups. And proposals to institute
state lotteries are always opposed by
denominational groups. The Baptist element that
opposes this state requlation is apparent. That
being so, why have lotteries become so popular in
recent years? Is this a case like Blue Laws,
where moral influence seems to have been swamped
by other effects? At present, 28 states have
lotteries, up from one in 1964, and their net

- proceeds in 1986 amounted to more than $5 billion.

Our research on this topic sought to explain
state intervention to operate lotteries across
states in the face of moral opposition. In our
theory, we argued that marginal analyses were made
during each legislative session, which is to say
that laws could be passed or repealed each year.
We first noted that when lottery revenues are
viewed as tax revenues they are highly regressive.
Put differently, state-operated lotteries provide
an opportunity to transfer income from lower-to
higher-income taxpayers, which gives the first
bootlegger clue. .

We also observed that the ever-present demand
for gambling, which is relatively inelastic, can
be satisfied by either private or public means,
and that private provision occurs legally and
illegally. If states are to enter the market
successfully, they must find ways to limit their
competition. That led us to say that states
operating a monopoly lottery will generally have a
larger police operation than other states, all
else equal.

In the analysis, the demand for repeal, as
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‘

observed in the nonlottery states, was driven by
the Baptist element, which we proxied by the
percent of the population holding that faith.
Demand for lotteries was driven by higher income
people, proxied by average per capita income, with
stronger support coming where state debt per
capita was higher and where states had a
constitutional requirement for a balanced budget.
The number of police, weighted by population,
entered the analysis to determine its relationship
with lottery status. We also included state taxes
per capita in our model that explained the
occurence of lotteries, suggesting that taxes were
a substitute for lotteries. The higher those
taxes, the less likely a lottery would exist, all
else equal.

Focusing on current data in our statistical
testing, our estimate, reported in Table 3-3,
found the percent Baptist to be negatively
associated with lotteries, debt per capita and
income per capita positively related, and police
per capita positively related. The presence of a
balanced budget requirement was not quite
significant, though its sign was positive. We
also found state taxes per capita negatively
associated with lotteries, which supports the
notion that lotteries are a substitute for taxes.

This analysis suggests how other forces can
overwhelm a moral element. That is, the
bootleggers overwhelmed the Baptists. But we
cannot say that Baptists are no longer
influential. A related question remains to be
resolved. Most states that pass lotteries earmark
the funds for some popular social purpose--such as
for education. Quite possibly, the bootleggers
gain the support of the Baptists by providing an
apparent link to a public interest cause that
offsets the gambling stigma.
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Table 3-3. Regression Results. Dependent Variable:
Lottery States (Yes=1; No=0)

Variable _Coefficient T-Statistic

. Intercept .3582 .758
Income .854 .212
Police .572 .676
Debt ’ .1584 .046
Tax ’ .1028 : .376
Balance .2738 .382
Baptist - .0254 .393
R® : a7 '

F H 8.36

Note: Independent variables are: Per capita state INCOME,
Number of POLICE per 1000 population, State DEBT per capita,
Occurence of constitutional BALANCE budget requirement (yes=1,
no=0), Percent of state population that is Southern BAPTIST.

Federally Mandated Air Bags

A last regulatory episode dealt with a very
complicated effort by the federal government to
mandate the installation of passive restraints in
automobiles.!' The episode began officially in
1969 with an Advance Notice of Proposed Rulemaking
"issued by the National Highway Safety
Administration (NHTSA), followed by a 1971 final
rule and a mass of actions, reactions and delays
of implementation; and ending with a 1984
Department of Transportation action requiring
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_states to settle the issue by voting. After two
decades, this regulatory issue is still
unresolved.

Air bags became a meaningful topic of
conversation in the late 1960s when a bulge of
people entering the 16-25 age group contributed to
a significant increase in auto fatalities. Of -
course, that was the period when multiple forces
contributed to the development of a regulatory
binge in Washington, with many new agencies being
formed, additional laws passed, and thousands of
new regulations placed on the books.

The air bag had been used in to protect test
pPilots in the development of aircraft, and one of
the bag manufacturers approached NHTSA about
requiring that the device be used in all new
automobiles. They believed that air bags would
protect drivers who chose not to use seat belts.

Interest in air bags increased, and Ford Motor
Company joined Eaton Manufacturing Company to
demonstrate the first working air bag at an
engineering society meeting in early 1968. Soon
thereafter, Ford became discouraged about the
bag's prospects, noting serious problems for out-
of-position passenger's and the probability that
passengers would be seriously injured by inflating
bags. It was also clear that seat belts still
would be needed in combination with bags to meet
the rules NHTSA was contemplating. General
Motors then became the leading proponent for air
bags and demonstrated its ability to build bag-
equipped autos early on. With that, NHTSA
proposed its passive restraint rule, and GM
indicated it would strive to meet the standard
with air bags. The other major auto producers
sued NHTSA. Eventually much more was learned
about air bags, auto safety, and the consumers'
willingness to buy bag-equipped cars. Along the
way, Sam Peltzman shook the cage of safety .
scholars with his finding that cars equipped with
safety equipment could induce a lulling effect
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that caused drivers to sustain more instead of
fewer injuries.'? That did not slow the
regulatory juggernaut, but other political and
market events did.

Who were the supporters of air bags?

Obviously, the holders of air bag patents. But
the auto insurance industry was the strongest and
most persistent advocate of all. Why might this
be so? Surely, other groups interested in safety
and health would be counted first.

Auto insurers can gain from passive restraints
in several ways. First, the insurers. could
determine risk easier where passive restraints are
.used. - Unlike belts, the mere presence of bags
insures protection to the head and upper body in
the event of a head-on accident. Second, they
could earn one-time gains from contracts written
on the basis of higher risks, which would be
reduced by the installation of passive restraints.
Third, a reduction in head-related injuries--the
most expensive of all--would reduce the cost of
extensive injury-related litigation, which would
reduce price and expand markets. 1In addition to
these reasons for supporting the regulation, as a
regulated industry, insurance firms could gain
demand for their product by means of the publicity
accompanying a long and controversial regulatory
proceeding and encounter little competitive
response in doing so. Along with the insurance
firms, General Motors was a potential winner, at
least in the beginning of the episode. Its
competition was behind in developing bag-equipped
cars. A rule requiring bags would raise
competitors' costs.

Who were the Baptists? All those who responded
to the promise of safer cars and reduced
fatalities. As some might put it, how could
anyone be opposed to auto safety? Ralph Nader's
Center for Auto Safey, funded largely by the auto
insurance industry, was chief among the '
organizations that prompted this support.
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Financial markets analysis was used to estimate
abnormal returns for portfolios of auto
manufacturers, air bag manufacturers, and
insurance firms. The analytical approach forms a
portfolio of the relevant stocks and compares its
performance to the entire New York Stock
Exchange's performance in association with
specific events. Sudden changes in the returns to
the portfolio relative to the exchange are then
identified. 1In all, 10 key events that might have
increased or decreased the wealth of the portfolio
shareholders as the rules were imposed, delayed,
modified, and finally put to state vote. While
there were mixed results for a number of the
events, we observed that air bag producers gained
substantial wealth when the passive restraint rule
was introduced. Ford and Chrysler suffered
cumulative losses, but neither GM nor AMC suffered
a loss in association with the initial rule.

When NHTSA delayed the rule in 1970, both the
insurance industry and air bag portfolios
sustained abnormal losses. However, the delay did
not generate gains for the auto portfolio, partly
because the delay was accompanied by additional
safety standards that related to padding and
interior design. 1In yet another event, in 1980
when Congress passed legislation delaying the
standard again but requiring passive restraints to
be met by producers of smaller cars first--a
barrier to the flood of imported cars, both the
automakers and air bag producers experienced
abnormal gains.. )

In other work, we examined the later state
votes on mandatory seat belts, which could result
in the elimination of passive restraint ,
requirements. A vote for mandatory belts was a
vote against mandatory passive restraints. oOur
estimating equation for explaining whether or not
a mandatory seat belt referendum was passed, used
1986 data, and the results are reported in Table
3-4. As indicated there, we found that the number
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of auto frames produced in a state was positively
associated with passage. By the time of the vote,
auto producers were generally opposed to passive
restraints. Earlier efforts to market bags had
not been successful and the required installation
of passive restraints in smaller cars would
significantly raise price. The presence of an air
bag manufacturer in a state had strong negative
partial effects, and the number of employees in a
state's fire, marine, and casualty insurance '
sector, weighted by population, was negatively
associated with passage of mandatory seat belt
laws. They wanted passive restraints.

Table 3-4. Regression Results. Dependent Variable:
State Passage of Mandatory Belt Law (Yes=1; No=0)

Variable Coefficient T-Statistic

Intercept -1.4184 -2.621
Auto ' 0.24 E-6 2.098
Insur -0.1814 -2.428
Air -0.5453 -2.343
phys ) 0.0021 1.001
HNOF .1914 -1.646
Educ .0280 3.190
High .104 -3.756
Inc .00005 1.150
R® : .50

Durbin-Watson: 1.92

Note: Independent variables are: Total number of AUTO
assemblies produced annually in each state; the total number of
workers in the insurance industry weighted by population for each
state, an AIRbag dummy variable (yes=1, no=0) for states with an
airbag producer; number of PHYSICIANS per 100,000 people, a dummy
variable for no-fault insurance states, NOF; the percentage
population having received a high school diploma; and per capita
INCOME by state.
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In terms of bootleggers and Baptists, the
passive restraint research suggests that auto
insurance companies, the producers of air bags,
and at one point, the leading auto producer were
early bootleggers. Public interest groups took
the moral high ground and gained financial support
from some bootleggers. As time passed, and import
penetration increased, a carefully molded passive
restraint rule was seen as a way to restrain to
competition. The ranks of the bootleggers
increased and moved in lock step with the
Baptists. Eventually, belts and bags competed in
a political economy with bootleggers and Baptists.
Meanwhile, technology advanced, prices of passive
restraints fell, and more producers began to offer
the item as standard equipment in higher priced
cars.
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Concluding Thoughts

The theory of Bootleggers and Baptists argues
that ideology matters in the political economy of

regulation, but it matters in a very specific way.
When considering the effective demand for '
regulation and the final form taken by specific
rules, we must look for an important group of
demanders who deliver public interest content to
the regulatory cause. In the first place, there
is considerable competition for political favors,
and a politician must be able to explain his
actions. That being so, we should expect to find
strong public -interest statements about the
virtues of regulation that can be ratified by
important social groups and figures. We should .
recognize that groups like the Environmental
Defense Fund and the Sierra Club, just to name
two, are vital to the passage of clean air
legislation. We should also recognize that the
support of those groups can be quite valuable to
polluters who seek a particular form of
regulation, a form that may raise their
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competitor's costs or in other ways improve the
future profits of an industry group.

The struggle for regulation that best serves
the bootlegger-Baptist coalition occurs at the
federal level. It is difficult to gain very much
in a competitive environment across 50 states. 1In
a similar way, the outcomes predicted for the
theory seldom apply to actions taken by courts.
The theory best explains legislative and
regulatory actions where the political process can
be affected through lobbying, campaign ‘
contributions, and efforts by politicians to
satisfy constituent groups.

The evolution of environmental regulation in

"the U.S. allows us to observe just how much a
special interest theory of regulation might
explain. In the chapters to follow, direct
references will be made to interest groups
struggles, but while it may be apparent from the
stories, members of the groups will never be
referred to directly as "bootleggers" or
"Baptists."

Notes

1. See Posner (1974).
2. See Peltzman (1976) and Stigler (1971).
3. See Tullock (1967) and Buchanan (1980).
4. See McChesney (1987).
5. See Becker (1983).
6. See Yandle and Young (1985).
7. This discussion is drawn from Price and Yandle (1987).
8. This section is drawn from Shuford and Yandle (1988).
9. See "Flammability Rule Argued," Chemical and Engineering News, April 9,
1971, 9.
10. This section is based on Martin and Yandle (1988).
11. This section is based on Kneuper (1987).
12. See Peltzman (1975). For more on this see Crandall (1986).
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A Review of the Economics of
Regulation: The Political Process

Robert E. McCormick

Introduction

The early days of the Reagan administration brought a new breed of
civil servant to Washington. Many of them werc cconomists: that is
nothing new, but these pcople were different. They were educated and
well-versed in the ncw cconomic theory of regulation; they were public-
choice scholars. They did not belicve that government service was per-
formed for the public good. They did not belicve that for government to
run properly, all that was necessary was to have the “right” pcople in
office. Instead, these economists and lawyers saw the world in a different
light: Politicians did things to garncr votcs; they were responsive to their
electorate; they were not benevolent despots. To the newcomers, regula-
tion was uscd to redistribute income, not to correct market failurcs cost-
lessly and perfectly. Theirs was not a philosophical view, it was a hard-
edged empirical approach to the world, and it was built on: twenty-five
years of exacting interdisciplinary academic rescarch. The purpose of this
paper is to review and explore that litcrature, which formed the back-
ground of many involved in shaping thc Reagan administration’s policy on
the regulation front.

We start this discussion with predation, a venerable concept in the
literature of industrial organization. In fact, few topics have reccived as
much theoretical attention and so little empirical scrutiny. For example, sce
the exchanges between McGee (1980), Arceda and Turner (1975), and
Williamson (1978). Basically, price predation is an economic unicorn de-

Thanks go to James Buchanan, Mart Lindsay, Michacl Maloncey, Roger Meiners, William
Shughart 11, and Mark Wasserman for help on an carlier draft. The usual caveat applics.
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pending on whether you want it to be or not—there is no consensus of
opinion on the matter. Therefore, it is a bit surprising that the theory of
predation has actually grown into an arca where there is considerable
agreement. This is the strategic use of governmental processes to disad-
vantage consumers and rivals.! Predation works by manipulating govern-
ment regulations and-the court system rather than through price cutting.
Malevolence can mean higher profits through reduced output and higher
price. Regulation fashioned in this manner affords regulated firms several
advantages: Services are often provided at less than factor cost, and the
monopoly police power of the state offers a unique opportunity to adjust
the behavior of rivals. Most prominently, cartel enforcement is made
relatively inexpensive, and the scrutiny of antitrust authorities is avoided.?
Lobbying and other vote-supplying activities are the price that must be
paid. Whether the strategic use of regulation is profitable then becomes a
capital budgeting problem not unlike most other decisions the firm has to
make about purchasing inputs (Salop 1981).

The literature in economics on the strategic use of regulation is relatively
new; however, in many respects, all analysis of government fits the de-
scription. Moreover, there is a growing literature on strategy in general.3
To define the topic that broadly here would impose large digestion costs
for which most readers have neither the time nor the demand. Hence, for
tractability, I adopt a more narrow rent-seeking definition. The strategic
use of regulation is any attempt by a firm or a collection of firms or others
with similar interest to alter the political or legal structure of the economy
to their advantage.* This approach purposely ignores the question of good
and bad influence. Even more importantly, it does not require deliberate
aggression. There are two advantages to ignoring motives: First, they are
very hard to determine; and second, from an economic standpoint, only
the effects are relevant.

Strategy may take the form of trying to coerce legislation, affecting a
bureaucratic ruling, or instigating a law suit. However, from an analytical
viewpoint, these actions are the same and serve one or more purposes: To
restrict the entry of rivals, to prevent nonprice competition, to differen-
tially impose costs on members of an industry, or to restrict the production
of substitute goods and services. Whether these actions are legal is, for the
most part, irrelevant from the point of view of economic analysis. That
question has received considerable attention elsewhere and is interesting in
its own right, but brevity requires that I ignore the issue here.

One of the themes in the literature on the strategic use of regulation is
the importance of the self-interested politician. This contrasts with most
analysis in industrial organization and predation in particular. Here the
politician, his motives, and his constraints are often the center of attention.
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Although the role is often subsumed, nonctheless the politician is there.
And most importantly, he is not disguised as a public-spirited individual
benevolently maximizing some well-bchaved social welfare function. In-
stead, the politician like all other actors is a rational, sclf-interested, max-
imizing agent. Of course there arc exceptions to this principle. Kelman
(1981) is the polar casc of ignoring cconomic incentives in regulatory rule
making, and most analysis of antitrust law and enforcement takes a benev-
olent view of politicians and the law. For example, Easterbrook (1983,
p- 24) says, “The antitrust laws, in contrast, are designed to prescrve the
functioning of competitive markets that, at least presumptively, produce
allocative efficiency.” The myth of the public spirited politician dies
slowly.s

Incorporating politicians into the bchavioral system adds an apolitical
market to the analysis and makes regulations endogenous. This makes it
casier to predict many aspects of regulation, such as its inception and the
industries that will be affected. This is accomplished by focusing analysis
on various groups in the cconomy; for example, consumers and producers
and their compcting intcrests. These groups supply votes and campaign
contributions to politicians who in turn supply regulation. The outcome
of this process ultimately turns on the relative organizational costs across
groups, the structure of political institutions, and the extent of competi-
tion in the political market. This is the setting for the strategic use of
regulation.

This chapter is divided into six sections. The scction 2 briefly reviews
the emerging thcory of rent sceking and its application to regulation.
Section 3 reviews the economic theory of regulation, with particular
cmphasis on standards and cost-imposing regulation. Section 4 highlights
the importance of hetcrogencous interest groups in affecting regulation—
the regulatory triad. The emphasis is on the ability of some firms to
disguise their private pursuits as public interest whether there is a legiti-
mate market failure or not. In some cases mutual interests bring together
the strangest bedfellows—the Sierra Club and Eastern coal-mining inter-
ests. Section 5 focuses on a relatively uncharted area, the strategic use of
antitrust laws to prevent competition. The chapter closes with some
suggestions for the dircction of future research.

Rent Seeking

The economic analysis of rent sccking was recently surveyed by Tollison
(1982). The theory has important implications for thc analysis of the
strategic use of regulation—especially normative analysis. Tullock’s (1967)
seminal article demonstrates that transfers are typically not a zero-sum
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cvent. For this reason the economic cost of many activities is often far
greater than conventionally assumed.

The normative problem arises because it is impossible to differentiate
rent sceking from profit secking except in the context of a normative
modecl. On the one hand, rent seeking refers to (wasteful) competition for
rents created by gifts, grants, or government transfer activities. Profit
sccking, on the other hand, refers to those activities that are by definition
cfficient: Research and development expenditures, piano practice, or com-
mitting resources to enter an industry where price exceeds average cost are
examples of behavior that create value. By contrast, standing in line for -
free cheese, taking a politician to lunch in hopes of securing his vote on a
bill that provides a subsidy, or arguing before the ICC with an eye toward
receiving a certificate are examples of behavior that simply consume rents
artificially created by government. That is, rent-secking activities produce
nothing real or consumable, these only result in a transfer. Behaviorally
the two are indistinguishable, and it is only morally that these can be made
distinct.®

This approach has important implications for the strategic use of regula-
tion because it can be viewed in the same light. Consider the case of some
vertical restraint on trade, such as the prohibition on resale price mainte-
nance (RPM). Suppose that one accepts the agency cost or public good
cxplanation for RPM; that is, RPM is a device used by manufacturers to
force retailers to provide complimentary goods, such as service and infor-
mation, at the point of sale that they would not otherwise rationally offer.
In this case, if a firm brings a law suit or lobbies Congress for a change in
the law to allow RPM, then it can be argued that this strategic use of
regulation is value increasing even if it happens to disadvantage some
rivals.” In this case the strategic use of regulation increases the real output
of society. It is not difficult to construct other examples where the opposite
conclusion is reached. Based on this approach, it is imperative to know the
firm’s motives in order to judge its actions—a difficult chore at best.

The problem is pervasive. Spence (1977) makes a similar point in the
context of firm size and capacity decisions. He argues that it is hard to tell
which capacity decisions are predatory—designed to limit entry—and
which are efficient—driven by competition. Courts have faced the prob-
lem in terms of influencing the political process and made their judgment,
which has been labeled the Noerr-Pennington doctrine—firms may lobby
the government even if it disadvantages their rivals. Fischel (1977) analyzes
the antitrust implications of Noerr-Pennington and concludes that lobby-
ing is legal (efficient?), while price conspiracy is illegal (inefficient?).® In
the Pennington case the doctrine was extended to attempts to influence
administrative agencies.? The economic theory of rent secking posits that
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competition for rents will drive the expected value of the rents to zero at
the margin. Morcover, this competition consumes (costs) the economic
value of the rents. 10 Transfers are not free. Of course, there is also competi-
tion for profits. Therein lics the conundrum. Government action can
create rents through regulation, laws, and court decisions. Firms seck these
rents or profits in a varicty of ways, most notably here, through attempts
to influence government decisions. Whether this behavior is efficient or
not is beyond the current state of the literature. It all depends on the nature
of the regulation and whether or not the rents are artificially created by
government.!! It is fair to say that the economics of rent seeking implies
that normative analysis of the strategic usc of regulation is rendered
virtually impotent, at least for the moment.

The Economic Theory of Regulation

Part onec of this scction briefly reviews the cconomic theory of regula-
tion. Part two focuses on the empirical literature of regulation. Part three
looks at hetcrogencous interest groups within an industry and across
industries.

ECONOMIC THEORIES

It is difficult to trace the evolution of the public-interest model of
regulation, although Pigou certainly plays a prominent role.!? This theory
_ argucs that regulation corrects market failures stemming from natural
monopolics, externalitics, economies of scale, public’goods, informational
asymmetries, or some other problem in property rights assignments. How
this benevolence is accomplished through the political process is almost
never addressed in public-interest theory. It is plausible that the public-
intcrest theory of regulation was never meant to be descriptive but instead
prescriptive. Nevertheless criticism of the public-interest theory of regula-
tion argues that this'do-good approach to the behavior of public officials is
analytically embarrassing in light of the propensity of most people to
pursue their self-interest. The theory can be partly rescued by realizing that
alternatively, constraints on politicians’ behavior can force them, in quest of
votes and wealth, to design and implement laws with general welfare-
improving characteristics. This is the spirit of Becker (1983) and to a lesscr
extent Barro (1973) and Becker and Stlgler (1974).

Dissatisfaction with the paternalistic view of government implicit in the
public-interest thcory of regulation has led to the economic theory of
regulation (Stigler 1971).!3 Regulation is demanded by special-interest
groups to limit entry, raise price, or otherwise reduce output where the
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private costs of cartelization are too high. These laws are supplied by
politicians. Subsequent contributions have emphasized cross-subsidiza-
tion, Posner (1971), and the imperfections of such a cartel, Peltzman
(1976). For the most part, industries are assumed to be homogeneous. The
battle over rents is a simple struggle between consumers and producers. In
the last part of this section, this simple one-on-one perspective is criticized
and analysis of heterogeneous interest groups is presented.

The economic theory of regulation is descriptive. It attempts to predict
the effects of regulation on price and output, the onset of regulation, the
pattern of regulation, and deregulation.!# For the most part, the theory is
void of normative analysis, but there is the presumption, based on the
considerable weight of the evidence, that regulation in practice bears little
resemblance to the vision of Pigou. That is, regulation is industry-inspired
and profitable. The moral connotations of this fact are usually left to the
reader.

THE EMPIRICAL LITERATURE

The empirical literature on regulation has one predominant theme:
Regulation is often beneficial to the regulated firms. This benefit accrues in
one of several fashions. In the simplest form a regulatory agency, such as
the ICC, acts as an (imperfect) cartel manager for members of the industry,
disallowing entry, apportioning and policing output, regulating price,
preventing nonprice competition, and regulating the provision of sub-
stitutes. It is widely held that in their original forms, the CAB and ICC
were at least operated in this way, if not designed for that purpose. Recent
research suggests that the story is more complicated. Boyer (1981) argues

* that the ICC engages in substantial redistribution of rents across modes of

transportation. That is, some rules aid railroads at the expense of truckers
and vice versa. Moore (1978) presents evidence that truck drivers benefit
from ICC regulation through higher wages. He estimates that union
members obtain rents on the order of $1 billion. Certificate owners receive
transfers totaling about $2 billion primarily because of restrictions on
entry of new firms. These numbers suggest that the strategic use of
regulation can be a profitable enterprise.

Taxicab and jitney regulation appears to fit the same mold. Kitch,
Issacson, and Kasper (1971) estimate the value of rents created by taxicab
regulation in Chicago to be more than $40 million. Eckert and Hilton
(1972) contend that jitney regulation was designed to eliminate competi-
tion with railroads in the mass transit markets; jitneys were a low-cost,
high-quality substitute for railroad transportation, so trains “sought pro-
tection from municipal governments, which ... proved unanimously
willing to provide it” (p. 304).




22 Robert E. McCormick

The CAB rcgulation of airlines had the same characteristics: Entry was
barred and price regulated. It is hard to control all margins of competition
however. Nonprice competition from within the industry eroded much of
the cartel profits. Airlines competed in scheduling and the number of
flights by adding capacity to the point where expected profits were zcro.
Douglas and Miller (1974) argue that this process resulted in average load
factors equaling break-even load factors. In turn this impled a “ ‘ratchet
effect’ of regulation and reaction, in which price increases, thought by the
CAB as necessary to raisc profits, only resulted in a new equilibrium with
greater levels of excess capacity” (p. 55). Airlines also competed in terms of
in-flight service. The CAB responded by regulating meals, flight atten-
dants, and liquor service. What has not been adequately explained is why
the CAB restricted these latter forms of nonprice competition but did not
regulate the obviously more costly methods of compctition through in-
creased capacity or flights per day. One cxplanation is prominent: Excess
capacity bencfits airplanc producers, pilots, engincers, and attendants, so
that thc political clout of these groups may have forestalled capacity
constraints.!> The strategic usc of rcgulation implics that if entry is rc-
stricted, output is reduced, price is above cost, and nonpricc compcetition
sets in. Regulated firms will seek ways of preventing this nonprice compe-
tition. The degree to which they are successful depends on the impact of
competition on input suppliers and diverse consumer groups.

In another arca of long-standing government involvement, Jarrell (1978)
presents evidence that state regulation of electricity production was sought
to prevent competition where rivalry had brought low prices. In fact,
regulation procceded first in jurisdictions with the lowest prices—another
nail in the coffin of the public-interest theory of regulation. !¢

It would be a mistake to think that the conventional, hands-on type of
regulatory programs, such as electricity and transportation, arc the only
ones where the economic approach of supply and demand of political
action are at work. Marvel and Ray (1983) arguc that nontariff barricrs to
trade implemented after the Kennedy round of tariff agreements were
primarily in industries that were vulnerable to forcign competition. Sim-
ilarly, the litcraturc on broadcasting maintains that rcgulation of cable
television (CATV) has primarily been motivated to protect the interests of
local over-the-air broadcast franchises. FCC Chairman Burch has said that
CATV rcgulation could be translated “into the short-hand of protec-
tionism for over-the-air broadcasting, but we fecl that is a public interest
consideration as well” (Besen 1974, p. 41). Greenberg (1967) and Besen
(1974) support the view that the primary benecficiarics of regulation were
television stations in the top fifty markets. Comanor and Mitchell (1971)
argue that CATV regulations in 1966 and 1968 differentially impacted
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- small firms and drove them out of business. A similar argument is made
. about antidumping laws: They are a means of preventing foreign competi-
tion. In one notable case Outboard Marine Corporation, the sole U.S.
producer of golf carts, wanted the U.S. price to be used to determine
whether a foreign producer was selling below cost.!” That is, the corpora-
tion wanted it declared illegal for foreigners to sell below its own price—
the ne plus ultra of the strategic use of regulation. In fact, they were
unsuccessful. .
. These few examples are by no. means the only types of regulation subject
- to strategic planning by firms.!® However, most of the recent research in
this area stresses the diversity of interests within a particular industry. This
is the subject of the next section.!?
HETEROGENEOUS INTERESTS

The economic theory of regulation falls into one of four analytical
categories: Producers versus consumers, cross-subsidization, producers
versus producers, and the regulatory triad—producers and an unrelated
public-interest group against consumers.?’ The first two categories of
analysis have not proven satisfactory in explaining regulation as a general
phenomenon, although their usefulness is without doubt in such areas as
transport regulation. The simple approach has been weak in its ability to
explain why so many industries decry regulation. The answer seems to lie
in the fact that industries are not human beings. They are a heterogeneous
collection of firms and factors of production whose interests may radically
diverge on a particular topic.

Since firms are not homogeneous, input price increases will not have
symmetric effects. For example, let there be two different production
technologies yielding the same minimum average cost. Let one be capital
intensive and the other labor intensive. An increase in wage rates will cause
average costs to increase more for the latter than the former (Williamson
1968). Some of the labor-intensive firms will leave the market until price is
again equal to average cost. Since average cost for labor-intensive firms

increased more than for their capital-intensive rivals, it follows that price -

increases more than average cost for capital-intensive firms. A profit
potential exists if capital-intensive firms can somehow increase wage rates.
Presumably labor-intensive firms cannot switch technologies for free.
Consider the simple case of an industry with specialized resources and
different firm sizes. The industry supply curve will be positively sloped.
Profits are zero at the margin, but inframarginal firms (spccialized factors
of production) earn rents. Again, suppose regulation imposes costs on all
firms in the industry, but not symmetrically. The supply curve will shift
upward. If costs are heaviest on the marginal firms (factors), then supply
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will become more inclastic, and pride will increase more than cost for
some firms. Price increases more than cost for some firms because some
rivals are eliminated; therein lies the demand for regulation. There are
many ways of achicving success (Salop and Scheffman 1983): Capital- -
intensive firms can join with a labor union to support an industrywide
collective bargaining agreement and adopt a wage sufficiently high to
exclude some rivals (Malonecy, McCormick, and Tollison 1979). Alter-
natively, the capital-intensive firms can seek regulation to restrict the use of
the input that will raise its price (Marvel 1977, Maloney and McCormick
1982, and Neumann and Nelson 1982) Thus the strategic use of regulation
can be an effective means of i mcrcasmg profits.

Examples of this principle in practice are common in the hterature
Marvel (1977) argues that just such a scheme explains the English Factory
Laws passed in the carly 1800s. Water- and stcam-powered mills had
different costs of production. According to his argument, water-powered

" mills depended on abundant rainfall for operation. Laws restricting child
labor imposcd costs difterentially on these water-powered mills because it
became more costly for them to operate when the weather was right.2!
That is, steam-powered mills sought regulation as a means of reducing
output, raising price, and increasing profits at the expense of their water-
powered peers. .

Maloney and McCormick (1982) make this argument about environ-
mental quality laws. The current practice of rcgulating environmental
quality through standards rather than emission fees is hard to explain
without taking into account the interests of the regulated.22 Morcover,
many details of cnvironmental quality regulation are best explained by
noting the potential for mtramdustry transfers, as described in Figure 1.1.
In two examples of the theory using financial market analysis, cotton dust
regulation and the PSD ruling, regulation was associated with large in-
creascs in valuc for some of the regulated firms.23 Yandle (1980) reports
that in the negotiating stages of miles-per-gallon (MPG) regulation, GM
lobbied for a standard more stringent than was actually implemented. He
also reports that the standard was expected to have differentially large costs
on both Chrysler and AMC, especially the latter.

Horwitz and Kolodny (1981) arguc that regulation of accounting stan-
dards is also the focus of strategic planning.?* After 1975 the SEC and the
FASB required rescarch and development outlays to be expensed. Evi-
dence is presented that large companies in high-technology industries bene-
fited from this ruling because small high-tech companies reduced their R
& D cxpenditures, and some were forced to exit.

Ippolito (1979) argues that insurance regulation appcars to bencfit small
writers at the expense of large direct writers. In most cases, the large direct
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" ‘should come as little surprise that regulation is designed to favor local
* voters at the expense of foreign disenfranchised firms. In addition, there is

: optometrists (especially the latter) have successfully used state regulation
: to eliminate competition from their optician rivals. The result has been
* higher prices for eyeglasses. Car prices are also higher because of state
regulation of automobile franchises according to R. Smith (1982). He
attributes the regulation to lobbying by in-state retailers who gain at the
expense of out-of-state manufacturers.?>

The story goes on. Schneider, Klein, and Murphy (1981) report evi-
~dence that the cigarette television advertising ban has actually increased the
consumption of cigarettes (because warning ads were simultaneously
dropped), and a relative price change has resulted. The cost of introducing
new low-tar brands has increased, raising the value of existing brands.
Higgins and McChesney (1986) find evidence that the FTC'’s ad substantia-
tion doctrine benefits some large ad agencics presumably while harming
other small ones. The costs imposed by ad substantiation fall more heavily
on small ad agencies, who find it more difficult to substitute ads not
subject to FTC review. The researchers also report that large firms are
vocally opposed to deregulation. Linneman (1980) claims that the 1973
mattress safety standard had little impact on the average quality of mat-
tresses because 80 percent of the mattresses produced already satisfied the
standards. However, many small producers were adversely affected be-
cause of the increased costs of production Some exited, and consequently

“large, significant, and predictable income redistributions from small to
large producers resulted from the 1973 flammability standard” (Linneman
1980, p. 478). He also claims that there was a cross subsidy from low-
income to high-income families.

A few more examples should suffice to demonstrate that almost no area
of regulation is free from strategic planning by firms to disadvantage rivals
for higher profits. There is evidence that large textile producers in the
United States not only profited from the OSHA-imposed cotton dust
standard but supported its passage (Maloney and McCormick 1982, and
McCormick 1983). Oster (1982) specifically argues that many regulatory
programs “may be used by groups in the industry as a competitive weapon
against other groups” (p. 604). Evidence is presented that this force was
important in implementing generic drug laws at the state level. Landes
(1980) presents evidence that laws passed in 1920 regulating maximum
hours worked reduced the number of hours worked by women and their
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total employment. Moreover, the cntry of forcign-born women was de-
terred: Unable to work long enough hours to make the trip profitable,
many foreign women chose not to immigrate to the United States. Both
of thesc had the effcct of raising the wages of men. Federal regulation of
financial institutions differentially disadvantages thrift institutions to the
advantage of commercial banks (Tuccillo 1977). Consumer protection
regulations at the state level are, in part, motivated by intraindustry
transfers (Oster 1980). Johnson and Libecap (1982) discuss the conflict
between onshore and offshore shrimp fishermen in the design of fishing
regulations in Texas. Hours-of-operation regulation in Canada benefits
small stores at the expense of large ones (Morrison and Newman 1983).
Building codes restrict the entry of “forcign” labor and prevent use of
cfficient mass production techniques while increasing the demand for local
labor (Oster and Quigley 1977). There is little doubt that whiskey-labeling
regulation has been used by certain elements in that industry, bonded
produccrs and Scotch importers, to prevent competition from blended
products (Urban and Mancke 1972). Labcling requirements in fact de-
ceived customers into thinking that domestic-blended whiskey had not
been aged. On the subject of deregulation, Spiller (1983) presents evidence
that there are substantially different effects across firms subject to CAB
dercegulation based on location and routes. _

With a few exceptions, the literature does not claim or present cvidence
that firms actually sought regulation to hurt thcir rivals. As stressed
earlier, most of this literature is positive or descriptive and looks primarily
at the effects of regulation, but there is a growing body that takes a
stronger stance (Oster 1982). These redistributional cffects are not acciden-
tal: General Motors knew what it was doing when lobbying for a stringent
MPG standard; Burlington was not stupid when supporting cotton dust
standards; the Eastern coal-mining industry was not throwing money
away when it lobbied Congress and the EPA for a standards-based ap-
proach to sulphur oxide emission reductions (Ackerman and Hassler
1981). However, not all take this view; for example, Noll and Owen (1983)
cling to the notion that these redistributional cffects are an unintended by-
product of regulation.

One conclusion scems inescapable: With the abundant evidence pre-
sented, it is hard to argue that managers of firms do not anticipate some, if
not most, of the cffects of regulation. Rational expectations implies that
they will, on average, be correct about the impact of regulation. Given the
magnitude of the wealth estimated to be redistributed via regulation, job
security implies that managers spend a nontrivial amount of time working
a regulatory margin, not just to fight it off, but as an input to their
production processes.
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The Regulatory Triad

Regulation often brings together groups who have little in common. -
Yandle (1983) calls this the bootleggers and Baptist phenomenon, reminis-
cent of restrictions on the sale of alcohol in the South. Industry or a subset
desires regulation to capture consumer wealth or disadvantage rivals. An
independent group seeks regulation to correct what it perceives as a social
ailment requiring government intervention. Private interest joins the pub-
lic interest, and together they present a stronger political force pitted
against the interests of consumers or rivals. In many cases only public

" interest generates sufficient political support to allow regulation to pro-

ceed.

The 1962 Drug Amendments were passed shortly after the Thalidomide
incident, even though the bill had languished in committee for years.
Peltzman (1974) argues that the amendments created a barrier to entry and
raised the price of old drugs. Temin (1979) reports that the Food and Drug
Act of 1938 was also passed following a drug accident. Elixir Sul-
fanilamide contained a poison that killed more than one hundred people in
September 1937. Weiss (1964) notes that the 1906 meat inspection laws
were passed five months after The Jungle was published. He, too, finds the
industry in bed with the muckrakers: “I find that members of the industry
... are as ready to recall the mythology of The Jungle as any group has
ever been” (p. 120).

Maloney and McCormick (1982) and Ackerman and Hassler (1981)
argue that environmental quality regulation is the product of a coalition
between public-interest groups and industry. This suggests the potential
for a whole new approach to the analysis of regulation. What are the
private interests behind mandatory seat belt laws or air bags? What was the
role of the U.S. airline industry in limiting U.S. landings of the Concorde?
Clarkson, Kadlec, and Laffer (1979) claim that regulation was primarily to
blame for Chrysler’s recent financial difficulties; what was GM’s role in
this affair? Nuemann and Nelson (1982) argue that labor unions were a
major force in implementing coal mine safety regulation, but not for the
obvious reason. They claim that the purpose was to purge nonunion
production (small mines) from the industry. Did the remaining firms,
some of which gained from the regulation, join hands with the union to
support the law? J. Smith (1982) rejects the public-interest theory of
regulation of liquor stores. She claims that religious groups and others join

with producers to effect regulation. Does this justify a different look at the

Parker doctrine or licensing in general?
There is abundant evidence in the economics literature that when the

flag of public interest is raised to support regulation, there is always a
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private interest lurking in the background. There is hardly a regulatory
program anywhere that does not benefit some industry or subset, most
often at the expense of rivals or consumers. Antitrust authorities are
mistaken to assume that just because a legitimate public-interest group
supports regulation there cannot be anticompetitive results.

ANTITRUST LAW

Given the volume of research on the importance of private interests in
affecting government in general and regulation in particular, it is surpris-
ing that there remains one large research area still haunted by the ghost of
Pigou. This is the analysis of antitrust law. For example, Posner (1982)
links the passage of antitrust law with other public-interest laws, such as
statutes against murder. According to Joskow and Klevorick (1979), “The
primary objective of antitrust policy is to promote full and fair market
competition and to reap the benefit that competition brings with it”
(p. 220). But there is another side; McGee (1980) states: “It may pay
competitors to complain that someonc is preying on them” (p. 300).
Earlier in his writing Posner (1976) does an about face saying that the
antitrust law is used to “harass competitors that have lower costs and
otherwise frustrate the fundamental goals of antitrust policies” (p. 27). He
may mean that the law was intended for one purpose but used for another.
This implies a mistake in judgment by the forces behind the law. Rational
expectations will not allow this explanation to apply to all laws or regula-
tory programs. As Stigler (1971) notes, “The fundamental vice of such
criticism is that it misdirects attention” (p. 17). Just because the law or its
advocates say that the law was intended for some purpose does nct mean
that is the actual purpose. Survey data is notoriously unreliable. Courts
have recognized the problem and adopted the public posture that competi-
tion is to be protected, not compemors It remains to be seen whether that
is the case or not.

Bork (1978) bites the bullet. Antitrust law is a fertile brccdmg ground
for firms to sow anticompetitive seeds where free-market forces fail to do
so. Stone (1977) claims that 80 to 90 percent of all FTC investigations are
begun at the request of the public. It would be nice to know how many of
these are brought by firms competing with the alleged violator.

In sum, the power of antitrust law can be used by firms to limit the
behavior of their rivals. It has not yet been <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>