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We CanCut Government: Canada Did
wo decades ago Canada suf-
fered a deep recession and
teetered on the brink of a
debt crisis caused by rising
government spending. The

Wall Street Journal said that growing debt
was making Canada an “honorary mem-
ber of the third world” with the “northern
peso” as its currency. But Canada reversed
course and cut spending, balanced its
budget, and enacted various pro-market
reforms. The economy boomed, unem-
ployment plunged, and the formerly weak
Canadian dollar soared to reach parity
with the U.S. dollar.

In some ways the United States is in
even worse fiscal shape today than Canada
was two decades ago. For one thing baby
boomers are now retiring in droves, which
is pushing the federal government deeper
into debt every year. America risks becom-
ing a “first world” country like those in
Europe, where huge deficit spending is
wrecking economies and ruining opportu-
nities for young people.

America needs to get its fiscal house in
order, and Canada has shown how to do it.
Our northern neighbor still has a large wel-
fare state, but there is a lot we can learn
from its efforts to restrain the government
and adopt market-oriented reforms to spur
strong economic growth.

FROM MARKETS TO SOCIALISM 
AND BACK

Canada has a long history of stable gov-
ernment and general prosperity. Like the
United States, it enjoyed a relatively limited
government before the mid-20th century.
Early Canadian leaders leaned toward clas-
sical liberal beliefs, and they tried to keep
taxes at least as low as U.S. taxes in order to
attract immigrants and investment.

In The Canadian Century, Brian Lee Crow-

ley, Jason Clemens, and Niels Veldhuis dis-
cuss how Wilfred Laurier—prime minister
from 1896 to 1911—was a strong support-
er of spending restraint, low taxes, free
trade, and civil liberties. Laurier was one of
the country’s greatest leaders, and he envi-
sioned Canada as a decentralized federa-
tion that supported individual liberty.
That sounds like the vision of America’s
Founders. 

BY CHRIS EDWARDS

Continued on page 6

In March, the Cato Institute completed a stunning expansion of our headquarters building on Massachusetts
Avenue. The beautiful floating staircase, pictured above from a bird’s-eye view, glides from the George M.
Yeager Conference Center on the second floor past the F.  A. Hayek Auditorium to the Richard and Sue Ann
Masson Policy Center on the lower level.  PAGE 4
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President’s Message

BY EDWARD H. CRANE

“Like the 
GSA partygoers,
members of
Congress tend
to forget that 
ittruly is not
their money
they are 
spending.

ato’s H. L. Mencken Research Fellow, Penn
Jillette, the famous illusionist and larger,
louder partner of the Penn & Teller act, is also
a bit of a political philosopher. Penn argues

that illusionists are much like politicians. They
want the audience to look here when the real ac-
tion is going on there. 
A prime example of the Penn Effect is the furor

over the Government Services Administration
multi-day party in Las Vegas. It cost the American tax-
payers $830,000!OMG!Let’s have congressional hear-
ings! Lots of them! (Four at last count.) It happened
in Las Vegas and that means television cameras at
the hearings which means lots of hearings. All the
posturing congresscritters are in their committee
seats, ready for some serious bi-partisan posturing. 
My favorite posturer is Rep. Elijah Cummings

(D-MD), ranking member of the House Commit-
tee on Oversight and Government Reform. “The
impression they conveyed by these documents,”
Representative Cummings railed, “is that Mr.
Neely [a senior GSA mucky-muck] and his wife
believed they were some sort of agency royalty who
used taxpayers’ funds to bankroll their lavish
lifestyle. They disregarded one of the most basic
tenets of government service. It’s not your money.
It’s the taxpayers’ money.”
Huzzah! for Representative Cummings. Well

said. Of course, one could point out that the feder-
al government spent much more than $830,000
during the time the congressman was speaking. Or
that the National Taxpayers Union gave Elijah
Cummings a grade of F in its fiscal responsibility
rankings last year. Apparently the good congress-
man is less concerned about “other people’s money”
when the cameras are off. But why pick nits? We
have a $3.7 trillion federal budget and if we could
have saved that $830,000 we’d only have a, well, $3.7
trillion federal budget. 
Cato Institute scholars, in solidarity with

Representative Cummings and the dozens of others
in Congress who have participated in lengthy hear-
ings to get to the bottom of this GSA scandal, have
offered up some additional areas into which
Congress might look. Perhaps not as scandalous as
these GSA outrages, but, then again, perhaps so. 

The GSA spent $3,200 on a session with a mind reader. 
Getting the government out of the housing busi-

ness—HUD, Fannie Mae, Freddie Mac and much
more—would save at least $45 billion annually. 

The GSA spent $6,325 on commemorative coins in vel-
vet boxes to reward all attendees for coming to the party. 
Ending the futile crusade called the federal War

on Drugs and the consequent abuse of our civil
liberties would save at least $20 billion. And let
tens of thousands of people out of jail who do not
belong there.

The GSA spent $75,000 for a “team-building” exercise
by building bicycles. 
Cutting federal workers’ pay by just 10 percent to

bring it more in line with salaries of the private sec-
tor workers whose taxes pay federal workers would
save at least $20 billion annually.

The GSA spent $31,000 on a networking reception that
included $7,000 of sushi and a $19/person “American arti-
sanal cheese display” (whatever that is). 
Federal education programs (find the word

“education” in the Constitution) have cost
Americans $1.85 trillion since 1965, without notice-
ably improving outcomes. Eliminating them would
save at least $60 billion annually. 

The GSA spent $1,840 on vests for the 19 regional GSA
“ambassadors.” 
By eliminating unnecessary overseas military mis-

sions such as Iraq and Afghanistan and creating a
leaner defense budget, we could save at least $100 bil-
lion a year. 

The problem is that, like the GSA partygoers,
members of Congress tend to forget that it truly is
not their money they are spending. Taking serious-
ly the enumerated and therefore limited powers
given to the federal government in the Constitu-
tion (and clearly reinforced by the 10th Amend-
ment) requires serious congressional hearings on
downsizing government—not frivolous show hear-
ings. Save Cato. 

”

C
The Illusion of Accountability



MILTON’S MISCALCULATION
Upon news of Milton Friedman’s
death in 2006, former secretary 
of state George Shultz summed up
the great economist’s intellect well.
“People used to say that everybody
loves to argue with Milton,” Shultz
noted, “particularly when he isn’t
there.”

Indeed, Friedman was rarely wrong. But the American
Enterprise Institute scholar Steven F. Hayward recently
wrote in National Review of one such instance. “I once
heard Milton Friedman say privately what he also said
publicly (meaning his public statement was no mere
polite flattery) that he was only wrong about one thing 
in his life: his prediction that the Cato Institute would 
‘go native’ in Washington, D.C., when it moved there 
from San Francisco in 1981,” Hayward wrote.

HIRED EDUCATION
The Summer 2012 intern class has something to be
proud of: they survived an application process more
selective than the most prestigious universities. Of the
1,200 applicants, only about 30—2.5 percent—will get 
to call Cato home this summer. 

Compare that to the top of the Ivy League. 
According to the Harvard Crimson, “An all-time low 
5.9 percent of applicants received offers to join 
Harvard College’s Class of 2016.” The rigor of the 
Cato Institute’s program is similar to our nation’s 
elite colleges. However, unlike the Ivy Leaguers, Cato
interns receive a broad and deep immersion in the 
fundamentals of liberty.

CATO’S GREATEST ASSET
Journalists across the political spectrum have been 
praising the Institute’s independence lately. “Cato has
managed the difficult feat of becoming both a fount of
true-blue libertarian ideas and a reputable source of
information even for those who don’t share its views,”
Steve Chapman wrote in the Chicago Tribune. “It may 
be the most successful think tank in Washington.”

Ezra Klein hit upon the reason for this ascendancy 
in the Washington Post. “When I read Cato’s take on 
a policy question, I can trust that it is informed by 
more than partisan convenience,” he wrote. Noting 
that our scholarship has made even him “more skepti-
cal” of certain government programs, Klein emphasized
that Cato’s credibility stems from its independence. 
“The same can’t be said for other think tanks in town.”
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A
As recently as 25 years ago, homeownership was a privilege enjoyed
by a small minority of people around the globe. Today, more than
60 percent of the world’s families own homes, and in many coun-
tries that rate is higher still.

The United States, however, is stuck in the middle of the pack, and the
reason, Cato senior fellow Randal O’Toole argues in his new book, is that
we are suffering the predictable fallout from what he calls “a war on home-
ownership.”

Many analysts have concluded that the recent financial crisis was caused
by federal efforts to stimulate home-
ownership. But in American Nightmare:
How Government Undermines the Dream
of Homeownership, O’Toole offers a
slightly different take. While federal
policies certainly made the real-estate
bubble worse, it was restrictive state
and local barriers—regulations that 
discouraged home buying—which
caused the bubble in the first place.

O’Toole offers his hometown of
Portland, Oregon, as an example.
Some years ago, planners began limit-
ing the land available for single-family
homes and subsidizing multifamily
dwellings—with the explicit purpose of
pushing people into apartments. Throughout the country, what began as
zoning ordinances soon devolved into outright battles against urban sprawl,
with many regions now actively pursuing land-use restrictions, from urban-
growth boundaries to time-consuming permitting processes. Today, “close to
half of all homes in America are in areas with supply constraints,” O’Toole
writes—and similar plans are now being enacted in many metropolitan areas
across the nation.

The immediate impact is to make housing more expensive. “The negative
effects of growth management on housing affordability are far greater than
the positive effects of federal housing programs,” O’Toole writes. But their
ultimate impact is much broader.

These anti-homeownership policies make housing more volatile, “attract-
ing speculators to heavily regulated markets during economic upswings and
putting more homeowners underwater during downswings.” They make it
more difficult for homeowners to move when new job opportunities arise
and increase local unemployment because employers avoid high-cost regions.
They exacerbate “problems of intergenerational equity”: high prices mean
windfalls for home sellers—who tend to be older—and translate into huge
costs for younger people looking to buy.

“In short,” O’Toole writes, “homeownership did not let us down; govern-
ment planning did by trying to discourage single-family homes,” he writes. In
the end, rebuilding that dream will rely on taking discretion away from “the
whims of politicians and the arrogance of central planners.”n

Visit www.cato.org/store or call 800-767-1241 to get your copy of American Nightmare
today; $24.95 hardback.

How the American dream turned into a nightmare

The Subversion of Homeownership



T
he Cato Institute has completed the 18-month expan-
sion of its iconic headquarters on Massachusetts Avenue.
The updated facilities now include a spectacular new 
F. A. Hayek Auditorium, an expansive conference center,

a leading classical liberal research library, state-of-the-art radio and 
television studios, and much more. More importantly, the capital
campaign has allowed the Institute to initiate plans to add a number
of new policy scholars. With additional staff devoted to state budget
analysis, monetary policy, education, corporate law, civil liberties,
financial services regulation, and a postdoctoral fellows program, 
the Cato Institute will be well positioned to increase its impact by 
capitalizing on an expanded platform.

“Liberating the
Future”Begins Now

Cato’s expanded headquarters, 
completed March 2012

1. 

2. 
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1. THE GEORGE M. YEAGER CONFERENCE
CENTER, a beautiful high-ceilinged facility,
accommodates about 200 people for sit-down
luncheons and dinners. It holds as many as
500 people auditorium style and divides into
three separate rooms for smaller events.

2. The magnificent new F. A. HAYEK
AUDITORIUM has an increased capacity of
210, with plush seating and an expanded 
pre-function area to welcome visitors and
guest speakers. It also offers the latest in
conference telecommunications technology.

3. A hallway leading to the Conference
Center and its lecture halls offers space for
displays and discussions.

4. The beautiful floating staircase adorns the
Wintergarden on the building’s ground level.

5. A quiet seating area featuring the
Institute’s latest publications is located on
the second floor, directly outside of the new
MELVYN JAY KUSHNER LIBRARY.

6. A state-of-the-art classroom, the RICHARD
& SUE ANN MASSON POLICY CENTER is an
ideal venue for intern seminars, student 
programs, scholar lectures, and visiting 
dignitaries.

7. The JAMES M. KILTS CAFETERIA, located 
on the third floor, provides a light and wel-
coming atmosphere for Cato staff to contin-
ue substantive policy discussions over lunch.

8. The MELVYN JAY KUSHNER LIBRARY
houses a wealth of essential resources 
on economics, philosophy, and history, 
including the Roy A. Childs Jr. Collection.

The Ken & Frayda Levy Liberty Garden
on the building’s new 7th floor.

3. 

4. 

5. 

6. 

7. 

8. 



That vision, of course, faced major set-
backs in both countries in the 20th centu-
ry. In some cases Canada resisted the rising
tide of big government longer than the
United States. The United States was the
first to establish a central bank, an income
tax, a capital gains tax, and a number of
social welfare programs. Until the 1960s,
government spending relative to the size of
the economy was about the same in the
two countries. 

Unfortunately, Canada veered sharply
left in the late 1960s, beginning a 16-year
spending binge and expansion of the wel-
fare state. The Canadian leader during
most of that time was Pierre Trudeau, who
was a brilliant man but favored left-wing
economic policies. He expanded programs,
raised taxes, nationalized businesses, and
imposed barriers to international invest-
ment. Canada also suffered from high infla-
tion during the 1970s and early 1980s.

Trudeau’s socialist grip on public policy
began to weaken in the 1980s. The policies
of Ronald Reagan and Margaret Thatcher
were ascendant, and globalization was put-
ting pressure on Canada to make reforms.
In the mid-1980s, the Canadian central bank
adopted a goal of price stability, which great-
ly reduced inflation and has kept it low and
stable ever since. And following U.S. tax
reforms in 1986, Canada enacted its own
income tax cuts under Progressive Conser-
vative prime minister Brian Mulroney.

Thatcher’s privatization revolution also
inspired reforms in Canada. The govern-
ment privatized Air Canada in 1988, Petro-
Canada in 1991, and Canadian National
Railways in 1995. All in all, Canada priva-
tized about two dozen “crown corpora-
tions” in the late 1980s and early 1990s. In
1996 it even privatized the air traffic con-
trol system, which provides a good model
for possible U.S. reforms. Privatization
reduced government debt and helped spur
economic growth by creating a more dynam-
ic industrial structure.

The other major reform of the late-1980s
was the free trade agreement with the Unit-
ed States. The debate over the 1988 agree-
ment was a titanic political struggle in

Canada. But in the years following passage,
the success of the agreement has been a
powerful force in reorienting Canada toward
market-based policies. 

SPENDING REFORMS OF THE 1990S
Canada was starting to move in the right

direction, but rising government spending
and debt were undermining growth and
creating financial instability. By the early
1990s combined federal, provincial, and
local spending peaked at more than half of
gross domestic product (GDP). In the 1993
elections, Prime Minister Jean Chretien’s
Liberals gained power promising fiscal
restraint, but this was the party of Trudeau,
and so major reforms seemed unlikely. 

In the first Liberal budget in 1994, Finance
Minister Paul Martin provided some mod-
est spending restraint. But in his second
budget in 1995, he began serious cutting.
In just two years, total noninterest spend-

ing fell by 10 percent, which would be like
the U.S. Congress chopping $340 billion
from this year’s noninterest federal spend-
ing of $3.4 trillion. When U.S. policymak-
ers talk about “cutting” spending, they
usually mean reducing spending growth
rates, but the Canadians actually spent less
when they reformed their budget in the
1990s.

The Canadian government cut defense,
unemployment insurance, transportation,
business subsidies, aid to provincial gov-
ernments, and many other items. After the
first two years of cuts, the government held
spending growth to about 2 percent for the
next three years. With this restraint, federal
spending as a share of GDP plunged from
22 percent in 1995 to 17 percent by 2000.
The spending share kept falling during the
2000s to reach 15 percent by 2006, which
was the lowest level since the 1940s. 

The nearby chart contrasts the fall of
federal spending in Canada since the 1990s
with the rise of federal spending in the
United States. In recent years, spending
spiked upward in both countries because
of the recession, but while U.S. spending
remains at elevated levels, Canadian spend-
ing is now back down to 15.9 percent of
GDP and is expected to fall further in the
government’s current forecast.

The spending reforms of the 1990s al-
lowed the Canadian federal government to

“Canada veered 
sharply left in 
the late 1960s, 

beginning a 16-year 
spending binge 
and expansion of 
the welfare state.”

Continued from page 1
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balance its budget every year between 1998
and 2008. The government’s debt plunged
from 68 percent of GDP in 1995 to just 34
percent today. In the United States federal
debt held by the public fell during the 1990s,
reaching a low of 33 percent of GDP in
2001, but debt has soared since then to
reach more than 70 percent today. 

Data from the Organization for Eco-
nomic Cooperation and Development show
that total federal, provincial, and local gov-
ernment spending in Canada plunged from
a peak of 53 percent of GDP in 1992 to just
39 percent by the mid-1990s. In 2012, spend-
ing will be 42 percent of GDP, which com-
pares to total government spending in the
United States of 41 percent. Government
spending in both countries is too high, but
Canada has at least been moving in the
right direction on fiscal reforms.

Aside from budget cuts, Canada improved
its fiscal outlook by fixing the Canada Pen-
sion Plan, which is like our Social Security
system. In 1998 Canada began moving the
CPP from a pay-as-you-go structure to a
partially funded system. Today the CPP is
solvent over the foreseeable future, which
contrasts with Social Security’s huge unfund-
ed obligations. Note, however, that Canada
supplements the CPP with additional retire-
ment subsidies out of general tax receipts.

Canada’s fiscal reforms undermine the
Keynesian notion that cutting government
spending harms economic growth. Cana-
da’s cuts were coincident with the begin-
ning of a 15-year boom that only ended
when the United States dragged Canada
into recession in 2009. The Canadian unem-
ployment rate plunged from more than 11
percent in the early 1990s to less than 7
percent by the end of that decade as the
government shrank in size. After the 2009
recession, Canada has resumed solid growth
and its unemployment rate today is about
a percentage point lower than the U.S. rate. 

Another lesson from Canada is that the
rise of groups outside of the major political
parties can pressure governments to make
reforms. Canada’s version of the Tea Party
was the Reform Party, which arose in the
early 1990s and pushed the major parties
to support spending cuts, tax cuts, decen-

tralization, and parliamentary reforms.
The Reform Party elected numerous mem-
bers to parliament in 1993, and it became
the main opposition party in parliament in
1997. In the 2000s, the party went through
structural changes and ultimately merged
with the Progressive Conservatives to become
the Conservative Party of current Canadi-
an prime minister Stephen Harper. 

TAX REFORMS OF THE 2000S
As the new millennium dawned, a 

slimmed-down Canadian government under
the Liberals enjoyed large budget surpluses
and pursued an array of tax cuts. The Con-
servatives continued cutting after they
assumed power in 2006. During the 2000s
the top capital gains tax rate was cut to
14.5 percent, special “capital taxes” on busi-
nesses were mainly abolished, income taxes
were trimmed, and income tax brackets
were fully indexed for inflation. Another
reform was the creation of Tax-Free Sav-
ings Accounts, which are like Roth IRAs in
the United States, except more flexible.

The most dramatic cuts were to corpo-
rate taxes. The federal corporate tax rate
was cut from 29 percent in 2000 to 15 per-
cent in 2012. Most provinces also trimmed
their corporate taxes, so that the overall
average rate in Canada is just 27 percent
today. By contrast, the average U.S. federal-
state rate is 40 percent. 

U.S. policymakers are currently consid-
ering a corporate tax cut, but they are con-
cerned that the government may lose rev-
enues. But Canadian experience shows that
governments don’t lose money when they
cut high corporate tax rates. That’s because

rate cuts induce an expansion in the tax
base as economic activity increases and tax
avoidance decreases. 

Canada’s federal corporate tax rate has
been cut from 38 percent in the early 1980s
to just 15 percent today. Despite the much
lower rate, tax revenues have not declined.
Indeed, corporate tax revenues averaged
2.1 percent of GDP during the 1980s and a
slightly higher 2.3 percent during the 2000s. 

Now compare Canada with the United
States. In 2012, Canada is expecting to col-
lect 1.9 percent of GDP in federal corporate
income taxes with a 15 percent corporate
tax rate. The United States is expecting to
collect 1.6 percent of GDP at a 35 percent
corporate tax rate. Thus, the high U.S. rate
is not only bad for the economy, but it also
doesn’t help the government collect any
added revenue.

THE FEDERALISM ADVANTAGE
One of Canada’s strengths is that it is a

decentralized federation. The provinces
compete with each other over fiscal and
economic matters, and they have wide lati-
tude to pursue different policies. Federal-
ism has allowed for healthy policy diversity
in Canada, and it has promoted govern-
ment restraint. 

Government spending has become much
more centralized in the United States than
it has in Canada. In the United States, 71
percent of total government spending is
federal and 29 percent is state-local. In Cana-
da it’s the reverse—38 percent is federal and
62 percent is provincial-local.

The federalism difference between the
countries is striking with regards to K-12
education. While federal control over U.S.
schools has increased in recent decades,
Canada has no federal department of edu-
cation. School funding is left to the provinces,
which seems to work: Canadian school kids
routinely score higher on international
comparison tests than do U.S. kids.

The countries also differ with regards to
the amount of top-down control exerted on
subnational governments through federal
aid programs. The United States has a com-
plex array of more than 1,000 aid-to-state
programs for such things as highways and

“The spending 
reforms of the

1990s allowed the
Canadian federal 
government to 

balance its budget
every year between
1998 and 2008.”
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education. Each of these aid programs comes
with a pile of regulations that micromanage
state and local affairs.
By contrast, Canada mainly has just three

large aid programs for provincial govern-
ments, and they are structured as fixed block
grants. It is true, however, that one of these
grants helps to fund the universal health
care system, which is a big exception to the
country’s generally decentralized policy
approach. Nonetheless, having just a few
large block grants is superior to the U.S. sys-
tem of a vast number of grants, each with
separate rules and regulations. 
A final federalism advantage in Canada

is that provincial and local taxes are not
deductible on federal individual tax returns.
That structure promotes vigorous tax com-
petition between the provinces. In the Unit-
ed States, state and local income and prop-
erty taxes are deductible on federal income
tax returns, which has the effect of blunting
competition by essentially subsidizing high-
tax states and cities.

MORE REFORMS NEEDED
While Canada has made a great deal of

progress, it still has a large welfare state.
One problem is the huge government-run
health care system. Health care spending is
soaring, and wait times for medical proce-
dures are a serious problem. 
Another problem is the large deficit spend-

ing in some of the provinces. Unlike U.S.
states, Canadian provinces can freely bor-
row and spend without having to balance
their budgets each year. During the 1990s

many provinces trimmed their budgets and
enacted reforms such as cutting welfare.
Spending as a share of GDP fell. But over
the past decade spending has risen again.
Ontario, for example, has a spendthrift pre-
mier who has driven the provincial debt up
to 37 percent of provincial GDP. 
Canada’s structure of high individual

income tax rates is another weakness. The
top federal-provincial rate is 46 percent,
according to the Organization for Eco-
nomic Cooperation and Development.
That is higher than the top U.S. federal-
state rate of 42 percent, although the U.S.
rate would exceed Canada’s next year under
President Obama’s proposals. Either way,
the top rates in both countries are too high.
Higher rates penalize the most productive
people in the economy, who respond by
working and investing less, which in turn
stunts overall growth.

Canada is thus far from being a free-
market nirvana. However, its reforms have
been impressive and its economy has grown
strongly. Its score on “economic freedom”
in the Fraser Institute’s Economic Freedom of
the World report is now higher than the score
for the United States.
All this raises a question: Why can’t U.S.

policymakers make major fiscal reforms
like the Canadians have? One answer is that
the U.S. governing structure—with its sepa-
rated powers—makes rapid policy change
more difficult than does the Canadian par-
liamentary system. 
A more important factor, however, has

been that the Democrats in the United States
have moved so far to the left on economic
issues that it makes the type of pro-market
reforms Canada enacted very difficult to
achieve. Many of the Canadian reforms were
enacted by a Liberal Party that moved from
the political left to the center. At the same
time, the rising Reform Party essentially dis-
placed the old Progressive Conservative Par-
ty, which had moved too far to the left. Vot-
ers did their part by supporting the reform-
minded parties at the ballot box. 
In 2010, American voters demanded

cuts to government spending and debt.
Some members of Congress are heeding
the call and introducing plans to restruc-
ture entitlements and terminate programs.
However, most policymakers are still resist-
ing the major spending cuts, privatization,
and other Canadian-style reforms that we
need to avert a fiscal crisis and restore strong
economic growth to the United States. n

“While Canada 
has made a great 
deal of progress, 
it still has a large 
welfare state. Health
care spending is 
soaring, and wait 
times for medical 
procedures are a 
serious problem. ”
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STEVE FORBES: We all know, even though the
economy is doing better this year, that we
are still witnessing a punk performance. It’s
like being on a superhighway and getting
the automobile to go from 20 miles an hour
to 40. It should be going 70 or 75—and,
when no one is looking, 125. But something
is inhibiting us.  I’d like to take a few
moments to touch upon the major head-
winds that are pushing us back, at a time
when we should be moving forward rapidly.

The first, of course, is monetary policy—
possibly the most boring subject in the
world. The best way to think about mone-
tary policy is to continue the above
metaphor. Let’s say you have an automobile,
a magnificent vehicle in its own right. If you
don’t have sufficient fuel for that car, you’ll
stall.  With too much fuel, you’ll flood the
engine. Only with the right amount do you
have the chance to move forward.

The same is true of an economy, even one
that has all of the basic strengths. If you
don’t supply enough money to meet the
organic needs of the marketplace, you’ll
stall. If you print too much money, you get
the economic equivalent of a flooded
engine. The Federal Reserve has been on a
bender recently, printing excess money ever
since the early part of the last decade. We
never would have had a housing bubble if
the Fed had not provided the juice for it.

Money, of course, is not created by gov-

ernment. It is generated by individuals who
make transactions in the marketplace.
Money is simply a facilitator of those transac-
tions. Before money, we had to barter—which
means that if I wanted to sell an ad in Forbes,
I might have to accept a herd of goats as pay-
ment. If I then wanted to turn around and
purchase iPads for our writers, I’d have to be
prepared for the Apple storeowner to
demand sheep rather than goats, which
would then take me to a sheep herder, who
may prefer red wine to my white wine . . . . and
so on. Simply put, commerce becomes cum-
bersome. With money, however, it’s much
easier to create capital, invest in the future,
and bring that future into the present.

The key, however, is that money has to
be stable in value, like ounces in a pound or
inches in a foot. Can you imagine what
would happen if Washington did to the
hour what it does to the dollar? Sixty min-
utes in an hour one day, 42 minutes the
next, 77 the following . . . you would soon
need hedges, derivatives, and futures to fig-
ure out how many hours you’re working. If
you hire someone for $15 an hour, you’d
have to specify if that’s a New York hour,
an Illinois hour, or a Bangladesh hour. The
key is simplicity.

The way to do this is to re-link the dollar
to gold. For all its imperfections, the ques-
tion is: What works better, gold or politi-
cians? Without a stable currency measure,

people invest in existing hard assets—which
results in capital flight from this country
because people are not willing to take risks.
Equity prices are supposed to reflect the
present value of discounted future income
flows. But if you don’t know what the
income flows are denominated in, that
depresses values today. Stability works. Make
money a fixed measure of value. Period.

Another headwind that has been holding
us back, which Cato has been at the forefront
of, is taxes. What the mandarins in
Washington don’t understand is that taxes
are a price and a burden. A tax on income is
the price you pay for working. A tax on capi-
tal gains is the price you pay for taking risks.
A tax on profits is the price you pay for suc-
cess. And the idea is a simple one: when you
lower the price of good things like productive
work, risk taking, and success, you get more
of them. When you raise the price, you get
less. Yet the political class keeps trying to raise
taxes to solve their own spending problem.

The current tax code, though, goes way
beyond raising revenue. It is ultimately a
source of power and manipulation, and the
biggest source of lobbying in Washington.
Last year, we spent 6.5 billion hours filling
out tax forms—the equivalent of three mil-
lion full-time jobs. The code has been
changed more than 14,000 times since
1986 and, no matter what your faith, it is
beyond redemption. The only thing to do
with this monster is drive a stake through
its heart, bury it, and hope it never rises. We
need to start all over.

I am personally in favor of a flat tax: a sin-
gle rate, with generous exemptions for adults
and children, and no federal income tax on
the first $46,000 for a family of four. Beyond
that, the rate should be 17 percent with no
taxes on savings or death. We should be able
to leave this world unmolested by the IRS—
or, as the Founders would say, no taxation
without respiration. The same rules should
apply on the corporate side. If you do that,
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The Cato Institute is committed to holding seminars throughout the
country each year, on the basic premise that important questions of
policy and governance should not be confined to Washington. At the

Policy Perspectives 2012 event in New York City in March, Steve Forbes, chairman
and editor-in-chief of Forbes Media, focused on the economic headwinds hold-
ing the country back. The true source of prosperity, he said, is the free market—
and these barriers are standing in the way. Mary Anastasia O’Grady, an editorial
board member of the Wall Street Journal, detailed the intellectual roots of under-
development in Latin America—and, more importantly, the lessons they hold for
economic growth in the United States.

Threats to Prosperity 
in North and South America
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the dollar is as good as gold.
The next barrier to growth, not surpris-

ingly, is spending. Of course, it’s not just
that public spending is wasteful. It’s ulti-
mately a source of power. What the govern-
ment does is, it takes resources from you,
puts it through the sausage factory, takes a
cut, and then spits it out to politically
anointed recipients. That’s not stimulus; it’s
stagnation. One reason the current presi-
dent doesn’t like achieving real reductions
in spending is because he knows, given his
background, that it is a source of power.
The more resources you control, the more
power you have at the center. John Maynard
Keynes, after all, said it doesn’t matter
whether you dig a hole and fill it up again—
it doesn’t matter where the money goes— as
long as you have that power. It’s about
power, which is why they love it when the
government goes from 20 percent of GDP
to 25 percent. The more the better.
Regulations are another form of taxa-

tion, a burden on the economy. The cost of
complying with regulations each year in
this country is $1.75 trillion. The regulatory
state, in other words, is bigger than every
economy in the world except for the top
three or four. We do that to ourselves with
regulations. 
James Madison, the father of the

Constitution, wrote in Federalist 51: “If men
were angels, no government would be nec-
essary. If angels were to govern men, neither
external nor internal controls on govern-
ment would be necessary.” We need sensible
rules for the road. We need speed limits in
school zones, for instance—but this is very
different from the government telling you
what, where, and when to drive.
C. Northcote Parkinson was a British

naval historian and author of the bestseller
Parkinson’s Law. Back in the 1920s, he
noticed that the British Navy was sharply
downsized after World War I, when they
thought they weren’t going to have any
more wars to fight. They had far fewer
ships, far fewer crews, and far fewer dock
workers. But what Parkinson noticed in
particular was that the Admiralty, which
ran the navy, was bigger than it was when
the war ended! And he concluded that
organizations grow—like weeds—until

somebody stops them, no matter what may
be the work at hand. 
The same is true of all organizations.

They all, if you leave them alone, lose sight
of why they were originally created. But pri-
vate markets serve as a check on this ten-

dency. If you expand to fill the allotted time,
without meeting the needs and wants of the
market, you fail. Why, then, is the FDA still
testing based on a model from 60 years
ago—a period during which there have been
countless major advances in medicine?
Why are they letting countless cancer
patients lead shortened lives by refusing to
approve medications? It’s a power play, in a
sea of cumbersome rules, with no incentive
to streamline the process.
Ronald Reagan was right. He said that if

you want to change minds in Washington,
the best way to do it is through the heat of
public opinion. It is not enough to have a
change at the top and get a few new faces on
Capitol Hill. Ideas matter—and we need to
make the case that free enterprise works.

Markets create social trust. Government
destroys it. In the real world, even if you lust
for money, you don’t get it unless you pro-
vide for others—and, without you knowing
it, that creates circles of cooperation.
Markets force you to look toward the
future. That’s what the Cato Institute
understands, and that’s the mentality that
we must encourage to get others to under-
stand as well.

MARY ANASTASIA O’GRADY: Many of you are
no doubt wondering what Latin America
could possibly teach the United States—
what with our muscular Constitution,
open markets, limits on federal power, and
independent central bank. (No snickering,
please.) I was once like you. But, in the last
few years, I have seen a number of frighten-
ing parallels between this country and our
neighbors to the south. To be clear, those
parallels did not begin with this president,
but they have certainly become more pro-
nounced under the current administration.
The fashionable explanation for Latin

American underdevelopment blames cor-
ruption, lack of education, poor infrastruc-
ture, and—my personal favorite—a shortage
of money. But these things are symptoms of
bad policies, which I sum up as the Three
Ps of poverty: populism, protectionism,
and prohibition. Our challenges are, how
do we keep politicians from turning us into
government dependents? How do we keep
markets open? How do we change drug
laws in a way that prevents organized crime
from replacing democratic institutions? 
Yet, I’m increasingly convinced that, just

as corruption and poor infrastructure are
byproducts of the Three Ps, so are the
Three Ps byproducts of something else.
The source of our economic troubles—in
both Latin America and here—is, I believe,
much more fundamental.
Consider two simple observations. First,

to borrow a fundamental principle of the
Cato Institute, ideas matter. To be more spe-
cific, those ideas that prevail in society as
legitimate are what matter. And second,
without entrepreneurship, it is impossible
for a society to achieve prosperity.
Looking beyond the immediate policy

challenges in Latin America, it becomes clear

P O L I C Y  F O R U M

Steve Forbes

“Re-link the 
dollar to gold. For 

all its imperfections
the question is: What

works better, gold 
or politicians?”



that it is the ideas of academia—and of intel-
lectuals more broadly—that have played the
most important role in undermining the
entrepreneurial spirit in Latin American
over the past century. Ideas that are hostile
to entrepreneurship are not only part of the
popular culture, they are embedded in the
basic institutions of these countries. 

At their core, these ideas hold that prof-
its are morally suspect and private property
is not justified, and it is these ideas that
strike directly at the heart of prosperity for
hundreds of millions of Latin Americans. 

How did this happen? As John Maynard
Keynes wrote, “The ideas of economists and
political philosophers, both when they are
right and when they are wrong, are more
powerful than is commonly understood.
Indeed the world is ruled by little else.
Practical men who believe themselves to be
quite exempt from any intellectual influence
are usually the slaves of some defunct econ-
omist. Madmen in authority”—we won’t
mention names—“who hear voices in the air
are distilling their frenzy from some aca-
demic scribbler of a few years back. I am sure
that the power of vested interests is vastly
exaggerated compared with the gradual
encroachment of ideas.” This is a truism
that Latin Americans did not understand
until it was too late—and it is how we too will
lose if we don’t emphasize the moral case for
the market. Latin Americans, of course, have
no problem being entrepreneurial.
Immigrants to the United States have a long
history of starting their own businesses once
they’ve landed. So why don’t they display
these same skills at home? I submit to you
that it is because the dominant ideas in the
region over the last century have been hos-
tile to entrepreneurship. 

In a new book entitled Redeemers: Ideas
and Power in Latin America, the Mexican his-
torian Enrique Krauze profiles 12 individu-
als who he believes represent the major
political ideas in the region from the mid-
dle of the 19th century through the 20th.
He starts with José Martí and ends with
Hugo Chávez—and along the way he
includes profiles on Eva Perón, Che
Guevara, Octavio Paz, Gabriel Garcia
Márquez, and Bishop Samuel Ruiz, among
others. These individuals, Krauze argues,

were the ones who sowed the dominant
political ideas over that time period. And
those ideas focused on hostility toward
individualism. Collectivism, economic
equality, and the socialization of risk were
the chosen themes of political philosophy—

and it was the dissemination of these ideas
that molded the norms and values of their
respective countries. Not one name listed
here, by the way, is an entrepreneur. I should
add that Krauze also includes Mario Vargas
Llosa in the group. He is not a collectivist
but he is the exception to the rule.  

The power of ideas was well understood
among intellectuals on the left throughout
the 20th century. They made it their busi-
ness to get control of academia, and they
succeeded. Take for example Venezuela,
where the left got total control of the uni-
versities, and in the classroom a new narra-

tive emerged. It gave the moral high ground
to the state and denounced the market as
immoral. Venezuela is reaping the fruits of
that indoctrination today. Millions of Latin
American students around the region have
been marinated in that same stew. This
view—that government redistribution is the
source of justice and the market is greedy
and wrought with failure—has had a pro-
found effect on the political and economic
climate in the region. 

Today, the ideas of Che Guevara and Eva
Perón have been discredited. Modern social-
ists—those who reject communism and fas-
cism but favor some other form of collec-
tivism—do not attack private enterprise
head on. That would be suicidal because the
market has created so much prosperity.
They therefore emphasize not the wealth of
nations, but the immorality of inequality.
This, for socialists, is the soft underbelly of
the market.

In societies where the morality of the
market is understood, vigorously defended,
and imparted to young minds, the ethics of
collectivism doesn’t do very well. But Latin
America shows what can happen when the
market is not defended. Even in a society
that has made economic gains by adopting
free-market policies, if the population is not
convinced of the legitimacy of the market, it
will attempt to destroy what it has achieved.

Take Chile, where since last year stu-
dents have been running wild in the streets,
making all kinds of demands from their
government, and accusing those who don’t
give in of immorality. The tragedy is that
the country’s establishment—including the
president—has not been able to put up a
strong defense. This is in Chile, the one
place in the region that actually reduced
poverty significantly. We should be thank-
ful for scholars like José Piñera for carrying
the torch of liberty in Chile. But the fact
remains that while Chileans are beneficiar-
ies of the market system, they don’t seem
convinced of the morality of private proper-
ty—and of differing outcomes.

Outside of Chile, things are even worse.
In most of the region, the idea that equality is
the highest goal was handed down from the
ivory towers and enshrined in the constitu-
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n September 1993 President Bill Clin-
ton stood before the nation and deliv-
ered a forceful call to arms. “This
health care system of ours is badly bro-

ken,” he declared, “and it is time to fix it.”
In a 53-minute diagnosis of the system’s
failings, the president unveiled his 
blueprint for a comprehensive reform
scheme—a plan that would eventually col-
lapse under its own weight. Looking back
on the failure of Hillarycare, President
Clinton complained bitterly in a 1994
interview that “well-funded think tanks
like the Cato Institute” had prevented him
from accomplishing his goals.

Two decades later, Cato remains on the
front lines of the battle against Obamacare—
fighting for a health care system that pre-
serves our commitment to free markets,
individual liberty, and limited government.

In late March the Supreme Court devot-
ed six hours over three days to the Patient
Protection and Affordable Care Act—the
longest time spent on oral arguments in
over 47 years. At the conceptual center of
this challenge was Randy Barnett, the Car-
mack Waterhouse Professor of Legal Theo-
ry at Georgetown University and a senior
fellow at the Cato Institute.

Referred to by the New York Times as the
“intellectual godfather” of the case against
Obamacare, Barnett argues that, at its core,
the challenge is not about health care.  It’s
about power. “The government has no
answer, either in press conferences or in
court, as to what the limits are on the law,”
he says. At a Cato Institute conference prior
to the high court proceedings, Barnett spec-
ified the four most salient reasons why Oba-
macare goes too far.

The first argument is that the law is
unprecedented. The federal government
has never required individuals to purchase
a product simply for being alive. There is
therefore no direct authority for that pow-
er. As senior fellow Ilya Shapiro wrote in a
special Preview issue from the American Bar
Association, the law has no historical paral-
lels “in its regulatory scope [or] its expan-
sion of federal authority over states and

individuals.” In short, Obamacare is with-
out precedent.

Second, Barnett argues that the law is
uncabined—meaning it is not subject to any
limits. How so? In “The Case against Presi-
dent Obama’s Health Care Reform: A
Primer for Nonlawyers,” Cato chairman
Robert A. Levy boiled down the legislation’s
constitutional complexities to one simple
point. “Essentially, the insurance mandate
is regulatory bootstrapping of the worst
sort. Congress forces someone to engage in
commerce, then proclaims that the activity
may be regulated,” Levy writes. “If Congress
can do that, it can prescribe all manner of
human conduct.”

Obamacare is also unnecessary. Con-
gress chose not to use its taxing and spend-
ing power in order to accomplish the goals
set out in the law for one simple reason.
“Rather than suffering the political liability
of raising taxes,” legal associate Trevor Bur-
rus wrote in U.S. News & World Report, Con-

gress forced individuals to cross-subsidize
each other. “It avoided the above-the-board
taxation and clear budgeting in order to
hide the true costs of the law,” Burrus con-
tinued.

Finally, the power that the federal gov-
ernment is trying to claim is dangerous. This
reform would change “the fundamental
relationship between government and the
people,” senior fellow Michael Tanner wrote
in the New York Post—ending our system of
enumerated, and thus limited, powers. As
such, it opens up the potential for political
abuse in the future. “This mandate may
seem innocuous now,” Barnett explained,
“but the next one doesn’t have to be.”

Using these arguments as ammunition,
Barnett has had a palpable impact on the
debate. He “has helped drive the question of
the health care law’s constitutionality from
the fringes of academia into the mainstream
of American legal debate and right onto the
agenda of the United States Supreme
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“Right at the beginning, and right in the end”

The Long Road In Search of a Health Care Cure

Senior Fellow and Georgetown University professor RANDY BARNETT laid out the four most salient arguments
against Obamacare’s constitutionality at a Cato Institute conference just prior to the Supreme Court proceed-
ings in March. Cato scholars have long developed both legal arguments against federal overreach and critical
analyses of government-run health care, such as Patient Power. 
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Court,” according to a front page profile in
the Times on the first day of oral arguments.

Cato has long maintained a principled
libertarian stance on this issue. We released
multiple editions of Patient Power in 1992,
1993, and 1994, an alternative to Clinton’s
health plan that argued for Medical Sav-
ings Accounts. We’ve held annual state
health policy summits throughout the
country since 2007, highlighting the best
ways to restore responsibility to individu-
als through state-based initiatives. And
we’ve most recently filed 10 amicus briefs
challenging the constitutionality of Oba-
macare, opposing in particular the breath-
taking assertions of power under the indi-
vidual mandate.

In a recent article in Forbes, health care
consultant Avik Roy highlighted the com-
plex origins of the mandate. “Today, there
is near-unanimity on the right that the
mandate is an egregious violation of indi-
vidual liberty,” he wrote. “But liberal critics
are right to point out that that wasn’t
always true.” Roy went on to trace the “tor-
tuous history” of conservative support for
the mandate—but noted that these ideo-
logical inconsistencies were by no means
absolute. 

“As is often the case,” he wrote, “it was
the libertarians at the Cato Institute and
the Wall Street Journal who were right at the
beginning, and right in the end.” n

T he Spring 2012 issue of Regulation is dedicated to the late William A. Niskanen, distinguished senior
economist and chairman emeritus of the Cato Institute, whom Lawrence H. Summers once addressed as
“the most honest man in Washington.” There is no way to briefly summarize Bill’s contributions to public

policy. Instead, the issue offers testimonials from his colleagues and friends—including a tribute from Jerry L.
Jordan, an interview with Susan E. Dudley, and a remembrance from William F. Hederman, one of Bill’s first stu-
dents at Berkeley.

Elsewhere, Andrew A. Schwarz argues that the federal Credit CARD Act is a setback for the rights of young
people, and W. Kip Viscusi examines the adverse consequences of product liability. In addition, M. Todd
Henderson and Frederick Tung ask whether regulators should receive a bonus for effectively guarding the public
interest.

The issue concludes with a final word from Marni Soupcoff on the ban of handheld car phones, as well as
reviews of books on the use of criminal law in corporate conduct, the economics of eminent domain, and the
impact of liberal media bias.

Regulation is available by subscription or online at www.cato.org/regulation.

“To the Most Honest Man in Washington”

ABOVE: MICHAEL CANNON (at podium), director of health policy studies at the Cato Institute, discussed the
policy implications of the individual mandate at a Cato Institute conference on March 23. He was joined by
(from left) RANDY BARNETT, ILYA SHAPIRO of the Cato Institute, and ELIZABETH WYDRA of the Constitutional
Accountability Center.  BELOW:When oral arguments began three days later, protesters outside the Supreme
Court challenged the law’s unprecedented nature by holding up their copies of Cato’s pocket Constitution.
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FEBRUARY 6: Cato Institute Policy
Perspectives 2012 (Naples, Florida)

FEBRUARY 16: Tea Party Patriots: The
Second American Revolution

FEBRUARY 21: European
Integration: What’s Gone Wrong?

FEBRUARY 23–26: 24th Annual
Benefactor Summit

FEBRUARY 27: Cato City Seminar
(Palm Beach) 

FEBRUARY 27: President Obama’s
2013 Budget

FEBRUARY 28: Cato Club Naples:
The Tea Party, the Constitution,
and the 2012 Elections

MARCH 1: A Landmark Legal
Challenge

MARCH 14: Still a Better Deal:
Private Investment vs. Social
Security

MARCH 16: Cato Institute Policy
Perspectives 2012 (New York City)

MARCH 16: Flagrant Conduct: The
Story of Lawrence v. Texas

MARCH 19: Internet Taxation:
Should States Be Allowed to 
Tax outside Their Borders?

MARCH 21: Cato Club Naples:
“Inflation or Stagnation? When
and Why” and “The Case for 
Fossil Fuels”

MARCH 22: Cato City Seminar
(Palm Beach)

MARCH 23: Obamacare in the
Supreme Court

MARCH 23: Cybersecurity: Will
Federal Regulation Help?

MARCH 28: The People’s Money: 
How Voters Will Balance the 
Budget and Eliminate the Federal 
Debt

MARCH 29: Knowledge and
Coordination: A Liberal Interpretation

MARCH 30: U.S. Policy toward 
Iran: The Prospects for Success—
and for Failure

Audio and video for all Cato events dating back to
1999, and many events before that, can be found on
the Cato Institute website at www.cato.org/events. You
can also find write-ups of Cato events in Ed Crane’s
bimonthly memo for Cato Sponsors.
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September 27–30, 2012
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October 26, 2012
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POLICY CONFERENCE
Washington l Cato Institute
November 15, 2012
Speakers include Vernon L. Smith, 
Thomas Hoenig, Charles Plosser,
Lawrence H. White, George S. Tavlas,
Allan H. Meltzer, and John B. Taylor.

CATO INSTITUTE POLICY
PERSPECTIVES 2012
Chicago l The Drake
November 28, 2012

25TH ANNUAL BENEFACTOR
SUMMIT
Scottsdale, AZ l Four Seasons Resort
February 21–24, 2013
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T
he conventional narrative surround-
ing the subprime lending debacle rests
upon the fundamentals of mass psy-
chology: both borrower and lender

behavior was irrational, the wisdom goes,
which in aggregate caused the catastrophe
to spread globally. But in “What Made the
Financial Crisis Systemic?” (Policy Analy-
sis no. 693), economists Patric H. Hender-
shott and Kevin Villani dispute this explana-
tion. “Virtually all of the behavior that creat-
ed the subprime lending debacle,” they write,
“can be explained by incentive distortions.”
The authors begin by tracing the “unique
historical evolution of public intervention”
in U.S. markets, beginning with the early ori-
gins of federal regulation, the development
of government-sponsored enterprise
(GSEs), and “the subsequent expansion of
U.S. secondary markets in housing finance.”
They show how “moral hazard created by
the SEC and deposit insurance further
undermined mortgage market discipline in
the 1990s.” Hendershott and Villani go on
to describe the origins and development of

the subprime lending bubble, noting in par-
ticular how mission regulation “ended up
competing with and ultimately undermin-
ing prudential regulation.”  The authors
conclude by offering the policy implications
of their argument and the resulting recom-
mendations, zeroing in on the more general
problem that “federal regulators did not
understand and mitigate systemic risk.” In
the end, “it wasn’t the lack of regulatory
authority, but rather its pervasiveness and
widespread failure, that not only allowed but
caused the subprime lending debacle.”

Funding Erosion in Pension Plans
“Pension and health care benefits provided
to state and local government employees are
considerably broader in coverage and more
generous compared with those for private
sector employees,” Cato senior fellow
Jagadeesh Gokhale writes. In “State and
Local Pension Plans: Funding Status,
Asset Management, and a Look Ahead,”
Gokhale offers a detailed description of the
recent funding erosion that has occurred in

these plans over the last decade. Controlling
for the declines in pension plan asset values
during the latest recession, he asks whether
blame for this funding condition belongs to

insufficient contri-
butions—on the part
of either employers
or employees. He
finds that some of
the blame can be
assigned to inade-
quate contributions
overall. “The results
suggest that pension

authorities in small-government states
exhibit greater fiscal responsibility in fund-
ing employee pensions and the generally
well-off states with fewer federal dollars in
total state spending make more timely and
adequate contributions,” he writes. Gokhale
notes furthermore that pension plans are
operated by government entities that are
unlikely to be shut down—and as such
argues that it is worth examining how their
funding conditions would change if future

Incentive Matters: Systemic Risk in the Financial Crisis
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benefits are taken into account. While he
finds that total state and local liabilities
would be much larger, only some states
would continue to struggle to improve their
poor funding conditions, while others
would likely improve over time. In the end
Gokhale concludes that a significant por-
tion of the deterioration happened in states
with initially well-funded plans. “Much of
the blame for this must be placed on the
illogical accounting standards set by the
Governmental Accounting Standards
Board,” he writes.

Social Security: Privatize It
The recent volatility of capital markets has
reinforced the widespread argument that
private investment in personal retirement
accounts is unacceptably risky. “I’d have
thought, after being reminded how quickly
the stock market can tumble . . . that no one
would want to place bets with Social
Security on Wall Street,” President Obama
has said. But in “Still a Better Deal: Private
Investment vs. Social Security” (Policy
Analysis no. 692), senior fellow Michael
Tanner provides substantial evidence that,
in the long term, private capital investments
are “a remarkably safe bet.” After running
through several different hypothetical
investment scenarios, Tanner finds that—in
each instance—a worker would have

received higher monthly benefits from pri-
vate investment.

“In fact, even in the worst-case scenario, a
low-wage worker who invests entirely in
bonds, the worker does no worse than
under Social Security,” he writes. Ultimately,

the debate comes
down to a question
of risk. By its nature,
Tanner notes, private
capital investment
will always contain a
degree of uncertain-
ty. Yet the current sys-
tem is facing a $21
trillion shortfall in

the future. As such, allowing workers to
invest in a system of personal accounts
involves “exchanging the political risks of an
underfunded Social Security system for the
market risks of private investment.” Tanner
concludes that the choice is clear. According
to the numbers, “the vast majority of
younger workers would be better off switch-
ing to such a system.”

Mortgage Finance and the FHA
The government-sponsored enterprises
Fannie Mae and Freddie Mac—along with
many private subprime lenders—played the
starring roles in the recent mortgage melt-
down. But there were a number of support-

ing parts as well. In “Fixing Mortgage
Finance: What to Do with the Federal
Housing Administration?” (Briefing
Paper no. 123), Mark Calabria, director of
financial regulation studies at the Cato
Institute, focuses on the most prominent.
The Federal Housing Administration
(FHA)—an agency tasked with insuring
lenders against the risk of borrower
default—was “one of the largest sources of
credit for subprime borrowers.” Calabria
delves into the history of the FHA, “which
has been one of an almost constant reduc-
tion in standards, usually as an excuse to
‘restart’ the housing market.” The recent
bust, he notes, has been similarly character-
ized by “governmental attempts to restart
the bubble by transferring massive amounts
of risk to the taxpayer”—and doing so at a
great cost. The main problem with the FHA
is that small changes in its portfolio can
result in significant losses, potentially cost-
ing taxpayers more than the bank bailouts of
the Troubled Asset Relief Program. Calabria
therefore advocates a step toward sounder
footing. The FHA should be scaled back
immediately, he writes—with an emphasis
on improving its credit quality—as a prelimi-
nary step toward terminating the agency in
full. “Only then can we hope to avoid leaving
the taxpayer holding the bag when the next
bubble inevitably bursts,” he concludes. n

tions themselves. Latin American constitu-
tions are hundreds of pages long. They have
objectives like guaranteed national develop-
ment, the eradication of poverty, and the pro-
tection of cultural heritage. The 1988
Brazilian constitution offers constitutional
rights for everything from health to educa-
tion. It guarantees minimum salaries, year-
end bonuses, and vacation pay. The section
dedicated to sports specifies that “the govern-
ment shall encourage leisure as a form of
social promotion.”

Of course, who can object when the goal
is to make the poor child more equal to the
wealthy entrepreneur? The problem with a
constitution that guarantees equality of
outcome is that it cannot protect individual

rights. It gives the government not only the
power, but the obligation to use coercion
toward that end. The fundamental problem
with Latin development is this lack of liber-
ty, which emanates from constitutional
mandates that intrude on every aspect of
human action.

What I’m describing originates with the
intellectual class, of course, but many of these
bad ideas in Latin America gained influence
because the business class supported them.
The 1961 Venezuelan constitution was, by
most accounts, a fairly sound document. But
factions, as James Madison would have called
them, began to pick it apart. The business
community played a key role.

Venezuelan journalist Carlos Ball
described the process like this: “Many in the

business community did not rebel against
the growing state intrusion because they saw
it was easier to convince one cabinet minister
than a market of consumers. I’ll never forget
watching Venezuelan businessmen cheering
the nationalization of foreign oil companies,
not realizing that the politicians would soon
come after them with more controls, regula-
tions, and taxes.”

The lesson is that when the state seizes
the moral high ground in matters of per-
sonal decisions, there is no end to the steps
that it will take to restrain liberty in the
name of social justice. Our neighbors to the
south have demonstrated it. You may think
this can’t happen in the United States of
America. Unfortunately, I am nowhere near
as convinced. n

Continued from page 11



IS THERE ANYTHING GRANHOLM DOESN’T
THINK IS A CRITICAL NATIONAL NEED?
[Mitt] Romney has a complicated rela-
tionship with federal funding. As the
head of the 2002 Salt Lake City Olympics,
he led an aggressive effort to win hun-
dreds of millions of dollars in federal aid
for the struggling Winter Games. As gov-
ernor of Massachusetts, Romney request-
ed millions in federal earmarks for state
transportation projects. . . . 
“It’s a classic example of Romney

hypocrisy,” said Jennifer Granholm (D),
a former governor of Michigan. “If you
would listen to him now, the federal gov-
ernment doesn’t have a role in spending
money on anything other than the mili-
tary. But when he was heading the
Olympic Games and when he was gover-
nor, of course he sought federal assis-
tance. Because there are things for which
the country has a critical national need.”
—Washington Post, February 17, 2012

CHÁVEZ REACHES INTO AN AGE-OLD BAG
OF SMEARS
President Hugo Chávez’s new opponent
in the October presidential elections . . .
Henrique Capriles, who on Sunday won
an overwhelming victory in an opposition
primary, was vilified in a campaign in
Venezuela’s state-run media, which insin-
uated he was, among other things, a
homosexual and a Zionist agent.
—Wall Street Journal, February 15, 2012

“The bourgeoisie have their candidate—
the candidate of the anti-fatherland, of
capitalism, of the Yankees. We are going to
thrash that bourgeoisie,” Chavez said.
—Reuters, February 15, 2012

HUNT IT DOWN AND KILL IT
A dangerous substance is perfectly legal
and available everywhere. It’s sold with-

out restriction to everyone, and it’s mar-
keted, with billions of dollars, to children
before they can even speak, let alone rea-
son. What choice do we have but to reg-
ulate it, just as we would—and do—regu-
late tobacco and alcohol and, for that
matter, firearms?
This is . . . precisely what government

is for: to protect us from the things from
which we cannot protect ourselves.
Sugar is not exactly an invading army,
but it can be thought of as a hostile force,
and the processed food industry has suc-
ceeded in getting us to eat way more of 
it than is good for us. Will power alone
isn’t enough to stop that: we need
national defense.
—Mark Bittman on Marketplace Radio,
March 1, 2012

THE CULTURE OF WASHINGTON
Some members of Congress send tax
dollars to companies, colleges and com-
munity groups where their spouses,
children and parents work as salaried
employees, lobbyists or board members,
according to an examination of federal
disclosure forms and local public
records by the Washington Post.
A U.S. senator from South Dakota

helped add millions to a Pentagon pro-
gram his wife evaluated as a contract
employee. A Washington congressman
boosted the budget of an environmental
group that his son ran as executive
director. A Texas congresswoman guid-
ed millions to a university where her
husband served as a vice president.
—Washington Post, February 7, 2012

In the “The Last Great Senate,” [Ira]
Shapiro depicts the end of the 1970s as
the conclusion to a golden era of mod-
ern American political history — a peri-
od where giants in both parties worked
together to produce sweeping legisla-
tive achievements. . . . 

Shapiro tells how in 1979, [Sen.
Thomas] Eagleton was chairman of the
District of Columbia subcommittee
and therefore a key player in deciding
whether the newly-created Washington-
area Metro system would receive the
needed federal funds to expand.
“His staff advised him that it would

be politically disastrous to find the
money for the Washington, D.C., Metro
at a time when federal funds for bus
service in St. Louis and Kansas City were
being slashed,” Shapiro writes. . . . 
Eagleton said he’d lend his staff

director to Mathias and Paul Sarbanes,
the other Maryland senator, and enlist
Michigan freshman Carl Levin to man-
age the bill. For public consumption,
Eagleton subsequently criticized Metro
as a “gold-plated subway system”. . .  But
with Eagleton’s behind-the-scenes sup-
port, the others senators on the com-
mittee passed the legislation and found
the money for Metro.
—Politico, March 27, 2012

HOME IS WHERE THE CONGRESSIONAL
DISTRICT IS
Tea party firebrand Rep. Allen West (R-
Fla.) announced Tuesday that he will
switch districts and run for reelection in
Florida’s new 18th district.
West’s 22nd district, which was already

Democratic-leaning, got even tougher
under a new GOP redistricting plan
released last week. The new district would
have gone about 57 percent for President
Obama in the 2008 presidential race.
But Rep. Tom Rooney’s (R-Fla.) deci-

sion earlier Tuesday to run in the open
and Republican-leaning 17th district
rather than the swing 18th freed West
up to make the switch to the neighbor-
ing district, which is just north of his
current district, which spans from West
Palm Beach to Fort Lauderdale.
—Washington Post, January 31, 2012
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