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New Threats to the Financial Markets 

A market is where people come to make 
exchanges. Every market has its own 

rules, and markets thrive or wither, in part, 
depending on the choice of those rules. Clear 
rules for payment; the penalties for non
payment, fraud, and nonperformance; and 
the rules for resolving disputes, for example, 
usually induce growth of the market, increas
ing the expected net benefit to each party. 
Redistributive rules among or between buy
ers and sellers, however, usually lead one 
or more parties to leave the market. 

U.S. financial markets today face several 
major new policy threats. Most of the new 
threats have a common pattern: the govern
ment is using existing regulatory authority 
or proposing new authority to aid some par
ties in the market at the expense of others. 
Moreover, the government is no longer sat
isfied to affect the allocation of new financial 
flows; it is trying to reallocate the stock of 
assets-about $3 trillion of bank reserves, 
nearly $5 trillion of pension funds, and over 
$2 trillion of insurance assets. Those measures 
will reduce the affected financial markets and 
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incr.ease the demand for other types of cred
it or risk-spreading instruments. The major 
new policy threats to banks, pension funds, 
and insurance are addressed in that order. 

Banks 

Federal bank regulators and the Depart
ment of Justice have increasingly reinterpreted 
their authority under existing law to devel
op an extensive system of credit allocation. 
The four statutes under which bank regula
tions are issued are the Fair Housing Act of 
1968, the Equal Credit Opportunity Act of 
1974, the Home Mortgage Disclosure Act of 
1975, and, most important, the Commlll)ity 
Reinvestment Act of 1977. The common objec
tive of those four laws was to reduce the 
alleged discrimination in bank lending to 
minorities. I say "alleged" because the premise 
that banks discriminate is both implausible 
and unsupported. 

The premise is implausible because it 
implies that banks consistently forgo profits 
by denying loans to minority applicants with 
good credit records. For many people, evi
dence that blacks and Hispanics are denied 
bank credit at a substantially higher rate than 
are whites and Asians is evidence of dis-
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crimination. The record is not sufficient evi
dence of discrimination, however, if credit 
risk is correlated with race. A major study by 
the Federal Reserve Bank of Boston in 1992 
found some evidence of discrimination by 
race, even after controlling for other corre
lates of credit risk; that study, however, has 
been subject to sharp analytic criticism, charg
ing massive errors in the data base and that 
the results were due to two banks that spe
cialized in lending to minority loan appli
cants. Two other types of evidence are prob
ably more important: 

1. The relative denial rates by race are 
about the same for minority-owned banks as 
for other banks. 

2. If the denial rates were based on dis
crimination rather than credit risk, the default 
rate on approved loans to blacks and His
panics would be lower than on loans to oth
er groups; there is no evidence of that effect. 

In summary, there is no consistent evi
dence that banks discriminate among loan 
applicants by race, either consciously or inad
vertently. 

In Washington, however, no good deed 
goes unpunished. Two major banks with 
records of outreach to minority borrowers 
have been subjected by the Department of 
Justice to what is best described as extortion. 
In a major 1993 case, following actions against 
three small banks, the Federal Reserve held 

Sen. Richard Lugar unveils his plan to replace the federal income tax with a national retail sales tax at a Cato Insti- up approval of several proposed acquisitions 
tute Policy Forum on AprilS. by Shawmut National Corporation pend-
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Big Government's Barricade to Term Limits 

messaae 
The recent five-to-four Supreme 

Court ruling overturning con
gressional term limits imposed by 23 
states, while regrettable, has at least 
helped focus the debate over the na
ture of government in America as we 
approach the 21st century. As many 
commentators have noted, while the 
vote could not have been closer, the 
opinions rendered-by Justice John 
Paul Stevens for the majority and 
Justice Clarence Thomas for the mi
nority-could hardly have been fur
ther apart philosophically. 

According to a recent Gallup Poll, a majority of Americans 
don't just dislike the federal government, they actually live in fear 
of it. No issue has better symbolized the distance between Amer
icans and their government than term limits. People are weary of 
professional politicians, career legislators who've formed a kind 
of ruling elite. Careerists assume it's their right to run the lives of 
260 million Americans and are disdainful of those who claim a 
right to be left alone by government. 

Some 80 percent of Americans support term limits for Con
gress, while inside the Beltway there is a visceral hatred of the 
concept. A citizen legislature? Don' t be ridiculous! According to 
Newt Gingrich, the people at U.S. Term Limits "don't have a clue 
how to run this country." The disconnect between the people and 
Congress is enormous. 

Speaking as a board member of U.S. Term Limits, I should say 
that I don' t have a clue how to run this country. But, then, neither 
does Gingrich or anyone else. The whole point of the current sea 
change in American politics is that the experiment in big govern
ment that's been going on in this country and throughout the 
world has finally been judged a failure. We don't want somebody 
running the country. We want to be free to run our own lives. 

In essence, what we're seeing in politics today is a reassertion 
of the vision of the Founders. Politically, Americans are not just 
rejecting Democrats, they're rejecting government control over 
their lives-a fact many Republicans would do well to learn. All 
of which brings us back to that five-to-four Supreme Court deci
sion in U.S. Term Limits v. Thornton. 

As Linda Greenhouse in the New York Times and attorney John 
Kester in the Wall Street Journal pointed out in May, the Thornton 
decision wasn't mere quibbling over technical legalisms. In 
Kester 's words, that decision and the earlier Lopez decision in
volved "the heavy artillery of first principles." And those of us 
who've been following Supreme Court "debates" over the past 
few decades can only rejoice over that. 

For 60 years, ever since FDR threatened to pack the Court, 
we've witnessed an Orwellian newspeak that has flipped the 
Constitution on its head. No longer is it a document that protects 

individual Americans' rights to life, liberty, and property. Instead, 
it has became a source of legitimacy for every government pro
gram to come down the pike. 

No longer. True, Justice Stevens still came through for the big 
government establishment. But his contorted logic and plaintive 
appeal to ignore the clear meaning of the Tenth Amendment had 
a weak and hollow ring. In contrast, Justice Thomas's eloquent 
and forceful defense of what most Americans take to be the true 
purpose of the Constitution has the ring of the future. 

"Nothing in the Constitution," writes Thomas, "deprives the 
people of each state of the power to prescribe eligibility require
ments for the candidates who seek to represent them in Congress. 
The Constitution is simply silent on this question. And where the 
Constitution is silent, it raises no bar to action by the states or the 
people." 

Indeed, Thomas's excellent concurring opinion in Lopez lays 
further groundwork for a judicial philosophy that takes serious
ly the purpose of the U.S. Constitution. Such a position would 
have been ridiculed by the statist elite not many years ago. We 
take no little pride, therefore, in the work of Cato' s Center for 
Constitutional Studies under the direction of Roger Pilon and his 
assistant, Timothy Lynch, who've done yeoman work in demon
strating that governmental action first needs authority to be le
gitimate. 

The judicial debate is shifting in our direction. The confluence 
of a political movement that wants to revisit and repeal much of 
the New Deal with a judicial philosophy that served this nation 
well for the century and a half before the New Deal represents a 
force to be reckoned with. One way or another, the American 
people are going to turn Congress into a citizen legislature. The 
dissent in U.S . Term Limits v. Thornton is a source of inspiration 
for doing so. 

-Edward H. Crane 
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Society Asks Too Much of Law 

A Complex World Needs Simpler Rules, Epstein Says 

I n his latest book, Simple Rules for a Complex 
World , Cato adjunct scholar Richard A. 

Epstein contends that 
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society asks too much 
of the law. The result
ing complexity, writes 
Epstein, "tends to place 
the power of decision 
in the hands of other 
people who lack the 
necessary informa
tion and whose own 
self-interest leads 
them to use the infor
mation that they do 

• have in socially 
destructive ways." The book, published by 
Harvard University Press and the Institute, 
proposes instead a short list of simple rules. 
"Simplicity," Epstein writes, "is yet another 

argument in favor of strong private rights 
and limited government." Epstein prescribes 
six rules: 

1. Individual are self-owners; 
2. Individuals may acquire unappropri

ated property; 
3. Individuals may make contracts with 

other people; 
4. The law of tort shall redress violations 

of individuals such as murder, rape, theft, 
robbery, and fraud; 

5. Private property may be violated only 
when there is overwhelming necessity; 

6. Whenever government violates private 
property, whether by regulation or outright 
taking, it must compensate the owner. 

For Epstein, those "simple rules" subsume 
most conflicts. He shows how they apply to 

the environment, labor relations, product lia
bility, employment discrimination, and redis
tribution of wealth. Observance of Epstein's 
rules would invalidate most of the programs 
of the Progressive Era, the New Deal, and 
the Great Society. 

Epstein notes that the job of law is not to 
promote virtue but rather to redress force 
and breaches of contract. The underlying 
principle, writes Epstein, is that "government 
works best when it establishes the rules of 
the road, not when it seeks to determine 
the composition of the traffic." 

Epstein is James Parker Hall Distinguished 
Service Professor of Law at the University of 
Chicago. His previous books include Takings, 
Forbidden Grounds, and Bargaining with the State. 

Simple Rules for a Complex World is avail
able for $35 from Cato Institute Books (800-
767-1241). • 

Deregulation Coming at Last in Electric Power 

L eading economists and regulators assem
bled for a wide-ranging discussion of the 

growing momentum toward deregulation of 
electric power at "New Horizons in Electric 
Power Deregulation," a conference cospon
sored March 2 by Cato and the Houston-based 
Institute for Energy Research (IER). 

One of the high points of the conference 

was the luncheon speech by Daniel Fessler, 
president of the California Public Utilities 
Commission. Calling for a "Contract for a 
Federalist Future," Fessler declared that the 
Ninth and Tenth Amendments to the U.S. 
Constitution are perhaps the most important 
bulwarks of liberty in the Constitution and 
indicated the growing seriousness of the state 

challenge to federal excess. 
IER president Robert L. Bradley Jr. set the 

tone of the conference by arguing that the reg
ulatory regime was not a response to monop
olistic behavior during the free-market era 
but rather the result of protectionist lobbying 
by the industry. Jerry Ellig of George Mason 

(Cont. on p. 13) 
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Tsongas Keynotes Entitlements Conference 

Rabushka, Lugar, Anderson Rap Income Tax in April 

C.lo&eels 
March 1: At a Policy Forum entitled 

"NATO: An Alliance in Search of a 
Purpose?" foreign policy studies director Ted 
Galen Carpenter, author of Beyond NATO, 
argued that the Cold War era alliance has out
lived its usefulness and that expanding it to 
former members of the Soviet bloc could pro
voke Russia to elect a virulently nationalist 
leadership. Peter Rodman of the Nixon Cen
ter for Peace and Freedom responded that the 
United States has vital interests in Europe and 
an American presence is necessary to stabil
ity there. 

March 2: A conference, cosponsored with the 
Institute for Energy Research, examined "New 
Horizons in Electric Power Deregulation." 
The conference explored the lessons of a cen
tury of electrical regulation and the shape reg
ulatory reform could take. Among the par
ticipants were Richard P. O'Neill of the Fed
eral Energy Regulatory Commission, John 
Kelly of the American Public Power Associ
ation, Manuel Alvarez of the California Ener
gy Commission, Robert L. Bradley Jr. of the 
Institute for Energy Research, Stephen Lit
tlechild of the British Office of Electricity Reg
ulation, Richard Gordon of Penn State, and 
Russell Klepper of Rawson, Klepper and Co. 

March 7: At a Policy Forum on "The Law and 
Economics of the Mexican Bailout," Walk
er Todd, formerly of the Federal Reserve Bank 
of Cleveland, described the unhappy histo
ry of U.S. efforts to stabilize foreign economies 

Cato executive vice president David Boaz talks with senior 
fellow Karl Hess Jr. after his Policy Forum on public land 
management. 

Michigan gov~rnor John Engler discusses his welfare 
reform at a reception after his Cato Forum speech. 

and criticized the Clinton administration's 
plan for aiding Mexico. Allan H. Meltzer of 
the American Enterprise Institute discussed 
the economic policies that led to Mexico's 
monetary problems. 

March 7: Regulations governing bank lend
ing practices were scrutinized at a Policy 
Forum entitled "The Community Reinvest
ment Act: Helping Neighborhoods or Rob
bing Banks?" Vern McKinley, author of "CRA: 
Ensuring Credit Adequacy or Enforcing Cred
it Allocation?" (Regulation, no. 4, 1994), said 
that a law that originally was meant to require 
banks to lend in their own neighborhoods 
has become one under which community 
activists can get away with extortion. Bank 
consultant Bert Ely said that the CRA ignores 
the real impediment to lending in low-income 
areas: overregulation. Allen Fishbein of the 
Center for Community Change defended the 
CRA, saying that it actually helps banks make 
profitable loans. 

March 14: Gov. John Engler of Michigan 
described his successes at budget and wel
fare reform and economic revitalization at a 
Policy Forum on "The Michigan Miracle." 

March 14: Charles Murray of the American 
Enterprise Institute and Will Marshall of the 
Progressive Policy Institute discussed "End
ing Welfare As We Know It: Do the Repub
licans Have the Answer?" at a Policy Forum. 
Murray and Marshall agreed that the House 
Republican bill neglects the fundamental 
objective of welfare reform. Murray said that 
objective should be to reduce out-of-wedlock 

births. Marshall said a good welfare bill should 
aim to put people to work. 

March 15: The question "United Nations: 
Peacemaker, Farce, or Menace?" was explored 
at a Policy Forum. John Bolton, president of 
the National Policy Forum, expressed skep
ticism about UN operations unless the Unit
ed States is in charge, as it was in the war 
against Iraq. Cato senior fellow Doug Bandow 
said the United States should abstain from 
participation in any UN military operations, 
even those it would lead. 

March 17: A Policy Forum examined "The 
Green Scissors Report," a joint effort by envi
ronmental and conservative organizations to 
identify federal programs that are economi
cally or environmentally senseless. Jill Lancelot 
of the National Taxpayers Union said that 
there is no justification for corporate subsi
dies. Ralph De Gennaro of Friends of the Earth 
attacked the Republicans for hypocrisy on 

Sen. Malcolm Wallop argues that "the issue is freedom" 
at a Cato seminar in Naples, Florida. 

the issue but defended some subsidies, such 
as public broadcasting, on grounds that his 
group, as he put it, is "Friends of the Earth, 
not friends of the taxpayer." Jonathan Adler 
of the Competitive Enterprise Institute point
ed out that the report overlooked some sub
sidies, such as the farm program and the Ten
nessee Valley Authority. 

March 23-24: "New Perspectives for the 
Nineties" seminars were held in Naples and 
Palm Beach, Florida. Former U.S. senator Mal
colm Wallop gave the luncheon speech. He 
was joined on the program by Cato president 



Edward H. Crane, executive vice president gress to do more than merely tinker with 
David Boaz, and fiscal policy studies direc- Medicare. 
tor Stephen Moore. 

March 28: A Cato seminar on "Entitlement 
Reform: Touching the Third Rail" looked at 
one of the major obstacles to balancing the 
federal budget. Seminar participants discussed 
the need for and methods of reform with par
ticular attention given to Social Security 
and Medicare. The keynote speaker was Paul 
Tsongas, a former U.S. senator and Demo
cratic presidential contender, who is now with 
the Concord Coalition. Other speakers were 
Mark Weinberger of the Bipartisan Com
mission on Entitlement and Tax Reform, Peter 
Ferrara of the National Center for Policy Analy
sis, Richard Thau of Third Millennium, Guy 
King of Ernst and Young, and John Rother of 
the American Association of Retired Persons. 

March 31: A Policy Forum featured a debate 
on "The Flat Tax: Promise and Perils." Alvin 
Rabushka of the Hoover Institution, coauthor 
with Robert Hall of The Flat Tax, said ending 
the progressive rate structure of the income 
tax would simplify the tax system, restore 
fairness, and eliminate tax-based economic 
inefficiencies. M. Jeff Hamond of the Pro
gressive Policy Institute responded that con
version to a flat tax would shift the burden 
from the upper to the middle class. 

April3: "Cowboy Socialism or War on the 
West? How to Understand-and Fix-Pub
lic Land Management'' was the title of a Pol
icy Forum featuring Karl Hess Jr., author of 
the Cato book Visions upon the Land, and Ran
dal O'Toole of the Thoreau Institute, who 
called for market reform of the management 
of public lands and condemned the perverse 
incentives intrinsic to government adminis
tration. Johanna Wald of the Natural Resources 
Defense Council argued that public lands 
should not be run like a business. 

April4: Peter Ferrara of the National Cen
ter for Policy Analysis and former repre
sentative Beau Boulter of United Seniors 
Association discussed "The Right and 
Wrong Ways to Cut Medicare" at a Poli
cy Forum. Ferrara said that rather than 
push the elderly into managed-care sys
tems, changes should take the form of high
er deductibles and increased opportuni
ties to opt out. Boulter said a grassroots 
campaign will be needed to pressure Con-

AprilS: At a Policy Forum, Sen. Richard G. 
Lugar (R-Ind.), a candidate for the GOP pres
idential nomination, wweiled "My Plan to 
Eliminate the Income Tax." Lugar called for 
replacement of the personal income tax, cor
porate income tax, capital gains tax, and gift 
and estate taxes with a national retail sales 
tax. He said that such a move, which would 
include abolition of the Internal Revenue Ser
vice, would create "a new liberty" for the 
American people. 

Apri/10: David Linowes, chairman of Presi
dent Reagan's Commission on Privatization, 
and Ron Utt, former privatization director in 
the Office of Management and Budget, spoke 
at a Policy Forum on "The Privatization 
Imperative: Toward Less Costly Govern
ment in Washington." Linowes said many 
of the ideas suggested in his commission 
report, such as privatization of Amtrak, might 
now receive a hospitable reception in Con
gress. Utt said that the new opportunity to 
contract out and privatize federal services 
should be seized. 

April12: "The Unwinnable War: Time to 
Rethink International Drug Policy'' was the 
subject of a Policy Forum. Rensselaer Lee, 
author of The White Labyrinth: Cocaine and 
Political Power, argued that attempts to cur
tail the supply of drugs from foreign coun
tries are expensive, destructive, and futile. 
Ethan Nadelmann, director of the Lindesmith 
Center, said it was time for the U.S. govern
ment to stop inhibiting discussion of policy 
alternatives to the hopeless war on drugs. 

April14: "Beyond the Income Tax: Flat Tax, 
Sales Tax, or Status Quo?" was the title of a 
Capitol Hill Policy Briefing cosponsored with 
Citizens for an Alternative Tax System (CATS) 
and broadcast live by C-SPAN. Columnist 
Jack Anderson made the case for a national 
retail sales tax as an alternative to the income 
tax. Norman Ture of the Institute for Research 
on the Economics of Taxation spoke for the 
flat-rate income tax. A debate over the rival 
reforms featured Cato president Edward H. 
Crane; James Glassman, Washington Post 
columnist; Victor Krohn, CATS executive 
director; Andy Laperriere, senior tax advis
er to House Majority Leader Dick Armey; and 
Dan Pilla, author of How to Fire the IRS. • 

Cato Online 

I n an effort to use new technology 
to spread market-liberal ideas, the 

Cato Institute has established a pres
ence on the Internet. World Wide Web 
users can browse Cato's publications 
catalog, read articles from Cato Polietj 
Report, and view biographies of the 
policy staff, with accompanying pic
tures. Materials such as recent con
gressional testimony are available in 
full text. 

Cato moved into the Internet to help 
journalists, policymakers, students, 
and other researchers easily obtain 
information about the Institute and its 
policy proposals. The Internet has 
become a popular resource for such 
people. The text of House bills, the cat
alog of the Library of Congress, and 
other public policy materials are also 
available over the Internet. 

Cato also wanted to reach the mar
ket-liberal audience that dominates 
the Internet. "The online world is full 
of people who share Cato' s outlook," 
explained Gregory Taylor, Cato' s direc
tor of information services. "People 
were sending me e-mail saying that 
we should be embarrassed to not have 
a Web site. So I found a developer, cre
ated a demo package, got people inter
ested, and went online." 

Many Cato supporters have wel
comed the Institute's move into the 
Internet. Uoyd Buchanan, a Cato Bene
factor, was pleased to see the new Web 
site. ''Excellent work!" he said. "I believe 
Cato will find a natural constituency 
on the Net." The Web site was designed 
with easy access in mind by limiting 
the number of large image files. 

Cato's Web site can be found at 
http:/ /www.cato.org/main/home.htrnl. 
Internet users without Windows or a 
Macintosh can view a text-only repre
sentation of Cato's Web site by using 
the software Lynx. The Web is also avail
able on the Prodigy network and through 
CompuServe. America Online users can 
expect to have access to the World Wide 
Web by next year. • 
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Will the Republicans End Welfare As We Know It? 
PolkyPopa• 
The Cato Institute held a Poliet; Forum in the 

F. A. Hayek Auditorium on March 14 to dis
cuss welfare and the efforts of the new Republican 
majorih; in Congress to reform it. The speakers 
were Charles Murray, a senior fellow at the Amer
ican Enterprise Institute and the author of Los
ing Ground, In Pursuit, and (with Richard Her
rnstein) The Bell Curve, and Will Marshall, pres
ident of the Progressive Poliet; Institute. 

Charles Murray: The welfare debate is los
ing sight of the main issue. The debate is 
increasingly going back to the traditional ques
tions: How can we get welfare women to 
work? How can we reduce the rolls? How
ever, the reason major welfare reform is need
ed is not to get women back to work. It is to 
cut the proportion of children being born out 
of wedlock. Translated, what we need to do
and I know that I sound apocalyptic when I 
talk about this, but I'm being apocalyptic 
because I believe it is appropriate-is to head 
off what seems to be a swift movement toward 
two nations: not the two nations of traditional 
poor and rich, not the two nations of black 
and white, but two nations that are run under 
two very different social templates. The upper 
classes, as I will call them for want of a bet
ter word-I'm actually referring to every
thing from the middle class on up-are belat
edly beginning to understand a variety of 
things that are going to lead them to curb a 
lot of excesses. As the baby boomers approach 
their fifties, they discover that such things as 
community and family are very important. 

I cannot give you a lot of systematic data 
to back up those statements, but I don't know 
of very many affluent or middle-class young 
women who now think that it is okay, if they 
are in their thirties, to go ahead and have a 
baby even though they don't have a husband 
and they can afford a child. That kind of behav
ior, which we saw in the 1970s, is fading away. 
On the contrary, I know personally of anum
ber of women who are in their late thirties 
and early forties who decided that they real
ly, deeply wanted to have children. They were 
not married, and they made the explicit deci
sion that they would not bear a child with
out being married because it would not be 
fair to the child. That is one kind of symptom. 

There are other kinds of symptoms such 
as some statistical signs that divorce is decreas
ing and anecdotal signs that people in the 
upper classes are approaching marriage with 
a much different, more serious attitude than 
they did some years ago. 

I will allow those statements to stand as 
assertions and talk about another phenom
enon, the data on which are much more con
crete: things are going to hell in a handbas
ket in the lower classes. I'm not referring to 
blacks; I'm referring to whites, and I'm call
ing upon some of the themes I raised in my 

Charles Murray: "Don't tie the states even to those things 
you think are good ideas. Turn it over to the states, with 
very few strings attached." 

Wall Street Journal article ''The Emerging White 
Underclass" in October 1993. 

As of 1992 the out-of-wedlock birth rate 
among whites was 22.5 percent, but among 
white women below the poverty line, in excess 
of 40 percent of all births were out of wed
lock. I was called by a newspaper reporter 
who had gotten some special runs done by 
the Census Bureau-I cannot vouch for these 
numbers, not having seen them-and who 
told me that there are a number of cities in 
which the white out-of-wedlock birth rate at 
this point is over 40 percent, even over 50 per
cent. 

I postulate that all the reasons why father
less families do not work in black communi
ties apply equally to white communities and 
that if half of the children are born out of wed
lock in low-income white neighborhoods, we 
are going to observe the same kind of social 
disintegration that we observe in the inner 

cities. 
I will also point out that by now there is 

a fairly broad academic consensus that father
lessness is terribly destructive, independent 
of poverty. When wsing Ground came out and 
I would make a speech and talk about ille
gitimacy, I could count on angry questions 
like "Don' t you understand that a single 
woman can bring up children just as well as 
a married couple if only we give her a decent 
level of support?" Academics who follow the 
data on these issues do not take that position 
anymore. 

So, with regard to welfare reform, I want 
changes that will reduce illegitimacy. I want 
people to be ready, mature, and married when 
they have children. The problem is that I'm 
talking about changing behaviors, namely 
having sex and having babies, that are cer
tainly deeply rooted in the human psyche. 
How are behaviors controlled? If you look at 
the way sexual behavior has been controlled 
in the past, there is a lesson that people, espe
cially politicians, do not want to articulate as 
forthrightly as they should. That is, sexual 
behavior is constrained by making it extreme
ly painful to have a baby if you aren't mar
ried. Furthermore (and this is even more 
unpopular to say), the pain falls mostly on 
the woman. The woman is, in fact, left hold
ing the baby. You can try all you want to hold 
the man responsible, but it is extremely hard 
to do that in a way that has nearly as much 
effect. 

That being the case, I argue that the only 
way we are going to get that kind of behav
ioral change is by getting rid of the welfare 
system. I mean ending Aid to Families with 
Dependent Children, food stamps, and hous
ing assistance-in short, ending all payments 
that are contingent on having a baby. 

There is no way that that is going to hap
pen under any of the bills that are currently 
before Congress, and here is where, when I 
turn to the Republican bill, I get nervous. The 
debate has indeed been taken over by the tra
ditional themes. We don't want to let babies 
starve in the streets; therefore, what we have 
to do is to have programs that will provide 
support and maybe make people work or 
encourage them to work; we don't want to 
withdraw all support. That is an understandable 
reaction. Forget politicians-it is very diffi
cult for anyone to come out in favor of a pro-



gram that may let children slip through the 
cracks. But, in the process of shifting the debate 
back to the traditional themes, exceptions, 
qualification criteria, and loopholes are expand
ing. I personally think that they are expand
ing at such a rate, and that the Republicans 
are now so far behind the public dialogue 
about why changes are necessary, that the bill 
that gets passed and sent to the president is 
going to be so deeply flawed that it won't 
have much effect. That is the discouraging 
news. 

The good news is that we already have 
some very important things going on that 
could teach us a lot more than we know right 
now about whether some of the more incre
mental plans might work. Gov. William Weld's 
program in Massachusetts is not one that I 
would have designed. It is very strong on 
workfare. You have to get a job within 60 days 
after you first sign up, or else you suppos
edly have to do community service. I'm not 
a big fan of workfare, but Weld's plan is much 
more aggressive than any other workfare plan 
we have ever seen. I do not know how much 
effect it will have, and I don't think any oth
er social scientist does either. So, isn't it nice 
that Massachusetts is going to try a new way, 
and wouldn't it be nice to find out what hap
pens in Massachusetts before we pass a nation
al law requiring all states to take that same 
route? 

In terms of national legislation, I would 
ask the Republicans to do two things some
what differently. First, keep their eye on the 
main objective, which is to enable states to 
have broad discretion in how they deal with 
welfare-including the option of ending wel
fare altogether. Don't just make welfare a 
block grant, make it a block grant phrased so 
that if the state of Montana says that it wants 
to take all the money used for AFDC and the 
other programs to support single mothers 
and instead put it into adoption services, or 
group living for unmarried pregnant women, 
or other services, it can. I want Montana to 
have that option without having to come back 
to Washington for a waiver. 

The reason I say that is because I think 
that somewhere some state will try a proposal 
that is really radical. What I am betting is that 
if a state-just one state-does try a radical 
proposal, we will see major results and we 
will see them fairly soon. If we don't, that, in 
itself, is going to be an important lesson for 
us to learn. Let the states do pretty much any
thing they want with the money. That is the 

first desideratum for a reform bill. 
The second one is: Don't tie tl1e states even 

to those things that you think are good ideas, 
because of what will happen in the political 
process. I mean things like work requirements. 
A lot of the logic on Capitol Hill, voiced in 
the newspapers by, among others, Charles 
Krauthmer, for whom I have great respect, 
is that it is fine to say we are going to give 
block grants to the states, but we ought to 
attach certain conditions to them. Otherwise, 
we are abdicating our responsibility to try to 
re-set the framework for welfare. 

Theoretically that is fine. But if you require 
something even as apparently appropriate as 
work, by the time it makes its way through 
tl1e political process, if you aren't careful, what 
you are going to end up with is not a real 
work requirement but a half-hearted com
mitment to providing job training. 

I'm really saying turn it over to the states, 
with very few strings attached. I guess I'm 
also saying to the Republicans that it is time 
for them to recognize that it is impossible, 
apparently, for them to make the case nation
ally that what they are trying to do is the 
humane and compassionate thing to do. 

I will conclude on a note that will illus
trate the reason for my pessimism about what 
is going to happen in the long run. The much
talked-about orphanages question is a clas
sic example of how an idea is, within a mat
ter of weeks, used as an example of how cru
el and mean-spirited and heartless the Repub
licans are- "How the Gingrich stole Christ
mas." What the Republicans should be say
ing, aggressively, is, "Look at the suffering 
that is currently being experienced by poor 
children in this society. Look especially at the 
foster care system in tl1is country, which seems 
tailor-made to create horror stories about chil
dren being bow1ced from place to place and 
then sent back to parents who then abuse and 
neglect them, being sent to new foster care 
parents who also don't do a very good job
children who have no chance in life." 

What the Republicans should be doing is 
offering the following thought experiment to 
tl1e political cartoonists who want to lampoon 
the idea of orphanages. Suppose that you and 
your spouse were going to be killed tomor
row (the readers of Losing Ground will rec
ognize this as a variant of something I have 
said before), and you have a small child. You 
have three choices: You may have your child 
put with a randomly selected recipient of 
AFDC; you may have your child put into the 
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foster care system; or you may have your 
clilld put into an orphanage run by the Catholic 
Sisters of Charity Is there anybody who would 
choose the randomly selected welfare moth
er? Is there anyone who would choose the 
foster care system as it currently operates? 

I suggest to you that when we start to talk 
about what we want for our own children, 
we realize that the existing terms of debate 
and the ones that should be used are utterly 
different. I suggest to you, in fact, that what 
we are witnessing is not only a tragedy in 
terms of social bifurcation, not only a tragedy 
in terms of the loss of large low-income com
munities that used to function but are ceas
ing to do so; we are also witnessing a situa
tion in which literally millions of children are 
growing up in desperately bad environments, 
not because their parents don't have enough 
money, but because they are born to people 
who are not prepared to be parents. 

Until the Republicans do a much better 
job of making that case than they have in the 
last six months, we are not going to get the 
welfare reform that the cow1try desperately 
needs. 

Will Marshall: There is a striking contrast 
between the purposeful way in which the 
Republicans are trying to fulfill their contract 
and the actual legislative outcome, which has 
often been a grab-bag of campaign themes, 
and welfare is a case in point. The Republi
cans have produced a bill that is an incoher
ent collection of campaign promises. Whether 
you take Charles's view that the purpose of 
welfare reform is to reduce the number of 
out-of-wedlock births or follow my view that 
the overriding purpose of welfare reform 
ought to be to get people working in unsub
sidized, private-sector jobs, that bill fails to 
achieve your goal. 

Now, lest we forget, President Clinton has 
a bill in this debate and, while not perfect, it 
at least focuses on the right goal-work. I 
think it has some serious deficiencies in terms 
of creating the machinery that will help pro
pel large numbers of welfare recipients into 
private labor markets, but the goal is right. 

The Republican bill, on the other hand, is 
an amalgam of conflicting ideas, principally 
three: The first, reflecting the "Murray, or mar
ry," school of thought, is that there is a strong 
connection between welfare and the rising 
rates of illegitimacy, and that the logical con
clusion is to stop rewarding with cash teenage 
girls who have children out of wedlock. Cer-

(Cont. on p. 8) 
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Policy (Cont. from p. 7) I AFDC and JOBS and other programs and put 

. that money into block grants that would give 
~-------------• the states tremendous flexibility in fashion-
tainly, there is some appeal to that logic. 
The best way to reform welfare, I will grant, 
is to prevent the need for it in the first place, 
and there is no doubt that prevention of out
of-wedlock births has to be a key component 
of any serious welfare reform. 

As James Q. Wilson reminds us, illegiti
macy is the process by which the under
class reproduces itself. We at the Progressive 
Policy Institute have a comprehensive agen
da for trying to tackle and roll back teenage 
pregnancy. We focus on the boys as well as 
the girls. I think the reasons for the growth in 
out-of-wedlock births are highly complex and 
that they are not going to be turned around 
overnight. The evidence, as I read it, suggests 
that welfare is only one of many factors impli
cated in the trend, and not even the most 
important one at that. Robert Moffit's survey 
of the research suggests that welfare may 
account for about 15 percent of out-of-wed
lock births. 

Nonetheless, many Republicans seem 
determined to test an unproven theory on 
wunarried adolescent girls and their children. 
The original proposal was for a lifetime ban 
on at least the cash welfare part of the pack
age for children whose mothers were wunar
ried teenagers under 18. That was, in my view; 
rightly assailed as cruel and punitive, and 
under the lash of Democratic criticism, the 
House has duly modified the bill so that now 
the children can't get the benefits until their 
mothers have turned 18. 

Even if Charles's theory is correct, I am 
puzzled as to why we are focusing only on 
it. While the Republican bill focuses only on 
denying cash benefits to welfare recipients, 
the real value of AFDC benefits has dropped 
roughly 43 percent since 1970. That drop has 
been more than offset by the increase in oth
er benefits, principally food stamps and 
Medicare. But the Republican bill focuses only 
on the cash portion of the package. 

The second idea that is manifested in 
the Republican bill is devolution, primarily 
driven by Republican governors like Tommy 
Thompson and John Engler. The idea is to 
turn welfare reform over to the states on the 
grounds that Washington doesn't know how 
to do it right. I don't think that premise is cor
rect, but let's lay that aside and look just at 
what the Republicans have done. Is it real 
devolution or not? The bill would replace 

ing their own paths to reform. But the House 
bill also subverts the promised flexibility by 
adding a whole array of new federal man
dates. The states must deny benefits to whole 
categories of people-to children of wunar
ried teen mothers; to legal immigrants await
ing citizenship, even if they have paid taxes 
for five years; to those who have been on wel
fare longer than five years; to people who 
aren't cooperating in establishing paternity; 
and to others. 

My question is, is it really realistic to think 
that all the folks who fall in those excludable 
categories will not turn to the states for var
ious kinds of assistance? I don't think so. And 

Will Marshall: "A new system that requires and rewards 
work is going to require money. It is more expensive to 
pay people to work than to not work." 

if the excluded people do tum to the states, 
the states will face a pretty tough choice 
between denying assistance and giving assis
tance that they would have to pay for them
selves. 

The Republican preference for block grants 
manifests a strange confidence in state wel
fare bureaucracies, which I find odd coming 
from conservatives. Usually, they complain 
that the state welfare bureaucracies are as 
sclerotic, inflexible, and resistant to new ideas 
as their federal counterparts. It seems pass
ing strange to me to turn the whole enter
prise over to them. Why not try to bypass 
state bureaucracies and find ways to devolve 
decisions and resources all the way down the 
line, perhaps even to the welfare recipients 
themselves? That would be a classic instance 
of empowerment. We at PPI propose to do 
that through a device we call a job placement 

voucher, which would concentrate purchas
ing power in the hands of welfare recipients 
looking for private or public job placement 
services. 

In any case, I wish the Republicans would 
make up their minds. Either we are going to 
have pure devolution or we're not. If there is 
no compelling national interest in or respon
sibility for welfare, fine. Let's stop funding it 
at the national level. Let's let the states take 
over the whole project and let them pay for 
it themselves. I don't think you can have it 
both ways. 

The third strand of Republican thinking 
on welfare, and the weakest strand, is work. 
That is very surprising to me. Isn't work what 
Republicans have been clamoring for over 
the last quarter of a century, really? On the 
eve of winning the battle over work, it is sur
prising to find the Republicans suddenly aban
doning the field. 

In 1993, you may recall, there was some
thing called the Santorum bill in the House. 
Over 150 House Republicans backed that bill, 
which was essentially a tougher version of 
the Clinton welfare reform plan-two-year 
limits followed by strict work requirements. 
Suddenly, that focus disappeared this year. 
The first version of the House bill that came 
out of the Ways and Means Committee had 
very weak work requirements. Again, under 
the spur of Democratic criticism, the House 
added yet another federal mandate, an w'l.fund
ed one, at that-that the states put 50 percent 
of their caseloads to work by 2003. 

The block grants also freeze federal wel
fare spending, a step that has been various
ly estimated to save between $9.0 billion and 
$12.0 billion. Can the states do more with less? 
Well, some of them possibly can. But the House 
bill hedges by giving states a cheap way to 
meet the 50 percent target: any net reduction 
in the welfare caseload would count toward 
meeting the target. So, if people leave the rolls 
for any reason, states can count them toward 
the work requirement target. It could be that 
the natural attrition of people cycling off wel
fare after five years will be sufficient to meet 
the mandate and we won't have a work sys
tem at all, even though we have a gaudy 
requirement that the states get half their case
loads working. 

Despite the various and conflicting goals
stopping out-of-wedlock births, devolving 
power and responsibility to the states, putting 
work at the center of welfare reform-it is 
possible to discern a common denominator 



to the Republican bill: the Republicans all 
agree to cut the federal contribution to wel
fare. Their block-and-freeze strategy will do 
that, to the tune of about $35 billion over five 
years. 

So, this is the offer. We can have funda
mental welfare reform and save billions for 
either deficit reduction or tax cuts. The last 
person who tried to sell me a deal like that 
was Ira Magaziner. I don't trust it this time 
either. 

I think that a new system that requires 
and rewards work is going to require mon
ey. It is more expensive to pay people to work 
than to not work, unfortunately. When des
titute people go from the dole to full-time 
work, their child-care costs rise. Yet the Repub
lican bill proposes to cut federal child-care 
spending. 

I think a critical element of any serious 
welfare plan is to make work pay, to make 
it clear that when people are willing to work 
full-time year-round, they are not going to 
live in poverty, and they are not going to be 
worse off than they would be if they were on 
welfare. 

In alllikelillood, the block-and-freeze strat
egy means that the states are going to face 
choices between spending more to pursue 
their own visions of reform, whatever they 
may be, in compliance with the federal man
date and cutting people off from assistance. 

So, I think what is being offered here is 
flexibility to cut, not flexibility to undertake 
serious reforms. I regard that strategy as pho
ny welfare reform achieved through phony 
devolution- block grants with lots of strings 

attached. The political advantage of that 
approach is clear enough; it leaves all the hard 
decisions about systemic reform to the states. 
There really is no mystery about what we are 
trying to do. Charles started by saying that 
we are losing sight of the fundamental goal 
and I agree with him. I would say that the 
goal ought to be to move people into private, 
unsubsidized jobs. When polls give people 
choices between helping welfare recipients 
become self-sufficient through work and cut
ting out benefits or expelling people from the 
rolls, the public invariably elects to help peo
ple become self-sufficient through work. The 
American people would support a funda
mental change in the system- a recasting of 
welfare as a work-based system that promotes 
individual responsibility, work, and family. 

Though Charles's focus is on cutting ille
gitimacy and I focus on work, don't we end 
up in the same place? The families who are 
not going to be on the rolls because they are 
preemptively disqualified will be either work
ing or not surviving. I think what we at PPI 
are proposing is a transition system- con
verting welfare into an employment system, 
connecting people to labor markets, mak
ing work pay, providing job placement and 
support services that do work (we've got plen
ty of models that show that). That kind of sys
tem will more readily begin to re-weave the 
patterns of social stability and order that 
Charles so rightly points out are missing in 
our society. The point of departure on wel
fare today should be to make work the or
ganizing principle of everybody's life, includ
ing those who are low income and poor. • 

Cameras frame syndicated columnist Jack Anderson as he endorses a national sales tax at Cato's April14 confer
ence "Beyond the Income Tax," which was broadcast live by C-SPAN. 

229. 

228. 

227. 

226. 

225. 

224. 

223. 

222. 

221. 

220. 

219. 

218. 

217. 

216. 

215. 

214. 

Policy Analysis 
Studies 

The 1995 Crime Bills: Is the GOP the 
Party of Liberty and Limited Govern-
ment? by Jarett B. Decker Q"une 1, 1995) 

Medical Savings Accounts: Answering 
the Critics by Michael Tanner (May 25, 
1995) 

9 

Time to End the Alaskan Oil Export Ban 
by Samuel A. Van Vactor (May 18, 1995) 

A New Aid Policy for a New World by 
Doug Bandow (May 15, 1995) 

Ending Corporate Wellare As We Know 
It by Stephen Moore and Dean Stansel 
(May 12, 1995) 

SSI: The Black Hole of the Welfare State 
by Christopher M. Wright (April 27, 1995) 

Polluting Our Principles: Environmen-
tal Prosecutions and the Bill of Rights 
by Timothy Lynch (April 20, 1995) 

Why You Can't Trust the IRS by Daniel J. 
Pilla (April15, 1995) 

Real Term Limits: Now More Than Ever 
by Doug Bandow (March 28, 1995) 

More Than a Theory: Medical Savings 
Accounts at Work by Peter J. Ferrara 
(March 14, 1995) 

The Fallacy of Economic Security by 
Stanley Kober Q"anuary 24, 1995) 

Crime, Police, and Root Causes by 
William A. Niskanen (November 14, 
1994) 

Federal Ecosystem Management A 
''Train Wreck" in the Making by Allan 
K. Fitzsimmons (October 26, 1994) 

Kids, Guns, and the Commerce Clause: 
Is the Court Ready for Constitutional 
Government? by Glenn Harlan Reynolds 
(October 10, 1994) 

The World Bank's Finances: An Intema-
tional S&L Crisis by Patricia Adams 
(October 3, 1994) 

Draft Registration: The Politics of Insti-
tutional Immortality by Doug Bandow 
(August 15, 1994) 

Call toll-free 
1-800-767-1241 

(Mon. - Fri., noon - 9:00 p.m. 
eastern time) 



10 

I 
Threats (Cont. from p. 1) I and the Deparhnent of Justice. These are clas-

'1· _____________ .. sic cases in which the individual businesses 

ing resolution of a discrimination suit brought 
by Justice against Shawmut's mortgage com
pany subsidiary. The facts of the case are clear. 
During the period when the alleged dis
crimination occurred, Shawmut had an aggres
sive program to increase mortgage lending 
to minority applicants. Shawmut relaxed its 
normal lending criteria, substantially reduced 
the rejection rate on loan applications by 
minorities, and doubled the amount of new 
mortgage lending to minorities. Although no 
private person filed a discrimination com
plaint, the Department of Justice charged 
Shawmut with discrimination, based on find
ings that some of the loan officers had not 
been as aggressive as others in approving 
loans to minority applicants and that Shaw
mut had no internal review procedure to 
ensure that all the loan officers used the same 
lending criteria. In order to remove the bar
rier to approval of its proposed acquisi
tions, Shawmut agreed to settle that absurd 
case, set aside $1 million as a settlement fee, 
and worked with Justice to find some "vic
tims" of the alleged discrimination to share 
the fee. 

A later case is, if anything, even more out
rageous. The Community Reinveshnent Act 
had previously been interpreted to obli
gate banks to serve the communities from 
which they drew deposits. In 1994, however, 
the Deparhnent of Justice charged the Chevy 
Chase Federal Savings Bank of Maryland with 
a crime not covered by law, failure to open 
enough branches in predominantly black 
areas of Washington and a suburban Mary
land county. In fact, Chevy Chase had made 
many loans and issued credit cards to resi
dents of those areas and had an unusually 
low rate of denying loans to minority appli
cants. In this case the Deparhnent of Justice, 
again as the price of granting other regula
tory permits, forced Chevy Chase to agree to 
open four branches in black areas, budget 
advertising in black publications, adopt more 
employment quotas, and make loans to blacks 
at below-market interest rates. 

Last October the Department of Justice 
made a similar charge against Barnett Banks, 
the largest bank in Florida, and plans to bring 
suit unless Barnett agrees to a settlement. I 
do not fault the banks for consenting to this 
extortion; it is difficult for any one bank, even 
a large one, to take on the federal regulators 

should have been defended by their trade 
association. Instead of challenging the gov
errunent in these cases, however, the Amer
ican Bankers Association took the position 
that all financial institutions should be sub
ject to the same type of onerous regulation. 
With friends like that, American banks may 
need a new trade association. For banks, the 
bottom line is that what they do best-€val
uating credit risk-has made them vulnera
ble to charges of racial discrimination. The 
government attempt to force banks to cross
subsidize credit will further reduce the bank 

11The government 
is no longer satis
fied to affect the 
allocation of new 
financial flows; it 
is trying to reallo
cate the stock of 
assets.'' 

-· 

share of the credit market with consequences 
that are quite different from the presumed 
objective of the government. The ricl1 will still 
be able to borrow against their mutual funds, 
and the poor will be left with check-cashing 
outlets and pawn shops. 

Pension Funds 
For years state and local government pen

sion funds have been vulnerable to mandates 
to make politically favored "social invest
ments." Several studies have found that the 
average yield on those investments is sub
stantially lower than on other inveshnents. 
As a rule, teachers, police, and other state and 
local employees bear the costs of those low
yield politically targeted inveshnents. A high
er share of total compensation must be set 
aside to fund the promised pension benefits, 
reducing the direct wages of public employ
ees. Similarly, if the pension assets are not suf
ficient to fund the promised benefits, those 
public funds may go bankrupt with the con-

sequent loss of pension benefits. The ratio
nale for financing politically targeted invest
ments at the expense of public employees has 
never been made quite clear. 

For the most part, private pensions have 
not yet been required to make inveshnents 
in politically favored groups. Private defined 
benefit plans are regulated because they are 
also insured, and the regulations authorized 
by the Employee Retirement Income Secu
rity Act are designed solely to ensure the safe
ty and soundness of those plans, for the pro
tection of both the plan participants and the 
federal pension insurance fund. A large and 
increasing share of private pensions, more
over, is in defined contribution plans for which 
each plan participant has the opportunity 
to choose his or her own fund manager and 
inveshnent portfolio. 

Until recently, ERISA has been interpret
ed to preclude inveshnents that are not expect
ed to yield the prevailing rate on other invest
ments of the same risk and liquidity In Novem
ber 1992, however, a Qepartment of Labor 
report discussed a procedure for valuing the 
"net externalities" of inveshnents as a way of 
broadening the prevailing rate test to include 
economically targeted investments (ETis). 
And in September 1993, Olena Berg, Assis
tant Secretary of Labor for Pensions and Wel
fare Benefits, announced a more expansive 
interpretation of the prevailing rate test that 
would "allow collateral benefits to be con
sidered in making inveshnent decisions where 
such inveshnents are prudent and provide a 
competitive risk-adjusted return to the plan." 
She especially encouraged pension fund invest
ment in firms that invest in their own work
force. 

So there was ample warning of the next 
step. On June 22, 1994, the Department of 
Labor issued an interpretative bulletin stat
ing that the fiduciary standards of ERISA "do 
not prevent plan fiduciaries from deciding to 
invest plan assets in an ETI if the ETI has an 
expected rate of return that is commensurate 
to rates of return of alternate inveshnents with 
similar risk characteristics." The deparhnent 
claimed that this was the original interpreta
tion of ERISA and backdated the new inter
pretative bulletin to the date that ERISA was 
first effective, July 1, 1975. 

At a congressional hearing, Labor Secre
tary Robert Reich and Housing and Urban 
Development Secretary Henry Cisneros claimed 
that the new interpretative bulletin would 
make it possible to tap into private pension 



ftmds to finance their favorite projects with
out increasing the risks to those funds, but 
the secretaries never quite explained how that 
was possible. At the same hearing, I testified 
that the new bulletin "was either meaning
less or mischievous-meaningless if it does 
not weaken the strict ERISA standards, mis
chievous if it does." 

So far, the threat to private defined bene
fit plans is only a cloud on the horizon, but it 
is a dark and ominous cloud. As is the case 
with the public employee plans, the direct 
losses from politically directed investments 
would be to the plan participants, in the form 
of either lower wages or a failure of the plan 
to pay the promised benefits. In this case, 
moreover, the losses would be shared by 
the federal pension insurance ftmd, and ulti
mately the taxpayer, if plans fail to pay the 
guaranteed benefits. Several commentators 
have suggested that ERISA be broadened to 
protect public employee pension plans against 
pressure to invest in politically favored groups. 
The first priority, I suggest, is to ensure that 
ERISA is administered as intended-to pro
tect the safety and soundness of private defined 
benefit plans. Twenty-one years ago, Con
gress passed ERISA to protect private pen
sions against the consequences of irrespon
sible private pension sponsors. It would be a 
sad irony if the officials responsible for admin
istering ERISA undermined pensions in the 
interests of politically targeted investments. 
For pension funds, the bottom line is that 
what they do best-choosing a portfolio that 
best serves plan participants-is increasing
ly vulnerable to political pressure. Public plans 
are already vulnerable, and private plans may 
soon be as well. The probable effects would 
be a continued erosion of real wages, defined 
benefit pension plans, and, possibly, total pri
vate saving for retirement. 

Insurance 

For the most part, insurance markets are 
regulated by state governments, not the fed
eral government. That has not protected insur
ance markets, however, from the types of 
redistributionist policies the federal govern
ment has already applied to banks and, poten
tially, to pension ftmds. Many state govern
ments, for example, subsidize high-risk driv
ers by assigning them to broader auto insur
ance pools and then mandating (more accu
rately, trying to mandate) universal coverage. 
Some states have required insurance com
panies to offer the whole range of policies 

in that state in order to broaden the base for 
mandated cross-subsidies. In response, some 
low-premium companies have withdrawn 
entirely from those states. 

For better or for worse, California is often 
the wave of the future, and a recent case is 
most disturbing. After some very bad under
writing and huge claims as a result of the 
Northridge earthquake, 20th Century Indus
tries asked the California Department of Insur
ance for a minor premium increase on its auto 
insurance policies. Two intervenors withdrew 
their objections to the increase in exchange 
for a commitment by 20th Century to deposit 
$1 million in Oakland banks, contribute $50,000 

11It is difficult for 
even a large bank 
to take on federal 
regulators and the 
Department of 
Justice.'' 

to local organizations, and market its policies 
in Oakland and outer San Diego County. The 
lead intervenor, a vocal community activist, 
also expects $115,000 in fees from 20th Cen
tury for her intervention. This is another case 
where it does not pay the directly affected 
company to challenge such extortion; the com
pany should have been defended by some 
association of insurance companies to avoid 
setting a precedent for more such outrages. 

There are two major potential federal 
threats to insurance markets. In April1992, 
Rep. John Dingell, then chairman of the House 
Energy and Commerce Committee, intro
duced a major bill that would impose feder
al regulations on the insurance industry That 
bill would also establish a national reinsur
ance fund through which solvent insurers 
would cover the policy claims on failed insur
ers, but without a federal guarantee. Insur
ers that do not elect to participate in the fed
eral system or do not meet the federal sol
vency standards would continue to be reg
ulated by the state insurance commissions. 
All insurers would continue to be subject to 
continued state regulations of insurance rates. 

The primary problem of the Dingell bill 
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is the separation of solvency and rate regu
lation; state insurance commissions would 
have even less incentive to be concerned with 
insurer solvency in setting insurance rates. 
The other problem of the proposed bill is that 
there is probably no way to avoid an implic
it federal guarantee of a national reinsurance 
ftmd, with all of the consequent problems of 
the deposit and pension insurance ftmds and 
the several federal credit programs. 

The Dingell bill is seriously flawed but 
could provide the basis for useful legislation. 
One productive outcome would allow nation
al insurers to elect federal solvency regula
tion in exchange for full immunity from 
federal or state rate regulation. In the absence 
of such a provision, the seriously flawed sys
tem of state insurance regulation is proba
bly better than any federal regulation. The 
most innovative alternative, recently proposed 
by the majority leader of the Michigan sen
ate, would be to create one or more interstate 
insurance compacts that would determine 
both the solvency rules and the reinsurance 
guarantee for those companies that elected to 
operate under their rules. Such voluntary com
pacts are more likely to lead to a spread of 
good rules than are either the separate actions 
of the states or the likely outcome of the process 
to establish a federal insurance code. 

The other major federal threat to insur
ance markets is health reform. Most of the 
major health reform proposals considered in 
1994 had some form of "community rat
ing," a warm and fuzzy term that disguises 
its meaning-a legislated cross-subsidy from 
low-risk people to high-risk people. Com
munity rating would increase the premi
ums on low-risk people and reduce the pre
miums on high-risk people. Further, unless 
community rating were paired with an effec
tive mandate on coverage, some low-risk peo
ple would drop health insurance, and the 
insurance companies would try to avoid mak
ing a market for high-risk people. The expe
rience in New York State since the spring of 
1993 has already confirmed those effects. 

For insurance companies, the bottom line 
is that what they do best-offering the best 
possible policies for people in each risk pool
is increasingly disparaged as "cherry pick
ing." Unless there is a major change in the 
rhetoric of the debate on these policy issues, 
the insurance companies will end up as paper 
pushers in a government-managed prepay
ment system, not as entrepreneurs who make 
the market for insurance. • 
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Studies Find MSAs, Term Limits Still Needed 

IRS, Environmental Law Limit Constitutional Rights 

CatoSbldles 
This year some 40 million Americans will 

clash with the Internal Revenue Service, 
and in a rising number of those confronta
tions, the taxpayer will be right, writes Daniel 
J. Pilla in "Why You Can't Trust the illS" (Pol
icy Analysis no. 222). Pilla, author of How to 
Fire the IRS, finds that despite a doubling of 
its budget over the past 10 years and a near
ly 20 percent increase in enforcement per
sonnel, the IRS is increasingly incapable of 
administering the nation's tax law. He notes, 
for example, that the ms telephone taxpay
er-assistance program provides about 8.5 mil
lion Americans the wrong answers to even 
the most basic inquiries about the tax laws. 
This year roughly 10 million Americans 
will receive correction notices from the IRS 
assessing about $4 billion-and about half of 
those notices will be erroneous, Pilla writes. 
He also points out that about 40 percent of 
illS penalty assessments are abated when cit
izens challenge the penalties. (In 1993 tax
payers were overcharged $5 billion.) Further, 
a 1993 General Accounting Office audit of the 
IRS found widespread evidence of financial 
malfeasance and gross negligence. The IRS 
could not account for 64 percent of its con
gressional appropriation. 

Pilla says the IRS fails to meet the stan
dards of financial accountability and diligence 
that it imposes on the citizenry. Since the illS 
can no longer adequately police itself, he 
writes, it can no longer be trusted with the 
authority to police individual American busi
nesses and taxpayers. Pilla concludes that the 
time has come to abolish the complicated and 
intrusive income tax system-including the 
IRS-and replace it with a national sales tax. 

Environmental Law Threatens 
Basic Liberties 

Many basic constitutional principles are 
being compromised to facilitate environmental 
investigations and prosecutions, writes Tim
othy Lynch, assistant director of Cato' s Cen
ter for Constitutional Studies, in "Polluting 
Our Principles: Environmental Prosecutions 
and the Bill of Rights" (Policy Analysis no. 
223). According to Lynch, federal lawmakers 
have authorized coercive "self-confession" 
programs and warrantless inspections of corn-

mercial premises. The law has stripped envi
ronmental criminal suspects of traditional 
legal defenses such as good faith, fair warn
ing, and double jeopardy. Stringent regula
tions make it extremely difficult for legitimate 
businesses to operate within the law. h1deed, 
Lyncl1 adds, ilie web of regulations has grown 
so dense that many observers believe com
pliance with the law is unachievable. Many 
American businesses are currently operating 
in what is essentially a regulatory police state. 

In recent years environmental criminal 
prosecutions have become a major interest of 
federal prosecutors. Each year the Depart
ment of Justice announces "record levels" 
of fines imposed, persons indicted, and jail 
time served for infractions of environmental 
regulations. The ostensible purpose of the 
criminal program is to punish and deter pol
luters whose actions might endanger public 
health and the environment. However desir
able those policy objectives may be, Lynch 
argues, they should not obscure the means 
by which the government pursues its envi
ronmental mandate. 

Lynch concludes with a call for funda
mental reexamination of the federal regula
tory structure. Reform should begin with the 
immediate restoration of the legal rights and 
privileges that are enshrined in the Bill of 
Rights, he says. 

Medical Savings Accounts Reduce Health 
Care Costs 

The most politically viable health care 
reform proposal, medical savings accounts 
(MSAs), has a track record of success in the 
private sector. That is the conclusion of Cato 
adjunct scholar Peter Ferrara in ''More Than 
a Theory: Medical Savings Accounts at Work'' 
(Policy Analysis no. 220). Ferrara examines 
the experience of a variety of companies cur
rently using MSA-type insurance plans. In 
all of the companies studied, he shows that 
MSAs have proven highly effective at con
trolling costs for employers and highly pop
ular among workers. The companies studied 
include Golden Rule Insurance Company, 
Dominion Resources, Forbes, Inc., Quaker 
Oats, Indresco Corporation, and a number of 
small businesses across the country. 

MSAs would give individuals more incen
tives to be informed consumers of health care 
services by allowing them to save money in 

tax-exempt savings accow1ts sinillar to indi
vidual retirement accounts. That money would 
be used to pay routine, low-dollar medical 
expenses. To supplement those funds, indi
viduals or employers could purchase rela
tively inexpensive catastrophic insurance 
policies to protect against major medical 
expenses. 

The study calls on Congress to remove 
ilie significant tax bias against MSAs. By doing 
so, Ferrara says, Congress would clear the 
way for a fully comprehensive cost-control 
system that would restrain costs without 
rationing imposed by either the government 
or insurance bureaucracies. 

Term Limits Still Needed, Despite 
GOP Victory 

The 1995 Republican takeover of the U.S. 
Congress does not dispense with the need for 
short term limits, writes Cato senior fellow 
Doug Bandow in "Real Term Limits: Now 
More Than Ever" (Policy Analysis no. 221). 
On ilie contrary, he writes, Republican reluc
tance to enact term limits shows the need for 
them irrespective of the partisan composition 
of Congress. Those who advocate a limit of 
six terms (12 years) in the House are the 
biggest threat to term limitation, Bandow 
adds. Most states that have limited the terms 
of their representatives have approved lim
its of tlrree terms (6 years). Shorter House lim
its, Bandow argues, would create more com
petitive elections and would reestablish a cit
izen legislature. To effectively end politics as 
a lifetime sinecure requires iliat terms be short, 
says Bandow. 

Bandow also refutes the claims that term 
limits would enhance the power of congres
sional staff members and lobbyists, who, 
revealingly, oppose term limits, and that the 
loss of legislative experience would harm the 
nation. Moreover, by making elections com
petitive, he writes, term limits will actually 
increase choice, not constrict it. The nation's 
Founders strongly believed in rotation in 
office, Bandow concludes. They left term lim
its out of the Constitution because they did 
not foresee politics' becoming a career for 
so many people. Short term limits would rem
edy that oversight. Nothing is more impor
tant today, argues Bandow, than reversing 
the pernicious rise of a professional political 
elM& • 



I Electricity (Cont. from p.3) I 
University noted that the experiences of oth
er "network" industries that have w1dergone 
deregulation- natural gas, railroads, telecom
munication, airlines, and trucking-indicate 
that substantial deregulation of electricity is 
not only possible but vitally necessary to 
unleash the industry's full economic poten
tial. 

Richard Gordon, director of the Center 
for Energy and Mineral Policy Research at 
Pennsylvania State University, declared 
that "demands for specific industry reorga-

Daniel Fessler, president of the California Public Utili
ties Commission, gave a ringing defense of the Ninth and 
Tenth Amendments at Cato's conference on electricity 
deregulation. 

At the end of the Cato conference "New Horizons in Electric Power Deregulation," panelists gathered for a wide
ranging discussion of the deregulated future. 

nization proposals as a precondition for reform 
effectively seek to sabotage change. Trusting 
the regulators to redesign [the electric utility 
industry]," he added, "will perpetuate past 
errors. We should move the regulators aside 
and let the experiments begin." 

Robert Michaels of California State Uni
versity at Fullerton warned that Gordon's 
fears are coming true in his state, where "dereg
ulation" means a centralized electricity pool 
to which all power generated must go and 
from which it must be dispatched to electric 

utilities. 
Other participants included Douglas 

Houston of the University of Kansas; Richard 
O'Neill, senior economist at the Federal Ener
gy Regulatory Commission; Manuel Alvarez, 
principal adviser to the head commissioner 
of the California Energy Commission; Rus
sell Klepper of Rawson, Klepper and Co.; 
John Kelly of the American Public Power 
Association; Patricia Hem1an of Barakat and 
Chamberlin; and Roy Corda to of Campbell 
University. • 
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Card-Krugeer Study Debunked 

Clinton Aides Wrong on Minimum Wage, Labor Law 

Contrary to recent assertions of the Clin- fying methodological shortcomings, the authors 
ton administration,"higher minimum conclude, "Artificial increases in the price of 

wages go hand-in-hand with substantial unskilled laborers inevitably lead to their 

declines in the employment of low-pro.-_ ~-~-.,"~"r reduced employ-
ductivity workers," write econo- .. ment; the conven-
mists Donald Deere, Kevin M. Mur- tional wisdom 
phy, and Finis Welcl1 in "Sense and remains intact." 
Nonsense on the Minimum Wage," The Dunlop com-
a feature article in the latest edition mission was set up 
of Cato's Regulation magazine (no. by Secretary of 
1, 1995). The issue, devoted to "Labor Labor Robert B. 
Pains," takes a close look at the min- Reich and Secre-
imum wage, the report of the Com- tary of Commerce 
mission on the Future of Worker-Man- Ronald H. Brown 
agement Relations (Dunlop com- in 1993 to reeval-
mission), and the Fair Labor Standards uate American 
Act of 1938. labor. In an exam-

Deere, Murphy, and Welch devote ination of the 
some of their analysis to alleged new report, New York 
evidence, compiled by Princeton Uni- University labor 
versity economists David Card and law professor Samuel Estreicher concludes 
Alan Krueger, that increases in the minimum that "despite some good ideas, the comrnis
wage do not reduce employment. The Card- sian was hamstrung by political considera
Krueger research is used to support the Clin- tions, and its recommendations fall consid
ton administration's plan to raise the mini- erably short of the thoroughgoing reassess
mum wage to $5.15 an hour. After scrutiniz- ment of the legal regime that was called for." 
ing Card and Krueger's studies and identi- Estreicher cl1allenges the commission's premise, 

More than 100 Cato Benefactos heard Gov. William 
Weld's address at Cato's Seventh Annual Benefactor 

arguing, "The collective bargaining system is 
not working .... The current legal regime is 
based on a model of the employment rela
tionship that poorly reflects modern condi
tions . ... The focus of legislative efforts 
should be on lifting existing restrictions that 
limit representational options and encour
age adversarial contests." Rutgers Univer
sity economist Leo Troy also contributes an 
article on the commission report to the issue. 

Cato associate policy analyst James 
Bovard's article argues that the Fair Labor 
Standards Act "is typical of the dishonesty 
of the paternalistic state. The FLSA is basi
cally a blank check allowing political manip
ulation of the labor market in order to reward 
some people by throwing other people out 
of work." The labor theme is continued in 
an article by Cameron D. Reynolds and 
Morgan 0. Reynolds on how state courts 
are undermining the employment-at-will 
doctrine. 

On another subject, Michael J. Pompili, 
assistant commissioner of environmental 
health for Columbus, Ohio, looks at "The 
Rising Impact of Environmental Mandates 
on Local Government." • 

Summit, held Feb. 9-12 at Loews Ventana Canyon Resort Golden Rule Insurance chairman Pat Rooney discusses the future of health care reform after the Clinton plan at 
in Tucson, Arizona. the Benefactor Summit. Other speakers at the summit included William Kristol and Theodore Forstmann. 

--
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Medicare Will Be Broke in 7 Years 

Entitlements Must Be Reined in, (Most) Analysts Say 
I n recognition that entitlement reform must 

be at the heart of any realistic attempt to 
balance the federal budget, on March 28 the 
Cato Institute held a half-day seminar on 
whether and how entitlement spending can 
be controlled. The keynote address, "Entitle
ment Reform: Touching the Third Rail," was 
given by former Massachusetts senator and 
presidential candidate Paul Tsongas. 

Tsongas, cochairman of the Concord Coali
tion, criticized President Clinton for failing 
to address entitlement reform. He also attacked 
Senate Democrats for killing the balanced
budget amendment. Tsongas said that all enti
tlements, including Social Security and 
Medicare, must be reconsidered and called 
for means testing for all entitlement programs. 
Although he opined that Social Security was 
unlikely to be privatized, he said he welcomed 
the proposal because it focused the debate on 
the need for Americans to provide for more 
of their own retirement. 

In an overview of the entitlement issue, 
Mark Weinberger, who served as chief of staff 
to the Bipartisan Commission on Entitlement 
and Tax Reform, said entitlement spending 
increased from 23 percent of the federal bud
get in 1963 to more than 47 percent in 1993. 
By 2003 entitlements will account for nearly 
60 percent of all federal spending. Weinberger 
warned that unless significant reforms are 
enacted, by 2030 four programs, Social Secu
rity, Medicare, Medicaid, and federal employ
ee retirement benefits, will consume all tax 
revenue collected by the federal government. 

During a panel on reform of Social Secu
rity, Peter Ferrara of the National Center for 
Policy Analysis warned that by 2040 a com
bined employer-employee payroll tax of 40 
percent could be required to pay Social Secu
rity benefits. Ferrara also noted that even if 
Social Security's financial difficulties can be 
fixed, it remains a bad deal for todays young 
workers. Payroll taxes are already so high 
that Social Security benefits provide a below
market return on those taxes. An individual 
could earn more from private savings, invest
ment, and insurance. Ferrara called for the 
privatization of Social Security, noting that 
such reforms had proved both successful and 
popular in Chile and elsewhere. 

Max Richtman, vice president of the Nation
al Committee to Preserve Social Security and 
Medicare, conceded that there were some 

long-term financing problems but noted that 
the system was currently running a surplus 
so there was no need for precipitous action. 
Richtman said that minor reforms such as 
raising the retirement age and increasing the 
payroll tax would be sufficient to preserve 
the system. He also strongly opposed pro
posals to means test Social Security benefits 
or reduce cost-of-living allowances. 

Young people have completely lost faith 
in the Social Security system, according to 
Richard Thau, executive director of Third Mil
lennium. Warning of coming "intergenera
tional warfare," Thau said young workers 
were paying taxes for benefits that they were 
unlikely to ever receive and were going to 
inherit the debts being run up by todays polit
icalleaders. 

During the second panel, focusing on 
Medicare, Guy King, former chief actuary for 
the Health Care Financing Administration, 
warned that Medicare Part A, which is fund
ed from the Hospital Insurance Trust Fund, 
will be bankrupt by 2002. Medicare Part B is 
not in danger of bankruptcy because it is 
financed out of general revenues, but it is one 
of the most rapidly growing portions of the 

Former senator Paul Tsongas discusses the Concord 
Coalition's "Zero Deficit Plan" at Cato' s conference on 
entitlement reform. 

underlying structural problems, including 
the inherent problems of any third-party pay
ment system. 

John Rother, vice president of the Amer
ican Association of Retired Persons, agreed 
that Medicare's financing was a serious prob
lem. However, he said, since many elderly 

Americans are 
dependent on the 
system, Congress 
should commit to 
finding whatever 
money is necessary. 
He objected to cur
rent reform pro
posals that would 
means test benefits, 
increase premiums, 
or force the elderly 
into managed-care 
plans. 

Richard Thau of Third Millennium and Max Richtman of the National Committee to 
Preserve Social Security and Medicare prepare to offer divergent approaches to entitle
ment reform at Cato' s March 28 conference. 

Finally, Robert 
Moffit, deputy 
director of domes
tic policy at the Her
itage Foundation, 
criticized Congress 
and special inter
ests such as AARP 

federal budget and a major contributor to the 
budget deficit. King warned that none of the 
health care reform bills introduced in the last 
Congress would have solved Medicare's 

for being unwilling 
to face the Medicare crisis. Moffit said that 
reforms such as increasing premiums and 
allowing the elderly to opt out of the program 
are essential. • 



World Bank success: 
bigger government 

Ghana [is] the International Monetary 
Fund (IMF) and World Bank's star pupil 
inAfrica .... 

Yet, as the World Bank notes in Ghana: 
2000 and Beyond, with an annual per capi
ta income of US$390, the country remains 
among the poorest in the world .... 

The real success of the recovery pro
gram [in the view of Ravi Kanbur, who 
recently returned to Washington after sev
eral years as the World Bank's represen
tative in Accra] has been to raise govern
ment revenue from 5 to 15 percent of GDP. 

- Development Business, Feb. 16, 1995 

Or a country that had 
come to its senses 

If Congress rejects President Clinton's 
call to guarantee $40 billion in loans to Mex
ico ... the damage to the United States' 
prestige as a world economic leader would 
be severe, analysts said .... 

''The prestige of the president, the Fed 
chairman and the leadership of both hous
es in Congress has been committed," said 
Robert Hormats, vice chairman of Gold
man Sachs International. If Congress were 
to kill the aid package, "the feeling in the 
rest of the world would be that we are a 
nation in disarray, a country incapable of 
addressing a crisis." 

- Washington Post, Jan. 31, 1995 
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CAID 
INSTITUTE 

Like the post office 
Staid and rundown Havana, which 

once eschewed advertising and blatant 
bids for customers, has opened its first 
experiment in fast food since tl1e econom
ic "Special Period" began in 1989 .... 

'There is nothing fast about iliis," grum
bled a student named Graciela, who had 
been waiting 20 minutes in a slow-moving 
line to buy a 25-cent bag of popcorn. Asked 
why she did not leave, she looked surprised. 
''Where else is there to go?" she said. 

- Washington Post, Jan. 24, 1995 

The mountain labored 
and brought forth a mouse 

Vice President Al Gore's promise to 
"reinvent government," proclaimed with 
great fanfare in the first year of the Clin
ton Administration, produced only a nation
wide yawn . ... 

There are good reasons for this. In any 
institution other than the federal govern
ment, the changes being trumpeted as rein
ventions would not even be announced, 
except perhaps on the bulletin board in the 
hallway. They are the kinds of things that 
a hospital expects floor nurses to do on 
their own; .. . that even a poorly run man
ufacturer expects supervisors to do on their 
own- without getting much praise, let 
alone any extra rewards. 

- Peter Drucker in the Atlantic 
Monthly, February 1995 

Memo to Clinton and Congress 
It took [India's] bloated, state-run 

telephone monopoly 110 years to installS 
million phones, but it has taken private 
cable operators just three years to install 
20 million satellite TV hookups. 

- Washington Post, Dec. 30, 1994 

And one convention 
works about as well 

as another 
TI1e most misleading word in the ongo

ing debate about the governance and con
trol of large, publicly traded corporations 
is "owner." .. . 

The problem with calling sharehold
ers the owners of corporations is that the 
word "owner'' has such a powerful, almost 
moralistic meaning in U.S. culture. Its use 
in this context cuts off debate by imply
ing that certain rights and prerogatives 
should, by tl1e very nature of things, flow 
to shareholders .. .. 

As anyone who has spent any time 
advising Eastern European or former Sovi
et-bloc countries about privatizing their 
industries can attest, the fact that these 
rights and responsibilities are often bun
dled together in the United States is not a 
matter of natural law, but of legal and social 
convention. 

- Margaret M. Blair in the Brookings 
Review, Winter 1995 
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