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The Reagan Revolution:

Rhetoric
is Not
Enough

During his campaign and in his first economic message, President Reagan outlined a four-point pro-
gram designed to alter fundarnentally the federal government's role in American life, and lift us out of
our current economic and social malaise. To date, public controversy has concentrated on the eguity
and workability of tax cuts, monetary stability, and reduced public sector spending. Unfortunately, the
enhanced economic opportunities and increased consumer welfare that can be achieved through
deregulation has been virtually crowded out of public scrutiny

Nevertheless, deregulation is extremely important for our long-term economic health. But it is
an elusive goal for modern political democracies, since it must confront powerful, entrenched
pressure groups whose own perceived interests often conflict with the larger public interest. What is
the Administration’s progress fo date? Must we postpone our promised rendez vous with destiny? The
Manhattan Institute assembled a panel of sympathetic but independent economic analysts in New
York to consider policy initiatives in transportation, financial markets, agriculture, energy, and defense.
Led by George Hilton, Professor of Economics at UCLA and author of several definitive works on
issues in transportation policy and economics, the participants at this Policy Forum all would agree
that changing the political and economic habits of the last few generations will likely be an uphill
struggle indeed.



The Reagan Revolution

George Hilton—Today's Policy Forum is enti-
tted, “The Reagan Revolution: Rhetoric is not
Enough.” | commend the Manhattan Institute
for sponsoring this critical inquiry into the
economics of the Reagan Administration.

Our first speaker today is Marcus Alexis,

Professor of Fconomics at Northwestern Univer-
sity. Professor Alexis was an anti-regulation
Carter appointee to the Interstate Commerce
Commission (ICCY. That may sound like a contra-
diction, but he did, in fact, help to reduce the
regulatory morass of the ICC while under the
employ of the Carter Administration. As some-
what of an expert myself in the field of transpor-
tation, it is my pleasure to introduce Professor
Marcus Alexis.
Marcus Alexis—Thank you, Ceorge. Most
economists try to avoid government service
because it can’t do anything for your reputation.
Almost no matter what you do, your colleagues
will remember the difference between your phi-
losophy and what you ended up doing. So | was
delighted that | came out of the ICC, if not to-
tally, at least relatively, unscathed, even though,
as my colleague George Hilton once said, some
economists believe the 1CC should be abolished,
its building razed and the ground salted so that
 nothing will rise in its place.

George Hilton—By the way, | don't agree with
that idea myself; the salt would have undesir
able ecological effects, and the building, which
is a nice work of neoclassical architecture,
should be preserved to house a new organiza-
tion that would impose user charges on inland
river transport.

Marcus Alexis—With that important point clari-
fied, V1l continue. Recent changes in the ICC
have made me wonder whether much of the
good work that was done at the Commission in
the two years that | was there has been lost, Let
me tell you what | said before the Joint Eco-

nomic Committee in my testimony on truck
deregulation. 1 said that the Commission has
embarked on a deliberate policy to reimpose
restrictive, burdensome, inefficient, inflationary
and wasteful regulations on the trucking indus-
try. Now, why would the Reagan Administration
do this? After all, there are good reasons why
Reagan ought to be pro-competition and favor
deregulation. Deregulation was supposed to be
an important part of the triangle of the Reagan
Revolution, along with lower taxes and reduced
government expenditures. Moreover, during the
campaign, candidate Reagan wrote a letter to
the American Farm Bureau in which he sup-
ported competition in the. transportation
industry.

But there are also reasons why the Reagan
Administration would be pro-regulation. First,
candidate Reagan received support from both
the Teamsters and the American Trucking Asso-
ciations, Second, Senator Paul Laxalt, who is one
of the President’s closest advisers, had a former
faw partner who wanted to be in Washington.
His name is Reece Taylor, now the Chairman of
the 1CC. Reece Taylor had other political assets:
he was a financial chairman for Reagan in
Nevada and California in 1976, and in 1980 he
was the Republican National Committeeman in
Nevada. In short, he was appointed because of
his political connections; the President has a ten-
dency to confuse being pro-business and being
pro-market.

But Chairman Taylor is not the only prob-
tem the ICC has. Other Commission members
have been appointed and while these people are
better than those who were on the Commission
last year still the Commission is not as pro-com-
petitive as it was two years earlier. On balance,
the Commission is less pro-competitive than it
was when | served, but more pro-competitive
than Taylor The appointment strategy of the
Administration has been to yield to the pressure
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“The President has a tendency to confuse being
pro-business with being pro-market.”
—Marcus Alexis

to appoint Taylor and then to surround him with
people who are more pro-competitive than he is,
This strategy worked out to some extent, but
whether the Commission has the internal guid-
ance to come up with the right decisions is a big
question. For one of the things that the appoint-
ment of Reece Taylor did was drive out most of
the good young people who joined the Commis-
sion during my time. | would say, as one of
Carter's aides did after a big cabinet shake-up,
“My god, they kilted the giants and kept the pyg-
mies.” | wonder whether the pygmies can carry
on the war. There has been such serious damage
to the staff that good people don’t want to work
there.

I would like to back up a bit and talk about
the Motor Carrier Act of 1980, which was the act
that really set the trucking industry in a pro-com-
petitive direction after forty-five years of strictly
enforced regulation by the ICC. The act was not
a true deregulatory measure, but it did make it
easier for new companies to enter trucking. It
also broadened grants of authority, so that peo-
ple did not have to get grants to carry specific
products but would be authorized to carry, say,
foodstuffs in general rather than just tomatoes.
The act also allowed more independent rate
setting.

What were the effects of that act? Well,
although there was a big bugaboo about what
would happen to service to small communities,
in the first year of the Motor Carrier Act small
communities reported that they were receiving
service at least as good as they had before dereg-
ufation. Another beneficial effect of the act was
that many more small businessmen, minorities
and women ameng them, entered the trucking
business. Before | was on the ICC, there were less
than twenty minority group members who held
certificates out of 17,000 regulated truckers.
When | left, there were close to 300, which was a
fifteen-fold increase in a period of two years.

That is the policy history. Now, what has the
Reagan Administration done about trucking
deregulation? On the positive side are the
Commission’s legislative efforts, although the
Department of Transportation is really more
responsible for them. I'm thinking especially of
the Commission’s work to have Congress com-
pletely deregutate the busing industry, for which
they deserve a high mark. But another of the
Commission’s legislative proposals is very bad: it
would impose what is calied a “fitness only”
standard on truckers who want to obtain a cer-
tificate. Truckers would have to prove they have
a certain amount of financial resources hefore
they could be certified and that is actually a
stricter requirement than the one now in effect.

Most of the Commission’s other actions
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have also been bad. Since he has become Chair-
man, Reece Taylor has insisted on reviewing
tariff filings absent complaints; that is, he has
not waited until someone has complained about
a tariff before investigating to make sure it is not
predatory or discriminatory. An example of this
was the Roadway case. Roadway had just en-
tered the Pacific Northwest trucking market and
introduced promotional discounts in order to
get new business. In a split decision, the ICC
atlowed the discount, but Tayler wrote a strong
dissent. He said that Roadway failed to prove
the discount was not predatory or discrimina-
tory, even though there was no burden on
Roadway to so prove. But in fact, Roadway did
provide substantial evidence that their rates
were above their costs, and so, in that sense,
were not predatory.

Why is all this happening? At the hearings
before the foint Economic Committee, | was
struck by a statement Reece Taylor made. He
said he never had any guidance from the Admin-
istration. |, therefore, will offer my guidance. It is
quite clear to me that the substantial interest the
Teamsters and American Trucking Association
have in regulation will prevent any legislative
attempt to gradually move towards a competi-
tive trucking industry. Only a sudden break wili
work. Therefore, | have come to the conclusion
that the ICC's regulation of trucks and other
motor carriers should be scheduled to end De-
cember 31, 1983, | pick that date to avoid the
1984 election politics. At least half of the ICC’s
$70 miliion budget goes for regulating trucking,
an industry that is inherently competitive and
needs ne government regulation. We can there-
fore save $35 million by deregulating trucking
immediately. Reece Taylor has argued for grad-
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ual deregulation, likening the industry to a deep
sea diver who must ascend gradually to avoid
the bends. | think the ICC is more like a drug
addict. 1t has an insatiable appetite for regula-
tion and the cure is cold turkey withdrawal.
George Hilton—1'd now like to introduce
George Benston, Professor of Economics at the
University of Rochester, who will spealc about
the Administration’s record in the regufation of
financial markets.

George Benston—| want to discuss the general
situation of our financial institutions, and then
the regulation of financial markets, particularly
the Securities and Exchange Commission (SEC),

First, regarding our present condition, |
think everyone knows that the thrift associa-
tions, the savings and foans institutions and the
mutual savings banks are in great trouble. The
commercial banks are also in trouble, but they
are not quite aware of that yet, or if they are,
they are willing to live with it. The thrifts are in
trouble partly because of regulations imposed
on them which, in fact, they willingly accepted.
They receive subsidies for being specialists in
mortgages and for having, in effect, long term
assets and short term liabilities.

To get some perspective, let’s go back to
the 1960s, when the interest rate ceiling paid by
thrift institutions on savings accounts was
extended to savings banks and to savings and
loan associations. This was supposed to be a
temporary crutch, to get the thrifts over the
crunch that they had at that moment. But of
course, once you get someone a crutch to help
him out because his leg hurts a bit, pretty soon
he cannot walk at all. The savings and loan
industry did accept that crutch—1 rather think
they wanted it—and it did get them over the
immediate problem. They were able to take
wealth from small savers who could not use
large instruments to get the market rate of inter-
est, from people who did not know about the
alternatives, and from people for whom the
costs of making adjustments were high. 1t was a
very moral system, it took money from the poor,
who of course would only have drunk it up and
lived lasciviously, and gave it to the homeown-
ers. In the long run, however, these regulations
prevented savings institutions from serving con-
sumers by readjusting to changing market condi-
tions. What consumers really want, then and
now, are alternatives. They want checking ac-
counts, they want consumer loans, they want to
get market rates in return for their investments,
and they want a package of services that is ef-
fective for them. Commercial banks provide
these services. Now that we have unexpectedly
high nominal rates of interest, depositors are

shifting their funds out of mortgage lending insti-
tutions, leaving them terribly vulnerable.

What can be done? Well, first | must dis-
cuss the prohibition of interest payments on
checking accounts by the Banking Act of 1933.
The public rationale was that banks were paying
high amounts out and were therefore likely to
fail. In fact, that never happened. Banks that
paid interest on checking accounts in those days
had a lower rate of failure than others because
they cut back more quickly when the crisis hit.
The Banking Act of 1933 was actually the result
of a political horse trade between big and smali
banks. Big banks did not want to pay interest on
checking accounts, particularly those of other
banks. Small banks did not want branch banking
because they feared losing local monopolies.
The small banks also wanted the FDIC but did
not want to pay for it, so the cost was imposed
on the big banks in return for prohibition of
interest on checking accounts. It was all benefi-
cial for everyone at that moment; the only peo-
ple hurt were the public, which is normally the
case. The problem now, however, is that the
world has changed while the regulations have
not. Like interest rate ceilings, the prohibition of
interest on demand deposits is killing the people
it was designed to save.

Restrictions on branch banking should also
be lifted. Branch restrictions were enacted to
protect the monopoly of smaller banks. There
are no such monopolies anymore, except in very

Photo by Craig Terry
George Benston, University of Rochester

MANHATTAN REPORT



“The prohibition of interest on demand deposits is killing

small communities. Most of the major banks, in
fact, have large numbers of employees in every
major city in the United States, so we do have
nationwide branch banking; we just do not have
it as efficiently as we might. Another change that
should be made concerns the GlassSteagall
Banking Act (1933) which keeps the banks from
providing investment service to their customers,
It was thought at the time the law was passed
that a bank might make a bad loan on its own
account and then advise its customers to invest
in that company to help pay off the bank’s loan.
Whether those practices did or did not occur 1
might say that in reading the hearings before the
New Deal banking and securities faws were
passed, | found no evidence they had occurred

—the rigid separation of investment and com- _

mercial banking makes no sense. Would banks
in a competitive environment tisk their reputa-
tion in this way?

The SEC is also impaosing disclosure regula-
tions that all research indicates are at best use-
less. They prevent new companies from coming
into the market, and prevent people from start-
ing new enterprises that might be beneficial to
the public. The SEC does keep a lot of lawyers in
business and | suppose they could be doing
worse things. The new Administration presum-
ably is dedicated to making changes in this regu-
latory structure but no changes are being made,

We must recognize that the Depression
laws never were needed, are not needed now,
and in fact are very destructive. We can cer-
tainly eliminate the prohibition of interest on
demand deposits, remove interest rate ceilings
on savings institution deposits, and probably
permit savings and loans to merge with commer-
cial banks. We can allow banks to offer the serv-
ices to the public that the public wants and so
encourage competition in the industry.

George Hilton-—Very good, George. We con-
tinue with Clifton Luttrell, Vice President for the
Federal Reserve Bank of St. Louis, who will
speak on agricultural policy.

Clifton Luttrell —Thank you, George. The Rea-
gan Administration originally planned for some
dismantling of the U.S. Department of Agri-
cublture (USDA} bureaucracy and to move
toward a free market in agriculture. Federai
budget outlays for agriculture were expected to
decline. Outlays for price support and related
programs, which totaled $4.2 billion in 1981,
were estimated to total $7.1 billion in 1982, then
to decline to $3.8 billion in 1983 and to $1.9
biltion by 1985. The department’s budget esti-
mate for fiscal 1983 of full-time equivalent em-
ployees is 117,300 for 1981, a figure that was
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the people it was designed to save.”
— George Benston

supposed to decline to 117,000 in 1982 and to
108,900 by 1984,

These well-conceived plans have already
gone awry. Total budget outlays for agricuiture
rose from $5.6 billion in 1981 to an estimated
$8.6 billion in 1982, and instead of declining as
planned, the 1983 budget is estimated at $9.4 bil-
lion, having been increased in recent weeks by
$4.9 billion for farm commodity price support
operations. In addition, on January 29, Secretary
Block announced a return to “voluntary” acre-
age reduction provisions — a euphemism for
production controls - for wheat, feed grains, up-
tand cotton and rice. Farmers must participate in
the acreage reduction program to be eligible for
acreage diversion payments, loans, target price
supports and the reserve loan program. Govern-
ment loan rates have been set at relatively high
leveis for those producers who divert 15 percent
of their wheat, upland cotton or rice acreage to
conservation uses and for feed grain producers
who divert 10 percent of their acreage to conser-
vation uses. These price supports triggered the
higher budget estimates, In addition to diversion
payments, farmers who cooperate with the gov-
ernment have access to relatively high target
prices and reserve loans, all at the taxpayers’ and
consumers’ expense.

At first glance, it would appear that the
Reagan economic program for agriculture repre-
sents a retreat from the farm policies of the
Nixon and Carter administrations and a return to
the economic chaos of the 1930s, the late 19505
and the 1960s when carryover stocks of crops
held by the government often exceeded annual
production. A closer look, however, indicates
that no basic changes in farm policies occurred
during the Nixon and Carter administrations. In
fact, there has been little change in basic farm
policies or farm programs since the 1930s, when
the first major effort was made to raise farm
commaodity prices and farm incomes above their
market-determined levels. | base this argument
on three points. First, the bureaucratic machin-
ery necessary for farm production control and
price support purposes was never dismantled;
second, the controls on production were re
moved only after farm commodity prices rose
sharply relative to other prices; and third, pro-
duction controls and price supports along with
major increases in USDA budgets have accom-
panied each movement of farm prices towards
their lower long-run equilibrium levels.

To support this view, | draw your attention
to the fact that the Agricultural Stabilization
and Conservation Service (ASCS), the praduction
control arm of the USDA, remained in place in
every farming county in the United States even



during and immediately following World War |
when U.S. farm commodity prices rose rapidly
and much of Western Europe was nearly starv-
ing. In 1978, when most of the control programs
were inactive, the ASCS had 3,000 federal
employees and an additional 14,00 work years
of employees at the county level. The number of
USDA emplovyees averaged 115,000 per year dur-
ing 1970-73 when the control programs were in
effect and 123,000 during 1974-77 following the
termination of the programs.

My second point is that production con-
trols were removed and price supports became
relatively ineffective only when farm commod-
ity prices rose to above longrun equilibrium
levels. For example, from 1932 to 1944 (when
farm production controls were finally removed
during World War 11} farm commodity prices
almost doubled {rising from an index of 40.0 to
75.5) while prices of all consumer items rose
only 26 percent. But, when farm prices declined
5 percent from 1950 to 1954 as prices of all con-
sumer iterns rose 10 percent, production con-
trols and price supports were reapplied. They
remained generally in effect until the early
1970s. In 1972 a large increase in export demand
for farm products resulted in another sharp
increase in farm product prices. Such prices
remained well above other price indices until
1977; hence, the production control programs
were largely removed. The controls were rein-
stated to some extent in 1978 and 1979 despite
relatively favorable farm prices and have been
reinstafled in full force this year as farm com-
modity prices have declined somewhat further,
relative to the rate of inflation.

The USDA budget has moved inversely
with relative farm commeodity prices since 1970
Then, farm prices were relatively low and the
USDA budget relatively high — $5.2 billion. By
1974 farm prices had risen 75 percent while all
consumer items had risen only 27 percent. Con-
seguently, the USDA budget declined to $2.2 bil-
lion. With less favorable farm commodity prices
in 1977 and 1978, the USDA budget rose ta $5.5
billion and $7.7 billion, respectively. it declined
somewhat in 1979 and 1980 with relatively favor-
able farm prices, but began to rise sharply in
1981 and 1982 as farm product prices declined
refative to inflation.

My point is that despite the free market rhet-
oric of the Reagan Administration with respect
to agriculture, there has been no real change in
farm policy. Farm policy has essentially re-
mained the same since the decision to lift agri-
culture out of the market system in the 1930s.
Politicians - including Reagan - have continued
to respond to relatively high farm product prices

by reducing price support and production con-
trols and as soon as farm product prices drop to
more normal levels, they reinstall production
controls and price supports. The bureaucratic
machinery has been maintained intact since the
thirties.

These programs callously ignore the well-
being of the majority of the nation’s people.
Food and fiber costs have often been main-
tained at artificially high levels. The direct cost
of the programs to taxpayers has also been large;
in one year (1940) such costs totaled 17 percent
of the national budget. The programs have led to
the inefficient use of resources both on and off
the farm. The removal of acres from production
has disrupted the efficient use of land, machin-
ery and farm labor. In addition, a large percent
of the more than 100,000 USDA employees
would have been employed in more productive
occupations if these programs did not exist. This
does not imply that these people are laggards; it
simply means that their alternative product is of
higher value than the services provided by the
USDA.

Finally, farm programs are of little, if any,
help in alleviating poverty in agriculture. Farm
resources, like other resources, are bid up to the
point where marginal costs equal marginal reve-
nue. There will always be marginal farms in a
competitive society, and the relatively poorer
farmer will get only a minute portion of the
benefits from the programs.

Thus, while the Reagan Administration has
spoken in favor of a free and competitive agri-
cultural economy and has actually moved in this
direction in some areas of the economy, | seeno
change in farm policy,

George Hilton—We will now continue with
James B. Ramsey, Professor of Economics at
New York University who will examine the
Administration’s energy policy.

James B. Ramsey—!| am not the least bit sur-
prised by what Reagan has done or failed to do
in energy policy. In fact, Reagan has performed
pretty much as | expected. What he has done is
what | would expect a politician to do.

There are four issues I'd like to tackle; actu-
ally, there are three issues and one nonissue so
It get rid of the nonissue first. | mean the busi-
ness of alternative fuels — solar, synthetic and so
on. These are fuels for which we have no real
use, but which do make for very interesting talk,
sometimes very emotional talk. | attended an
energy conference awhile back and | noticed
that most of the supporters of solar energy and
geothermal energy approached their topic very
emotionally. It was God, motherhood and apple
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