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C A T O S T U D I E S

I
n 2010 the top political story was the
rise of the tea party. This year, the per-
sistence of libertarian support for Ron
Paul garnered headlines. The authors of

a new paper argue that these trends are “two
parts to the same story—a story of the emer-
gence of a libertarian constituency that has
planted roots in the tea party.” In “Libertar-
ian Roots of the Tea Party” (Cato Policy
Analysis no. 705), David Kirby, vice president
at FreedomWorks, and Emily Ekins, a Cato
research fellow and director of polling at
Reason Foundation, offer the most compre-
hensive analysis of polling data on the tea
party to date. Using comprehensive data
analysis techniques, the authors find that
the tea party is united on economic issues
but split in half on the social issues it tends
to avoid. Interestingly, from early 2008
through early 2009, libertarians—when
compared with conservative tea partiers and
Republicans more generally—were more
than twice as angry with the Republican Par-
ty, more pessimistic about the economy and

deficit, and more frustrated with their inabil-
ity to affect government. “Libertarians seem
to start at a higher level of agitation,” they

write, “leading the way for
tea partiers and Republi-
cans, who catch up over
time.” As such, the tea par-
ty is “upending the conven-
tional wisdom,” showing
that Republican candi-
dates must win over tea-
party voters rather than
placate social conserva-
tives. It may take some
years for this impulse to
come to fruition. “But in
the longer sweep of histo-
ry, libertarian ideas are

undoubtedly on the upswing,” Kirby and
Ekins conclude.

Regulators and Credit Ratings
Among the variety of factors that con-
tributed to the financial crisis of 2008 was

the perception that risky assets were actual-
ly reliable. This error resulted in part from
a lack of competition among credit rating
agencies (CRAs)—which, as the authors of
a new study write, stemmed from regulato-
ry barriers and mandated usage of these
ratings. In “Regulation, Market Struc-
ture, and the Role of Credit Rating
Agencies” (Cato Policy Analysis no. 704),
Mark Calabria, director of financial regula-
tion studies at the Cato Institute, and Emi-
ly Ekins, a Cato research fellow and direc-
tor of polling at Reason Foundation, exam-
ine the origins of the credit rating agencies,
highlighting the role of certain regulations
in “creating regulatory dependence on des-
ignated agencies’ ratings.” The core of the
problem is the lack of competition within
the rating industry. “Entrenched market
power has led to the predictable result that
rating agencies would reduce the quality of
their services,” Calabria and Ekins write. In
turn, the excessive leverage and asset regu-
lation that resulted would not have
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occurred “had financial regulators not
embedded the use of ratings into the fabric
of prudential regulation.” Increased com-
petition alone, however, will not address the
dysfunction within the credit ratings indus-
try. Policymakers should eliminate regula-
tory reliance on credit ratings, reducing the
oligopolistic power of the CRAs and the
artificial demand for these ratings. Reduc-
ing the central role of these agencies would
“greatly increase the quality and quantity of
monitoring of financial risk.”

The Defense Budget’s Excess
Burden
As the public debate over the future of
defense spending intensifies, many are
questioning whether the current structure
of the U.S. military should be downsized.
In “Economic Effects of Reduction in
Defense Outlays” (Cato Policy Analysis
no. 706), Benjamin Zycher, a senior fellow
at the Pacific Research Institute and a vis-
iting scholar at the American Enterprise
Institute, considers the aggregate econom-
ic effects that would occur if defense out-
lays were reduced. Assuming spending
cuts of $100 billion per year over 10 years,
Zycher challenges the findings of several
recent studies that conclude that such
reductions will have adverse economic and
employment effects. On the contrary,
defense services are similar to most other
goods, he writes—and therefore unem-
ployment, as well as the other economic
effects from military cuts, is “irrelevant in
terms of the appropriate level of defense
spending.” The cuts simply shift resources
among economic sectors. The resulting
unemployment during this adjustment
process, while “politically significant,”
only has temporary economic effects.
Ultimately, Zycher highlights “the benefits
of an economic system that reallocates
resources to more productive uses as eco-
nomic conditions change.” He notes that
the reduction in defense spending would
reduce the costs of the excess burden that
the tax system imposes on the economy,
estimating that the cuts would reduce eco-
nomic costs by $135 billion per year. “In
short, the changing long-term threat envi-

ronment facing the United States, at least
arguably, will yield an optimal force struc-
ture smaller than that currently support-
ed,” he concludes.

The Charter School Paradox
The explosive growth of charter schools
has marked an important change in the
composition of primary and secondary
education in the United States. Although
the first one was founded just two decades
ago, charters now enroll more than 1.7 mil-
lion students in nearly 5,400 separate insti-
tutions. In “The Impact of Charter
Schools on Public and Private School
Enrollment” (Cato Policy Analysis no.
707), Richard Buddin, an adjunct senior
economist at the RAND Corporation,
examines the changes in enrollment across
different types of schools, with particular
emphasis on the growing charter-school
sector. In analyzing district-level enroll-
ment patterns throughout the relevant
states, he finds that while most students
are drawn from traditional public schools,
“charters are pulling large numbers of stu-
dents from the private education market”
as well. This presents “a potentially devas-
tating impact” on that market, he writes. In
highly urban areas, for instance, “charter
enrollments increased 14.8 percent from
2000 to 2008, while all types of private
enrollments declined, “led by a 5.6 percent
annual decline in Catholic school enroll-
ments” in particular. This shift will repre-
sent a serious increase in the financial bur-
den of taxpayers. “Charter school gains
may come at a significant cost as shifts
from private to public enrollment signifi-
cantly increase public school costs,”
Buddin writes. He concludes by noting
that if governments increase educational
spending, tax revenues must be increased
or spending in other areas reduced. In
either case, this student shift represents a
significant trend within the U.S. education
market—one that undoubtedly requires
further attention. In a companion piece 
to Buddin’s analysis—which can be 
downloaded at www.cato.org/pubs/pas/
Charter-School-Paradox.pdf—former poli-
cy analyst Adam Schaeffer argues that the

seeming contradictions in what he calls
“the charter school paradox” are simply
“the unintended consequences of inade-
quate, public-sector-only reform.”

Protectionism in Intellectual
Property
The complex web of intellectual property
competition today has resulted in a state of
constant litigation between companies
that can afford to use the courts as tools
for negotiating better licensing terms. One
such tool is Section 337 of the Tariff Act 
of 1930. According to Cato trade policy
analyst K. William Watson in “Still a
Protectionist Trade Remedy” (Cato
Policy Analysis no. 708), Section 337 gives
the U.S. International Trade Commission
(ITC) the power to exclude imports if it

finds that foreign
manufacturers have
engaged in “unfair
methods of competi-
tion.” In addition to
filing a lawsuit in
federal district court,
U.S. patent holders
can use Section 337
over the same sub-

ject matter. This tactic has become
increasingly popular—the ITC has the
power to render total exclusion of a prod-
uct from the U.S. market—yet, as Watson
argues, the mechanism has had “negative
consequences for the coherence of U.S.
patent law.” The availability of a second
venue to pursue patent lawsuits con-
strains the integrity and functionality of
intellectual property “by establishing a
dual-track system for patent enforce-
ment.” This, in turn, allows the law to
serve as “a purely protectionist trade rem-
edy mechanism.” In the end, Watson
writes, the only answer is full repeal of
Section 337. Otherwise, the law poses sub-
stantial risk not only to the effectiveness
of the patent system, but also “the ability
of the United States to participate in the
international trading system” and “the
rights of American consumers to pick
their own winners and losers in a global-
ized economy.” n


