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Gilder vs Thurow:

The Great Productivity Debate

What follows is a debate between M.L.T. econo-
mist Lester Thurow and ICEPS Program Director
George Gilder The two met last Spring at the an-
nual meeting of the Council On Foundations to
discuss productivity and the future of economic
growth in the United States. Both Thurow, author
of The Zero-Sum Society, and Gilder author of
Wealth and Poverty, agree that our economy is
operating well below its potential and that our
competitive edge in the international market has
eroded. However they strongly disagree about
the cause of this economic decline and suggest
fundamentally different methods for treating it

Lester Thurow's views have changed consid-
erably since he served as George McGovern's
economic advisor in1972. In fact, he has recently
been collecting accolades from business groups
for his radical views on the corporate income tax
(he would eliminate it] and on the anti-trust divi-
sion of the Justice Department (he would disman-
tle it Nevertheless, the manipulative character
of Thurow’s national policy blueprint, and his
concomitant distrust of market forces, stands out
clearly when compared with Gilder’s faith in the
judgement and creative capacity of individuals
operating in an open market,

While there are several matters on which
Cilder and Thurow agree, their understanding of
the nature of economic activity is intrinsically
different. For instance, both men agree that Amer-
icans should save more of their income. However,
Thurow believes we are living in a “zerosum”
society, in which we can only increase savings by
decreasing consumption. He therefore suggests
we penalize consumption (through more taxa-
tion} in order to force people to save more, Gilder,
on the other hand, does not believe that taxes
designed to penalize consumption (i.e, value
added tax, gasoline consumption tax, etc.) are
necessary to increase savings. Instead, Gilder sug-
gests sharply reducing taxes on marginal income
which discourage saving. In addition, across the
board tax cuts, and a significant decrease in
government spending and regulation, would im-
prove the prospects for an expanding economy

and, thus, increase the real return on savings.
While Thurow would increase savings by penal-
izing consumption and expanding the govern.
ment’s role in the marketplace, Gilder would
merely encourage savings and decrease further
the manipulative power of the gavernment.
These contradicting views on the role of the
government in economic affairs made for an ex-
tremely thought-provoking debate. The quotes
which appear in a box on page five came from
each gentleman’s response to questions after
their presentations. e €1,

The Party’s Over

American productivity has gone
from boom to bust.
by Lester Thurow

The real standard of living in the average Amer-
ican household has gone up almost without in-
terruption since 1937. After 40 years of (reai)
rising standards of living, the average American
family hit 1979, In1979 and 1980 (and probably in
1981) the real standard of living of that family
went down, but not because of inflation; there
was inflation all along. The standard of living
went down because productivity started to fall
in 1978. And with failing productivity, our stand-

{Cantinued on page 2)
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ard of living had to go down because we were
producing less per hour of work. Think about the
sequence of numbers. From 1945 to 1965, Amer-
ican productivity grew a little bit more than
three percent a year. From 1965 to 1972, it grew a
little more than two percent a year. From1972 to
1977, it grew a little bit more than one percent a
vear, and in 1978-79 to 1980, it fell each year by
about half a percentage point. That means that
at the end of the year, the average American
worker is less efficient than she or he was at the
beginning of the year. It's not that productivity
has slowed down; it has fallen in the United
States and has been falling for three years.

Foreign Competition

The other fact of life that we now face is
that we live in a competitive world. The world of
1981 is different from the world of 1945 to 1965.
In that period of time, we were economically
and technologically superior to everybody. Now,
that world is gone forever. If you think of Ger-
many, France, and Japan together, they have
about the same number of people as the United
States. They're just as smart as we are. They
work a little harder than we do. And they may be
a little better organized than we are. Given that
sequence of events, it is not surprising that their
economies are performing better than ours.
They are not just performing better than we are
{with our growth at minus half a percentage
point a year that wouldn’'t be hard), but they are
performing better than we ever performed. The
tapanese productivity growth rate has averaged
7.5 percent a year since World War 1. That's ap-

proximately thirty years of back-to-back, 7.5 per-
cent productivity growth rates. In the United
States, there’s never been even one year when
we've done that.

And so, we're in a competitive world where
we're going to have to do things differently. We
are going to have to run harder just to regain our
position in the race, much less lead the race,
hecause for all practical purposes we are com-
peting with a group of countries who are approx-
imately equal in terms of productivity. In some
sense, we've been coasting for thirty years and
we've got to quit coasting if we want to keep up
with the rest of the world and if we don’t want
the American standard of living to fall.

A Thousand Cuts

The question is—what caused American
productivity to decline from plus three to minus
one-half — remembering that even if it were at
plus three, we would still have a problem. Even
at plus three our productivity rate would be
substantially below |apan, substantially below
France, substantially below Germany, and sub-
stantially below most of the countries in North-
ern Europe. If you asked me to write an autopsy
on American productivity, when | came to the
fine that says “Cause of death,” | would write,
“Death by a thousand cuts.” There isn't one
single problem. There are lots of little problems
on productivity, all of which have to be solved.
We know that the cure is a thousand bandages.
But the problem is that each cut is defended and
nobody wants their cut “cured.” They say, “Hey,
bandage the other 999 cuts, leave my cut, and
the whole system will be all right.” Of course,

to the cause of individual freedom.

We report, with deep regret, the passing of Professor Wilson E. Schmidt, who died sud-
denly on july 21, 1981. Professor Schmidt was the author of The U.S. Balance of Pay-
ments and the Sinking Dollar, a book written for 1CEPS in 1979, and had recently been
appointed by the President as U5, Executive Director of the World Bank, We extend
our sympathy to his family and mourn the passing of a man who had dedicated his life
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We've been coasting for thirty years, and we've got to
quit coasting if we want to keep up with the

that's true; the patient can take one cut, The pa-
tient just can’t take the thousand cuts.

Let me give you a little feeling for the thou-
sand cuts, and then we can step back and think
about some of the bigger issues. One of the
reasons that American productivity is down is
that mining productivity is down 20 percent. The
average American miner in 1980 produces only
80 percent as much per hour of work as the aver-
age American miner produced in1970. The qgues-
tion is: Why is the productivity of mining down
so dramatically? That's one area where there are
clear answers,

If you look at why mining productivity is
down, two things probably jump to mind as a
small part of the problem. The first involves the
environmentalist issue. If vou have to fill an
open pit mine as well as empty it, it takes more
hours of work per ton of coal. On the other hand,
you've obtained something in terms of a better
environment. You have to make that trade-off
between lower productivity and a cleaner en-
vironment. The second thing that probably
fumps to mind is miner safety—OSHA. If you
put more timbers and roof boits in an under-
ground mine, then you/re going to get fewer tons
of copper per hour of work. That's a fact of life.
Here again, we've accomplished something. Un-
derground mining deaths have gone down in the
last decade from one and one half per mitlion
hours of work to one half per million hours of
work. So there’s one person alive in 1980 for
every million hours of work who would have
been dead in1970. Now, | grew up in a small min-
ing town in Montana, and [ take those kinds of
deaths reasonably seriously. | don’t regard the
OSHA restrictions as a trivial improvement. On
the other hand, you do pay a price in produc-
tivity when you have more safety in under
ground mines.

Environmentalism and safety explain only
a smali part of the decline in mining productiv-
ity — about 20 percent. The other 80 percent of
the decline comes from something you probably
don’t even think of as mining. It's called oil well
drilling. Oil well drilling is the largest American
mining activity. What's been happening in oil
well drilling? Well, we get fewer barrels of oil out
of old wells. Each new well has to be drilled
deeper. Each new well finds fewer barrels of oil,
We're putting a lot more hours of work into look-
ing for barrels of oil, and we're finding a lot less
of it. This represents a huge decline in oil well
dritling productivity. This is obviously a blow for
Mother Nature and geology, but there’s nothing
anyone can do about it

Another cut that's causing productivity to
decline is the growth of services. Services pro-
ductivity is only about 60 percent of the national
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rest of the world.

average. If you put a lot of workers into service,
you drag down the average. It's just a sheer
mathematical problem. In the 1970s, we put
about 35 percent of all work hours into services.

Let me mention one more cut. That's the in-
vestment cut. Back in that period of time when
productivity was growing more than three per-
cent a year, Americans invested 9.5 percent of
the GNP in plant and equipment costs. In the
last three years, while productivity was falling
half a percentage point a year, Americans in-
vested T11.3 percent of the GNP in plant and
equipment costs. Investment went up by one
fifth at precisely the time productivity fell from
plus three to minus one half. Now, what went
on? Did we forget how to invest? Well, not quite.
Basically, what went on is that about 20 years
ago Americans made an implicit promise to
themselves which they are failing to keep. If you
insist on having & baby during a baby boom, you
are not just promising to feed, educate and
clothe that baby, you are promising to stop
about 20 years later and save $50,000 to equip
your baby to go into the labor force as the aver-
age American worker The average American
worker can't generate the average worker pro-
ductivity without $50,000 worth of plant and
equipment. We would have to invest13 or14 per-
cent just to keep even with the baby boom. The
amount of plant and equipment per worker is
going down in the United States, not because
we're investing less but because we had a baby
boom 20 years ago that we're now trying to di-
gest. I we don’t save that $50,000 for every
member of the baby boom, and for every woman
who enters the labor force, and for every illegal
immigrant, they will have a standard of living
lower than both their parents and their children.
The problem is that if you're going to raise sav-
ings and investment to handle the baby boom
and keep up with the Japanese, then you have to
cut consumption for at least a 510 year period.

Decrease Consumption, Increase Savings

The argument | would make about produc-
tivity is that every social group is part of the pro-
ductivity problem. There are no good guys and
no bad guys. Everybody is a bad guy when it
comes to this operation. Think about the Amer-
ican family. The average American family saves
five percent of their income in a good year. They
didn’t quite do that last year. The average Ger-
man family savés 14 percent of their income.
The average )apanese family saves 20 percent of
their income. H they save four times as much as
you do and buy four times as much equipment
as you buy, then they're going to beat you every
time. Two-thirds of aif the industrial robots work

{Continued on page 4}
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in Japan, not because they invented them (it's
actually an American invention), not because
they built them (a lot of them were bought in the
United States) but simply because they could af-
ford them, They had the money to buy them
when we didn’t because our consumption was
too high.

Instead of saying the Americans save five
percent of their incomes and the Japanese save
twenty, you could say Americans consume 95
percent and the Japanese only consume 80. |
would argue that when we start saying it the
other way around, then we will know we are seri-
ous about the problem. We'll be facing up to the
facts of life. When you start talking about cut-
ting consumption, the average American knows
precisely what you're talking about. He doesn’t
like it. But he needs it. i

Knowledge As Capital

The most important source of capital
doesn’t show up as a statistic.

by George Gilder, Program Director, ICEPS

When | first had a discussion with Lester
Thurow several years ago, | was deeply con-
cerned about the crisis of American productiv-
ity. } was a consultant at the National Center for

Productivity and Quality of Working Life in
Washington at that time and was spending day
after day poring through statistics. Lester was
very reassuring at that period. He thought it was
a phase of the American economy, and that we
might one day become productive again. He
wasn’t so certain about the dire statistics that he
recites with such vehemence these days. All of
his talk about the extraordinary decline of the
mining industries, for example, had me worried.
! went back to the National Center for Produc-
tivity and Quality of Working Life and began to
scrutinize this data that was alarming everybody
so much. The more | examined statistics indicat-
ing a sharp decline in productivity, the more
illusory they seemed. That example of the pro-
ductivity of mining is very significant.

Energy Productivity

To say that the productivity of mining has
declined by 20 percent in the last few years may
be true in some technical sense, but it conceals
the enormous significance of developments in
the area of seismographic technology. The addi-
tional holes that have been drilled throughout
the system have, in fact, opened the way to the
solution of the energy crisis. It's being solved,
but in ways that reveal themselves as a decline
in the productivity statistics of mining. The most
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| believe that today we have more energy resources and

technologies available than ever before
in human history.

Thurow

“1 don't believe in the word-processor
revolution at all. The word-processor is
only going to raise productivity if someone
is willing to give up their secretary.”

“When we compare the savings and invest-
ment rates of the United States to japa
nese levels, the results are devastating. The
Japanese have a perworker investment
rate of about 20 percent. In order to keep
up with the japanese, we have to raise in-
vestment per worker from our present 11
percent to 30 percent. By 1990, when the
impact of the baby boom’s entry into the
work force is over, we can drop down to 20
percent. We've got to make this transition.
I's a problem we can't afford not to
solve.”

“if you want to increase savings, you have
to penalize consumption. The Europeans
have a value-added tax, which is designed
to discourage consumption. If you buy a
$1,000 motorcycele in Sweden, you have to
send $250 to the government. If you don't
buy the motorcycle, you keep your $250.
The message is clear: Don't consumel”

Two Views on Productivity

Gilder

“The word-processor revolution will in-
crease our productivity dramatically. |
think there will be fewer of the classical,
take-a-fetter-Miss-Jones type of secretaries
around in the electronic office. However,
there will also be more office assistants
with more responsibilities and more pro-
ductive capabilities.

“In capitalism, we benefit from the suc-
cesses of others. | don't feel threatened by
the Japanese at all. Japanese investment in
technology opens new opportunities for
the American economy, so long as we
don't inhibit productivity by excessive
taxation and regulation.”

"The key to understanding why Germany
and Japan save more than the US. is
because their marginal tax rates are much
fower than ours. Each marginal tax rate
deters an individual from saving twice—
first, marginal tax rates deter the individual
from earning those additional doHars
which he is most likely to save and, sec-
ond, they deter the individual from saving
by taxing his savings at the highest possible
rate.

crucial breakthroughs come not from the ex-
perts in geology, who have been predicting, year
after year, a decline in ol and gas resources. Nor
do they come from the sort of geologists who
were consulted by the Global 2000 Report, who
predicted — among other things — a total future
finding of natural gas of 70 trillion cubic feet.
The breakthoughs come from entrepreneurs and
geologists who have defied all the principles
that have governed established geology in
America over the last 50 years.

Chief among these pathbreaking entrepre-
neurs is John Masters, a geologist with Kerr
McCGee, who found a huge uranium deposit at
Ambrosia Lake a few years ago. Masters be-
lieved that the principles he had applied to the
discavery of this uranium deposit were also rele-
vant to the discovery of natural gas. In 1973, he
and another geologist in Canada started a com-
pany called Canadian Hunter. The company was
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devoted to finding natural gas in geological for-
mations that had been rejected by every major
oil company. The only people who would sup-
port their explorations were associated with a
copper company in Canada. None of the people
who supposedly knew about oil and gas be-
lieved that Masters was anything but a crackpot,
His theory was that somewhere in Western
Canada was a deposit of natural gas larger than
any ever discovered. He has been vindicated
today, The top oil companies who had previ-
ously explored this area thoroughly in Northwest
Canada (it's called the Elmworth Field Basin and
the Natchako Basin) are now frantically buying
into this region, which they'd previously ex-
plored and found devoid of major fields of
natural gas. The estimates now are that there are
440 trillion cubic feet of natural gas available
in this basin alone, which is enough to last for

{continued on page 6}
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another century or so. Masters believes that you
can find similar fields {using the same principles
which are generally denied by the experts) in the
overthrust formations in the Western part of the
United States. Seismographic technologies—
pioneered by Sloan Berger —have been used to
discover natural gas in areas that were never
before considered fruitful.

The general theory of the experts about the
prospects for energy, and thus the steadily in-
creasing price of it, | think are all just hogwash,
You can tell that it's hogwash by going back
through history and seeing the predictions made
by all the experts, year after year. “We're running
out of wood,” “We're running out of oil,” “We're
running out of gas” — an absolutely continuous
theme of geological and energy expertise
throughout human history. | believe that today
we have more energy resources and technolo-
gies available (or in view) than ever before in
human history. | think the idea that the produc-
tivity of mining has decreased 20 percent is very
deceptive. it doesn’t say anything about the real
prospects of the system.

Productivity in Services

Another area where Lester, and just about
everyone else, is worried about American pro-
ductivity is in services. It's sometimes main-
tained that the movement from manufacturing
into services that's currently underway in the
American economy will reverse the great pro-
ductivity gain that resulted from the earlier
movement from agriculture into manufacturing.
| thought this seemed rather plausible for a
while, but in the decade of the ‘70s, the total
productivity of manufacturing processes in the
United States’ economy rose by 90 percent,
while the productivity of services rose by a
much smaller amount. The productivity of of-
fices —which are, in fact, the factory floor of
most service industries — increased by a total of
four percent. Only a static analysis would lead
one to suppose that this movement into services
creates some permanent structural problem of
productivity in the American system.

Economists must realize that those manu-
facturing companies whose productivity grew
most rapidly — whose sales expanded most over-
whelmingly —were companies manufacturing
equipment designed to enhance the productiv-
ity of offices. This was one of the major develop-
ments of the 1970s in the U.S. economy. There
was an enormous proliferation of new compa-
nies making applications of microprocessor
technology — the computer on a chip—which
reduced the price of computing power by a fac-
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tor of about a thousand during a ten year period.
A comparable historical period was the 18905 in
the United States when Standard Oil reduced
the cost of kerosene and crude oil by 97 percent.
This kind of effect, which radically changes the
whole shape of an economy, is vastly more im-
portant than these thousand cuts that Lester
Thurow talks about when he examines the future
of American productivity.

My judgment is that the chief productivity
problem is the marginal tax rate. A lot of people
disparage this —saying that marginal tax rates
are a relatively minor factor in the systern. How-
ever, a recent study has shown that when trans-
fer payments are taken into account, the aver
age American worker faces a marginal tax rate
of over 50 percent. That means the average
American worker has a greater incentive to hide
a dollar of existing income than to earn an addi-
tional dollar. There's a greater reward for hiding
a dollar of income than for going out and provid-
ing another dollar's worth of goods and services
for the system.

Metaphysical Capital

The most important capital in the Amer-
ican system comes from technical education. It
also comes from the experience of entrepre-
neurs — the knowledge they gain as they make
new breakthroughs and earn more money. High
marginal tax rates don't redistribute income;
they redistribute taxpayers. They redistribute
them out of the productive, taxable economy
into off-shore tax havens, ingenious real estate
deals, property swaps, butterfly straddles and
collectibles of every description. And all of
these funds could have been used for produc-
tive investments,

The most important loss, however, is knowi-
edge: metaphysical capital. During the course of
writing Wealth and Poverty, for example, | made
studies of many different American industries. |
came to know a great deal about a large number
of companies, and gained intellectual capital
that would make me a more sophisticated in-
vestor. | could have contributed to the produc-
tivity of the system, as do most people who
launch a new service, Instead, I'm supposed to
eschew all this knowledge that | acquired and
surrender my funds to tax accountants and real
estate specialists,

We are all part of the productivity problem
to the extent that we do not devote ourselves
chiefly to the expansion of knowledge in the
American system. But this expansion of knowl-
edge has, to a great extent, already taken off
again in this country. It is up to the politicians
not to stand in the way. (N

MANHATTAN REPORT



MARKET FORUM

MR Interviews George Stigler ®art Two)

In our May issue, Prof. Stigler talked about the
dynamics of regulation — how it actually affects
business. In the following interview, Prof. Stigler
examines the modern-day architects of regulation
and the influence they yield in today’s market.

MR —According to Hayek and Schumpeter, in-
tellectuals have been the main proponents and
promoters of socialism. Do you share that
assessment?

GS—No, | don't attribute a great deal of in
fluence to intellectuals in the determination of
public policy. 1 don’t happen to think that ideol-
ogy is all that important. Now, | know that is not
a popular view. But it is my view, and I'm still
working on the problem. | once wrote an article
called “Does Economics Matter?” and in it, |
really belittled the role of the intellectual in our
society, | have gone on to say that I'm very skep-
tical that, on balance, there exists a class which
can lead other classes in the community to
abandon their seif-interests.

Now let me say, | would feel much more
comfortable if 1 could explain a lot of phenom-
ena | can’t explain, | would like to be able to ex-
plain why Jane Fonda and her gang succeed in
turning people away from nuclear energy when
most scientists agree that nuclear energy is com-
paratively harmless. Of course, they'll pick up
scraps from some scientists who say otherwise,
since some scientists are completely irrespon-
sible. In fact, one of my indignations is the belief
that there are hard sciences and social sciences,
and | think the hard sciences have softer-headed
people, as far as public policy goes. | can get
Nobel Prize winners to sign crazy documents on
economic policy by the hour
MR —Ironically, jare’s husband Tom Hayden
praised nuclear power as the wave of the future
in the SDS Port Huron statement in 1962
GS—Well, as | said, I'd like to be able to explain
a lot of these moods that sweep over the coun-
try. Why didn’t Nader ever get a farge following?
Fm curious about that, but I don't have any ex-
planations. But at this stage, I'm not prepared to
believe that large followings result simply be
cause of the charismatic quality of leaders.

MR —You don't think Nader has much of a
following, then?

GS—I don’t know how much of a following he
has~either in the sense of those who will sort of
chip in and go to his expensive lectures—or who
say, "My God, look what he’s accomplished.” At
a certain external appearance he had several of
his allies in important posts in the Carter ad-
ministration like that of the National Highway
Traffic Safety Administration. So | won't put it
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down as zero. But my real problem is not to deny
that those people exist and not necessarily to
deny that they have some influence. My ques-
tion is, who are their constituencies?
MR —Well, doesn’t Ralph Nader have a sizable
constituency among, let’s call it, the journalistic
corps— those people who write the news and do
the editorials.
GS—Well, now you're back to the intellectuals.
You see, my guess is that no newspaper or maga-
zine can succeed in the long run unless it finds a
set of readers who like what it’s saying, not the
other way around. Events may change and views
of people may change, but | have a self-interest
theory of human behavior And that doesn’t
mean it's always well-informed—we all make
mistakes. But it still doesnt allow me to say,
“Gosh, he’s a handsome politician or a marvel-
lous Harvard lecturer” and so I'm going to
change my views.
MR -Now, just to follow up on this general
point of the intelfectuals (or ideology) not infiu-
encing policy~what is it that determines policy
and why are policies different from one country
to another?
G5 — | say it's due to the self-interests of the vari-
ous groups in the community and, indeed, be-
cause the seif-interests don't vary that much
from country to country, there's enormous simi-
tarity across countries. Every country has a pro-
tected agricultural branch. Every country has
always had great trouble dealing with and buy-
ing off the mining industries and so forth. While
we haven’t done much on it, it is my impression
that most countries protect the same kinds of
industries by import duties. And so, the self-
interested theory says that you use the state
where you can get access to its power and where
you can find those who are useful to you. That
doesn’t mean that everybody can be helped by
the state. There are lots of things you really can't
regulate. And we sometimes lose control of the
power to regulate. | take it that you can no
longer regulate taxis in New York City because
the gypsy cabs are so numerous. And the owner-
ship of Central Park goes private every night at
dark. 5o that you really have limits on what you
can do, But that's ali right. Very often major
changes are instituted from outside, like the ap-
pearance of new, rival products. Look what
things like the money market funds are doing to
the financial institutions of this country. Pres-
ently | suppose every savings and loan in Amer-
ica is insolvent because it’s got a lot of money
lent out at 10 percent, and in a 15 percent in-
terest society that’s tough.
MR — So they're running to the government now
{Continued on page 8}







