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ix

                                    Foreword          

 T here was a time not too long ago when most economists were 
pessimistic about the future. However, the great British econo-
mist Alfred Marshall was an exception. At the beginning of 

World War II, he was extremely upbeat about the next generation 
of economists, who he predicted would change the world for the better. 
He wrote a friend,  “ A thousand years hence 1920 – 1970 will, I expect, 
be  the  time for historians. It drives me wild to think about it. ”   1   

 Then, in 1930, at the beginning of the Great Depression, famed 
economist John Maynard Keynes — Alfred Marshall ’ s most illustrious 
student — wrote a little essay chastising his fellow colleagues for being 
overly negative about the depressed economy. In his essay,  “ Economic 
Possibilities for Our Grandchildren, ”  Keynes lambasted his friends for 
their pessimism, declaring that they were  “ wildly mistaken ”  about the 
future. According to Keynes, the Great Depression was a  “ temporary 
maladjustment, ”  and  “ in the long run mankind is solving its economic 
problem. ”  (You thought I was going to quote Keynes ’ s famous remark, 
 “ In the long run we are all dead, ”  didn ’ t you?) He anticipated a  “ far 
greater progress ”  than we had ever imagined, that within a hundred 
years the human race would be so far advanced economically that 
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the real problem would be simply this:  “ how to use his freedom from 
pressing economic cares, how to occupy the leisure, which science and 
compounded interest will have won for him, to live wisely and agree-
ably and well. ”   2   

 The positive predictions of Alfred Marshall and John Maynard Keynes 
have proven to be correct, thanks in large measure to the next genera-
tion of economists who have helped transform the way the world works 
through improved policies and exciting new empirical studies. Since 
World War II, the world economy has been booming, entrepreneurship 
has been unleashed with a torrent of new inventions and technological 
advances, and, despite a few recessions and crises here and there, we have 
avoided another Great Depression and world war. 

 Mark Skousen does a wonderful job in this book,  EconoPower,  
explaining how economists played an important role in this postwar 
boom and how a new generation of these movers and shakers is making 
a difference. Even I am amazed at what economists are doing today —
 making it easier to save, stay out of debt, and invest prudently; bring-
ing millions of people out of poverty through private - bank micro credits; 
reducing crime and improving public education; saving governments lots 
of money and taking companies public through more effi cient auctions; 
alleviating traffi c congestion through peak pricing techniques; making 
corporations more profi table while rewarding workers and shareholders; 
and helping countries achieve their own economic miracles and avoid 
future international confl icts. 

 I note with particular pride that many of the economists Mark men-
tions in this book were faculty or students at the University of Chicago, 
including such luminaries as Milton Friedman, who more than anyone 
has shown us how to create the right environment for a stable, noninfl a-
tionary growth economy (by controlling the money supply, cutting taxes, 
and limiting the growth of government); James Buchanan, father of the 
public - choice school, who shifted the emphasis from  “ market failure ”  
to  “ government failure ”  and introduced ways to limit state power; Gary 
Becker, who was the fi rst to apply economic principles to sociology and 
other disciplines; and Robert Mundell, one of the founders of supply - side 
economics, touting the benefi ts of free trade, tax cuts, and deregulation. 

 Back in the 1960s and 1970s, these Chicago academics were treated 
as fringe economists, even though they considered themselves the true 
intellectual descendants of Alfred Marshall. This small group advocated 
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limited government, sound money, decreased regulations, investing in stock 
index funds, and cutting taxes. Many in the profession called them kooks. 
Today they are instead called Nobel laureates. 

 I was privileged to be a part of that Chicago group in the 1960s 
and 1970s, participating fi rsthand in the birth of supply - side econom-
ics. At that time, our nation stood at a crossroads deciding whether to 
continue a policy of high taxes, rising infl ation, and slow growth, or 
to change course and cut taxes and regulations to foster more growth, 
less infl ation, and more savings. It was at this time that the Laffer curve 
(highlighted in Chapter  26 ) was born — the idea that a sharp cut in 
high marginal tax rates could so encourage savings, productivity, and 
economic growth that government could enjoy more revenues, not less. 
Welfare spending and income - support programs are also commensura-
bly less as the  economy expands. Indeed the best form of welfare will 
always be a good, high - paying job. In short, not only do tax cuts cost a 
lot less than anyone currently believes, but they are also often the best 
way to help the poor. Tax cuts can cure all manner of maladies! 

 The supply - side revolution thus spawned the Thatcher - Reagan 
revolution and a new paradigm in economic science. The Reagan - era 
tax cuts spurred not only excellent economic growth but also enor-
mous savings. Just look at the economy that supply - side economics has 
ushered in. I ’ ve never seen a major economy that comes even close 
to the current U.S. economy. I ’ ve never even read about an economy, 
modern or ancient, near or far, large or small, that can hold a candle 
to the United States of today. While the country isn ’ t perfect, it is the 
closest thing this old planet has ever created. 

 Today, the U.S. economy is the only developed economy that is also 
a growth economy. I believe this is true because of the incredible poli-
cies put in place over the past 25 years. Over that time, fi scal policy has 
been improved dramatically — lower marginal tax rates have encouraged 
work and investment. Monetary policy has been improved greatly so 
we now have stable, low infl ation, translating into much lower interest 
rates for borrowers. Trade has gotten freer, creating more wealth for the 
United States and its trading partners. Finally, economic restrictions and 
union membership are lower, allowing markets to function more freely. 

 If you want to see the effect of these changes, just look at the stock 
market. From January of 1966 through July of 1982, the average annual 
compound real rate of return of the S & P 500 was negative 6.1 percent. 
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Really think about that. Due to poor economic policies, the stock market 
barely appreciated in nominal terms, and returns were actually negative 
due to the huge increase in price levels. Since pro - growth policies were 
instituted under President Ronald Reagan, though, the S & P 500 has 
delivered an average annual compound real rate of return of 8.1 percent 
from July of 1982 through today. In short, supply - side economics has 
hugely improved the economic lot of our country, and it is sweeping 
across the globe, as well. 

 Furthermore, through the trailblazing work of the Chicago school 
and elsewhere, a new generation of economists is entering a golden age 
of discovery — in such diverse fi elds as law and criminology, behavio-
ral fi nance and the stock market, and even the economics of religion, 
happiness, and sports. Economists have even improved their ability to 
predict! I am glad to see Mark Skousen draw upon the successes of 
economists from all parts of the political spectrum. We should favor 
good economics no matter who advocates it, whether Keynesian or 
Austrian, and equally criticize bad economics, whether it comes from 
Republicans or Democrats. 

 There remains to this day economic naysayers forecasting doom 
and gloom, but I am not one of them. Granted, mistakes are being 
made, such as in California, where progressive taxation and excessive 
regulations are stifl ing a once - great state. (Disclaimer: I decided to 
move my family and business from California to Tennessee, which has 
no income tax.) But there ’ s much progress as we begin the twenty - fi rst 
century. If the United States can move toward pro - growth policies such 
as a low fl at tax, Social Security privatization, school choice, increased 
trade with foreign countries, and less military interventionism, Keynes ’ s 
vision could be even brighter. Much remains to be done and discov-
ered, but giant market forces are at work that will be hard to reverse. 

 Mark Skousen is to be congratulated for putting together a blue-
print for an advancing cadre of economic experts spreading their gos-
pel to broader and broader spheres. As Mark indicates, economics is 
no longer the dismal science, but an upbeat, universal science fulfi lling 
ever - expanding needs, and I ’ m glad to be part of it. 

  — A rthur  B. L affer  
 Founder and Chairman, Laffer Associates           
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1

Introduction

                                                                                                                                                            A Golden Age of 
Discovery           

  Economics is experiencing  . . .  a golden age of discovery. This is not an 
 exaggeration. Empirical economists are charting the economy and society 
with a wealth of detailed applied results that truly bear comparison with 
other epochs of discovery in other sciences. 

 —Diane Coyle  
THE SOULFUL SCIENCE   1     

 In 2006 the Nobel Peace Prize was awarded for the fi rst time to an 
economist. Since the 1960s, the Nobel committee has awarded doz-
ens of Nobel prizes in economics, but only one Nobel  Peace  Prize has 

gone to an economist. It is a watershed event, symbolic of the new prow-
ess of the profession. Muhammad Yunus, a former head of the economics 
department at Chittagong University in Bangladesh, was honored for 
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starting a private commercial bank (Grameen Bank) that has helped over 
2 million people climb out of poverty in Bangladesh. Establishing peace 
through commerce and microcredit is a new solution to eliminating severe 
poverty, one of the world ’ s most persistent challenges, and the Nobel com-
mittee recognized the connection between commerce and peace. (See 
Chapter  21  for the extraordinary story of Muhammad Yunus and his role 
in reducing extreme poverty in the world.) 

 When British economist John Maynard Keynes wrote his optimis-
tic essay  “ Economic Possibilities for our Grandchildren, ”  in 1930, at the 
beginning of the Great Depression, he hoped economists would come 
down from their ivory towers and become useful, competent people  “ on 
the level with dentists. ”  Many economists have indeed become useful 
practitioners, but Keynes did not realize how far -  reaching and infl uential 
the new frontiers of economics would expand. He had no idea that, for 
example, beyond his lifetime, economists would be telling investors to 
reduce their risk and maximize their returns by diversifying into a vari-
ety of stock index funds, that government offi cials could save millions 
by changing the way they auction off their debt, that religious fanaticism 
and strife could be curtailed through free competition among a large 
number of rival faiths, that legislators could reduce crime by authorizing 
concealed weapon permits, that they could clean up the environment by 
auctioning off pollution permits, or that  murder -  mystery novelists could 
solve their crimes by using elementary economic principles!  

  From the Dismal Science  . . .  

 Welcome to the new world of economic imperialism. During the 
twentieth century it was popular to label economics the  “ dismal science, ”  
a term of derision coined by English critic Thomas Carlyle in the 
1850s. Carlyle lashed out against the classical economists who predicted 
poverty, crisis, and the iron law of subsistence wages. Even a century 
later, in the 1970s, when global economies suffered from a combined 
bout of rising infl ation and rising unemployment, economists were 
criticized for having a terrible record of forecasting interest rates, infl a-
tion, or the next recession. In accepting his Nobel Prize in Economics 
in 1974, Friedrich Hayek refl ected the somber mood of most economists 
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 A Golden Age of  Discovery 3

when he confessed,  “ We have indeed at the moment little cause for 
pride: as a profession we have made a mess of things. ”   2   

 During the early 1990s, economists went through a period of nar-
cissistic self - incrimination. For example, during the 1991 – 1992 reces-
sion, Harvard professor Robert J. Barro had this to say about the 
economy:  “ Why is the economy weaker than expected? How will the 
economy do over the next year? What should the government do to 
help? As a fi rst approximation, the right answers to questions like these 
are:  ‘ I don ’ t know, ’   ‘ I don ’ t know, ’  and  ‘ nothing. ’    ”   3   Not to be outdone, 
Herbert Stein, a former chairman of the Council of Economic Advisors, 
admitted,  “ I am more and more impressed by my ignorance . . .  . I don ’ t 
know whether increasing the budget defi cit stimulates or depresses the 
national income. I don ’ t know whether it is M2 or M1 that controls 
the level of spending. I don ’ t know how much a 10 percent increase in 
the top rate of individual income tax will raise the revenue . . .  . I do not 
know how to pick winning stocks. ”   4   A year later, Princeton professor 
Paul Krugman, who won the coveted John Bates Clark Medal (given 
bi - annually to the brightest economist under the age of 40), asserted 
that economists  “ don ’ t know how to make a poor country rich, or 
bring back the magic of economic growth when it seems to have gone 
away . . .  . Nobody really knows why the U.S. economy could generate 
3 percent annual productivity growth before 1973 and only 1 percent 
afterward; nobody really knows why Japan surged from defeat to global 
economic power after World War II, while Britain slid slowly into third -
 rate status. ”   5   And this quote comes from a man whom  The Economist  has 
called  “ the most celebrated economist of his generation. ”   

   . . .  To a New Imperial Science 

 Fortunately, this professional self - defeatism has been reversed in the 
past decade. The twenty - fi rst century has given way to a more opti-
mistic can - do attitude. Economics, no longer dismal, has come a long 
way toward reinventing itself and expanding into new territories so 
rapidly that another phrase is needed to describe this new golden age 
of discovery. Like an invading army, the science of Adam Smith is over-
running the whole of social science — law, fi nance, politics,  history, 
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sociology, environmentalism, religion, and even sports. Therefore, 
twenty - fi rst - century economics might appropriately be dubbed the 
 “ imperial science. ”  

 Who started this trend? Some historians point to Kenneth E. 
 Boulding, long - time professor at the University of Colorado in Boulder, 
who died in 1993, as the father of interdisciplinary science. Boulding 
published over 1,000 articles on more than two dozen eclectic subjects, 
ranging from capital theory to Quakerism. But Boulding ’ s vision of 
interdependence between disciplines isn ’ t exactly what has happened. 
Instead, economics has started to dominate the other professions. In my 
judgment, much of the credit for this new imperialism should go to 
Gary Becker, the Chicago economist who appropriately holds posi-
tions in the departments of sociology, business, and economics. Becker, 
who won the Nobel Prize in 1992, was one of the fi rst economists 
to branch into what were traditionally considered topics in sociology, 
including racial discrimination, crime, family organization, and drug 
addiction. He is cited repeatedly in this book. 

 This introduction will give you a taste of what economists have 
been doing to solve the world ’ s numerous problems and advance the 
standards of living everywhere. Happily, you will see that the contribu-
tions of economists in this new age are relatively nonpartisan.  Solutions 
to real issues are coming from both sides of the political spectrum, from 
neoclassicists, Chicago school market economists, and Keynesians alike. 
Refl ecting this nonpartisanship, Jeremy Siegel, one of the fi nancial 
economists highlighted in this book, dedicated his bestseller,  Stocks for 
the Long Run , to both Milton Friedman and Paul Samuelson, econo-
mists who represent two extremes of the political spectrum. Siegel ’ s 
approach symbolizes the healthy cooperative advances economists are 
making today. 

 In this next section, I outline the basic tools that economists are 
using to transform how we live. These tools of analysis can be used 
to explain phenomena of ordinary business life, such as why restau-
rants charge a higher price at dinner for the very same meal at lunch-
time. But that is not the purpose of this book. Many books, such as 
Steven Levitt ’ s  Freakonomics , have already been written to explain 
unconventional and everyday economic phenomena. But this book is 
different; it is especially geared toward introducing ways economists 
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 A Golden Age of  Discovery 5

are solving the world ’ s problems, both individually and as a nation —
 in  transportation, economic growth, environment, crime, health care, 
retirement plans, terrorism, and even how to achieve happiness. In 
many cases, these economists have gone beyond writing abstract aca-
demic papers and books; they are applying their theories in the real 
world by running businesses, consulting companies, and taking posi-
tions in government. 

 Not all economists are engaged in practical advice. In fact, I would 
guess that only a minority of economists are attracted to applied 
economics. The majority of academicians, especially in the gradu-
ate schools and Ph.D. programs at major universities, focus largely on 
highly abstract mathematical modeling, divorced from real - world prob-
lems. Economists refer to this abstract thinking as the Ricardian vice, 
named after the nineteenth - century economist David Ricardo who 
developed unreal and oversimplifi ed models without testing them 
against factual evidence. In my judgment, it took economics down the 
wrong road. French economist J. - B. Say referred to Ricardo and other 
abstract thinkers as  “ idle dreamers, whose theories at best only gratify 
literary curiosity [and are] wholly inapplicable in practice. ”   6   After sur-
veying the graduate programs at six Ivy League schools, Arjo Klamer 
and David Colander concluded that  “ economic research was becoming 
separated from the real world. ”   7   Fortunately, this disconnection is grad-
ually disappearing, as you will see in this book. Many departments in 
economics and business are establishing problem - solving research cent-
ers, such as the new Applied Economics Workshop at Chicago ’ s Graduate 
School of Business. Economists are becoming more empirical than ever 
before.  

  Seven Power Tools of Economics 

 In writing about economics over the past decades, I ’ ve been amazed by 
the powerful and diverse ways in which economic analysis can infl u-
ence the worlds of fi nance, business, law, religion, politics, history, and the 
other social sciences. Economics can change people ’ s and nations ’  lives, 
for better or for worse, depending on how closely they adhere to or vio-
late basic principles. Economic policy can change the course of history. 
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 What are these basic concepts? Below are seven essential principles 
that, when applied to a wide variety of problems, can transform the 
world.   

   1.    Accountability : Economics is all about accountability. In a market 
economy, those who benefi t from the fruits of labor ought to pay for 
them. The user - pay concept encourages discipline, industry, thrift, 
and other virtues. If someone else pays, the user doesn ’ t pay much 
attention to the cost. When consumers don ’ t pay for the products 
they use, the results are high costs, waste, and fraud. Ownership rights, 
therefore, are essential to accountability. Nobody spends someone 
else ’ s money as carefully as he spends his own. What  belongs to you, 
you tend to take care of; what belongs to someone else, or to no one, 
tends to fall into disrepair or is overused. As William  Graham Sumner 
states,  “ A fool is wiser in his own house than a sage is in another 
man ’ s house. ”  This principle applies at home, in the workplace, and in 
the halls of government.  

   2.    Economizing and cost - benefi t analysis:  In a world of scarcity 
and choice, one must economize. The most successful households, 
businesses, and governments are those that invest for a better tomorrow, 
live within their means, and avoid excessive debt. Thrift is a virtue. 
Competition and the profi t motive are the best systems ever  devised 
to keep costs low and avoid losses. Measuring costs and benefi ts helps 
determine the best, most effi cient use of resources.  

   3.    Saving and investment:  Saving and investment are critical ele-
ments in achieving long - term success in business and life in general. 
As a sign posted outside one business states,  “ You can ’ t do today ’ s 
work with yesterday ’ s machines if you expect to be in business 
 tomorrow. ”  It ’ s time to discourage the consumer - society mentality 
of excessive debt, overspending, and waste, and to encourage thrift 
and the productive use of investment resources.  

   4.    Incentives . Incentives matter. The law of the downward sloping 
 demand curve demonstrates that if you encourage something, you 
get more of it; if you discourage something, you get less of it. The 
profi t motive promotes economic growth by creating better products 
at cheaper prices. A freely competitive price system is also the best 
solution to an economic crisis. Shortages are eliminated more quickly 
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because higher prices discourage consumption and  encourage the 
expansion of new supplies naturally, without government interfer-
ence. Taxes can also have a signifi cant impact on incentives. As Calvin 
Coolidge stated,  “ You can ’ t increase prosperity by taxing success. ”   

   5.    Competition and choice:  Economic freedom leads to choice and 
opportunity — the freedom to move, obtain a better education, com-
pete in a new business, fi nd a new job, hire and fi re, and buy and sell. 
The best way to achieve prosperity is to produce what people want. 
In Latin the phrase is  do ut des ,  “ I give in order that you should give. ”  
The fastest way to earn more is to produce more of what the cus-
tomer wants, as a worker or as a business entrepreneur. 

 On the other hand, monopoly leads to higher prices and less serv-
ice. Competition levels the playing fi eld — it leads to lower prices and 
even the principle of  “ one price, ”  that is, everyone paying the same 
low price for a product, no matter what your fi nancial or social status 
(known as the principle of nondiscrimination). The secret to ending 
poverty is equal opportunity, not state - mandated equality of wealth or 
income. Free people are not equal in wealth or income, and equal 
people are not free. As Winston Churchill once said,  “ The inherent 
vice of capitalism is the unequal sharing of blessings; the  inherent vir-
tue of socialism is the equal sharing of miseries. ”   

   6.    Entrepreneurship and innovation:  Success for individuals as well 
as for nations depends on entrepreneurial skills and strategies that 
often go contrary to the conventional wisdom. Where will techno-
logical advances originate from? Joseph Schumpeter wisely contends 
that  “ economic progress, in capitalist society, means turmoil, ”  the 
 “ creative destruction ”  of the marketplace — and it is the entrepre-
neur who performs this essential function in search of excessive 
profi ts. Society must embrace change, sometimes dramatic change 
that comes with innovation and entrepreneurial skills.  

   7.    Welfare:  The welfare principle states that you should try to help 
those who need help. This is the virtuous principle of all good reli-
gions, and good economists. Nobel laureate Muhammad Yunus put 
this into practice through his Grameen Bank loans. But they were 
not handouts. We must not forget the other side of the welfare prin-
ciple: Offi cials have an obligation  not  to help those who don ’ t need 
help.  To help the independent is to destroy their initiative.  This  policy 
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applies to households, churches, and government programs. If a gov-
ernment institutes a welfare program for everyone, irrespective of 
their fi nancial condition, it opens the community up to slothful 
behavior, and costly and ineffi cient operations on a massive scale. 
Imagine if everyone in a parish, rich or poor, were eligible for church 
assistance. A government program that concentrates on helping the 
needy demonstrates a caring society, but one that offers benefi ts to 
everyone for free or at a very low cost discourages self - discipline 
and makes things worse.    

 The principles of accountability, economy, competition, incen-
tives, investment, opportunity, and welfare apply to all peoples and 
all nations. As Leonard E. Read, founder of the Foundation of Eco-
nomic Education (FEE), stated,  “ Let everyone do what they please 
as long as it ’ s peaceful. ”  The role of government in every nation is to 
keep the peace and to defend everyone ’ s right to life, liberty, and 
property. Good government enforces contracts, prevents injustice, 
provides a stable monetary and fi scal system, and encourages good 
relations with its neighbors. Benjamin Franklin correctly observed, 
 “ No nation has ever been ruined by trade. ”  Moreover, a sound 
economy cannot be founded on an unsound monetary system. Keynes 
rightly stated,  “ There is no subtler, no surer way of overturning the 
existing basis of society than to debauch the currency. ”  Sound policy 
also requires that government offi cials consider the economics of leg-
islation on all people in the long run, and not just in the short run. 
Frederic Bastiat observed,  “ Countries which enjoy the highest level of 
peace, happiness and prosperity are the ones where the law least inter-
feres with private affairs. ”  And the great Chinese philosopher Lao - Tzu 
wisely noted,  “ Governing a large country is like frying a small fi sh. You 
spoil it by too much poking. ”  In the following chapters, I demonstrate 
repeatedly the virtue of these seven great principles. They constitute the 
power of economic thinking. The future belongs to sound economics.  

  Economists ’  Powerful Methods 

 Economists have developed powerful tools of investigation that have 
led to many discoveries. Their toolbox includes empirical work, data 
mining, simulations, experiments, institutional incentives, and the use 
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of statistical methods to test the validity of theories. Empiricism and 
econometric work are relatively new phenomena that have gradually 
changed the profession, especially with the availability of cheap compu-
ter power for calculations of complicated mathematical models. There 
has always been a lively debate about the best tools for achieving new 
knowledge and building better policies. Should economists engage in 
the abstract methods of pure deductive reasoning and high theory, or 
should they engage in concrete testing of hypotheses and the mining 
of data? Those who have chosen the latter have made, in my judgment, 
the most signifi cant contributions. 

 The new fi eld of behavioral economics has also created valuable tools, 
largely borrowed from the principles of psychology, to achieve the goals 
of individuals and society. This is one of the few examples where eco-
nomics has borrowed from another social science, rather than the other 
way around. As we shall see in Part  I , the results have been impressive. 

 By focusing on solving many of the world ’ s problems, applied 
economists are being recognized as never before. Let ’ s look at some 
historical examples of the triumph of economics.  

  Can Investors Beat the Market? 

 One of the fi rst breakthroughs in applied economics came in fi nance 
theory. Harry Markowitz, a graduate economics student at the University 
of Chicago, wrote an article on portfolio theory in the March 1952 
issue of  The Journal of Finance . It was the fi rst attempt to quantify the 
economic concept of risk in stock and portfolio selection. Out of this 
work came modern portfolio theory, which advances three principles: 
(1) investors cannot expect to achieve above - average profi ts without 
taking higher risks; (2) diversifi cation will increase returns and reduce 
risk; and (3) the markets are relatively effi cient, that is, short - term 
changes in stock prices are virtually unpredictable, and it is extremely 
diffi cult if not impossible to beat the market averages over the long run. 
This view, known as the Effi cient Market Theory, was a revolutionary 
but now accepted doctrine among academics, although as we shall see 
in the fi rst part of this book, behavioral economists are fi nding ways 
to improve on these initial fi ndings and have discovered a few ways to 
beat the market — for now anyway. 
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 These ivory tower ideas were greeted with scorn by Wall Street 
professional managers, but numerous studies by fi nancial economists 
since Markowitz ’ s initial paper have confi rmed modern portfolio the-
ory. Stock market index funds, the economists ’  favorite way to profi t 
from the effi cient market theory, are now the largest type of mutual 
fund sold on Wall Street.  

  Public Choice Theory: 
New and Improved Government 

 James Buchanan and Gordon Tullock, both at the University of  Virginia, 
published  The Calculus of Consent  in 1962 and forever changed how polit-
ical scientists view public fi nance and democracy. Today public - choice 
theory has been added to the curriculum of every economics class. 

 Buchanan and other public - choice theorists contend that poli-
ticians, like businesspeople, are motivated by self - interest. They seek 
to maximize their infl uence and set policies in order to be re  elected. 
Unfortunately, the incentives and discipline of the marketplace are 
often missing in government. Voters have little incentive to control 
the excesses of legislators, who in turn are more responsive to power-
ful interest groups. As a result, government subsidizes vested interests of 
commerce while it imposes costly, wasteful regulations and taxes on the 
general public. 

 The public - choice school has changed the debate from  “ market 
failure ”  to  “ government failure. ”  Buchanan and others have recom-
mended a series of constitutional rules to require the misguided public 
sector to act more responsibly by protecting minority rights, returning 
power to local governments, imposing term limits, and requiring super -
  majorities to raise taxes.  

  Economics Enters the Courtroom 

 In 1972 Richard A. Posner, an economist who teaches at the University 
of Chicago Law School and serves on the U.S. Seventh Circuit of 
Appeals (chief judge 1993 – 2000), wrote  Economic Analysis of Law , which 
synthesized the ideas of Ronald Coase, Gary Becker, F. A. Hayek, and 
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other great economists at the University of Chicago. Today centers of 
 “ law and economics ”  are found on many campuses. Judge Posner states, 
 “ Every fi eld of law, every legal institution, every practice or custom of 
lawyers, judges, and legislators, present or past — even ancient — is grist 
for the economic analyst ’ s mill. ”   8   

 Economists apply the principles of cost - benefi t and welfare analysis 
to all kinds of legal issues — antitrust, labor, discrimination, environment, 
commercial regulations, punishments, and awards. In Chapter  15 , I dis-
cuss the work of several economists on the relationship between crime 
and punishment, the effi cacy of capital punishment, and whether con-
cealed weapon permit laws and gun ownership deter crime.  Economists 
are frequently called on to testify in court cases, a lucrative new source 
of income.

 Chicago ’ s Gary Becker has been in the forefront of applying price 
theory to contemporary social problems, such as education, marriage 
and divorce, race discrimination, charity, and drug abuse. Not surpris-
ingly, he calls his book for the general public  The Economics of Life . But 
Becker warned,  “ This work was not well received by most economists, ”  
and the attacks from his critics were  “ sometimes very nasty. ”   9   Now, 
decades later, Becker ’ s work is being imitated everywhere by those who 
seek ways to solve social problems.  

  The Outline of EconoPower 

 Economists have made signifi cant improvements in other disciplines —
 in accounting, history, religion, management, public infrastructure, soci-
ology, and even auction design. This book offers dozens of examples 
of how these tools are being applied to solve problems for individuals, 
communities, and the nation. 

 Part  One  deals with personal fi nancial matters, probably the most 
useful information on a personal level. I begin this section highlighting 
the breakthrough contributions of the behavioral economists  (Richard 
Thaler, Robert Shiller, Jeremy Siegel, David Swensen, and Brigitte 
Madrian) to improve people ’ s fi nances — increasing savings, reducing 
debt, and getting a better return on investments. I also tell the story 
of Chile ’ s privatization of its public pension system, and whether the 
United States and other nations should adopt radical reform of their 
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social security programs. This part also includes a review of   “ happiness ”  
economics, a fascinating new area of economic research. 

 Part  Two  reports on the infl uence of economists on business man-
agement and the accounting profession, especially the introduction of 
 “ economic value added ”  (EVA), the economist ’ s new tool of measur-
ing investment value and company performance. I also tell the story of 
Koch Industries, the world ’ s largest private company, and how the crea-
tive genius of Charles Koch and other libertarian CEOs has been infl u-
enced profoundly by  “ Austrian ”  economists like Ludwig von Mises, 
Friedrich Hayek, and Joseph Schumpeter. 

 Part  Three  reveals exciting discoveries by economists to solve 
domestic problems, such as road congestion, health care, public educa-
tion, crime, and other issues high on the public list. I also reveal the 
remarkable ways in which economists have designed auctions for 
Google, eBay, and government agencies that have benefi ted both buy-
ers and sellers. On the lighter side, I discuss three mystery novels where 
economists have helped to solve the crime. 

 Absent from Part  Three  is a chapter on the drug war. I intended 
to write on this controversial subject, which has attracted the atten-
tion of economists for several decades, particularly Milton Friedman, 
Gary Becker, Steve Levitt, and other members of the Chicago school. 
Most economists studying the debate fall on the side of decriminaliza-
tion. Admittedly, there has been some progress in drug policy, including 
legalization of medical marijuana in some states, a reduction in teenage 
arrests for illicit drug use, and more fl exibility in mandatory sentences for 
drug crimes. But economists have apparently had little to do with these 
changes. I asked Jeffrey A. Miron, a professor of economics at Harvard 
University who specializes in drug issues and author of  Drug War Crimes  
(Independent Institute, 2004), whether economists have had any infl u-
ence in the drug war. His answer:  “ Not so far. ”  Perhaps a future edition 
of  EconoPower  will include a chapter on drug policy. 

 Part  Four  looks at how economists are working successfully on 
international issues — extreme poverty, inequality, pollution, global 
warming, population growth, globalization, military confl ict, and reli-
gious wars. I also update you on the new fl at tax revolution that is 
spreading in Europe and elsewhere. One of the most intriguing new 
fi elds of study is the economic freedom indexes being developed and 
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refi ned by  various think tanks, and how they relate to economic growth, 
legal  institutions, trade and tax policy, and efforts to achieve peace in 
politically unstable areas. Finally, I take a look at the relatively new fi eld 
of religion and economics, with some surprising results about religion 
and competition. 

 Part  Five  highlights new ways to forecast the future. Economists 
are famous for making bad predictions, but that ’ s changing, as dem-
onstrated by recent accurate forecasts by behavioral economists Jeremy 
Siegel at the Wharton School and Robert Shiller at Yale on the stock 
market and real estate. I also include chapters on the increasing impor-
tance of gold as a single indicator of global instability and infl ation, 
whether another Great Depression is possible, and whether consumer 
spending is really a good leading indicator (my own contribution). My 
fi nal chapter looks toward the future and what kind of new dynamic 
economic philosophy will dominate the new millennium. If the chap-
ters in this book are any indication, the future for economics and econ-
omists looks bright.          

Readers will note that I have not spent much time in this book on 
traditional areas where economists have had an impact on public policy, 
such as international trade agreements, price indexes, monetary and fi scal 
policy, and anti-trust. Instead, I have tried to focus on new and supprising 
fi elds where economists have made a difference.
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Part One                     

PERSONAL FINANCE 
EARNING, SAVING,  INVESTING, 

AND RETIRING

 T he new behavioral economists have made exciting advances in 
the area of personal fi nance, discovering how to improve peo-
ple ’ s ability to earn, save, invest, retire, budget, and get out of debt. 

 I start this important section with a simple but powerful plan that 
has the potential of tripling workers ’  savings rates. It ’ s already become 
law (the 2006 Pension Protection Act), due to the ingenuity of Chicago 
economist Richard Thaler, who is a leader in the new fi eld of behavio-
ral economics. 

 We also look at radical new proposals to improve Social Security 
and other welfare plans. These huge social programs have provided 
a safety net for retirees and the poor, but they have a serious down-
side. For most Americans, Social Security does not deliver the goods at 
retirement. It is a lousy and infl exible savings program and a heavy tax 
on low - income workers and minorities. Many economists  characterize 
public retirement plans as defective and counterproductive, and favor 
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replacing them with some form of personal investment accounts simi-
lar to those offered to federal employees (the thrift accounts) or the 
 personal savings accounts that Chilean citizens now enjoy. In this sec-
tion, I tell the story of a Chilean labor economist, Jos é  Pi ñ era, who has 
made a major difference in his own country and the rest of the world. 

 Interestingly, major corporations faced the same problem facing 
Social Security today — the unfunded liability problem. Fortunately, busi-
ness has largely solved its pension problem by switching from defi ned -
 benefi t plans to defi ned - contribution plans, such as 401(k)s or IRAs.            

16 p e r s o n a l  f i n a n c e
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Chapter                                                                                         1

    Economist Discovers a 
Painless Way to Triple 

Your Savings Rate 
 The  $ 90 Billion Opportunity           

  I come bearing good news. By incorporating simple lessons of psychology, 
and a little common sense about human nature, it is actually quite easy to 
help Americans save. 

— Richard H. Thaler
University of Chicago  1     

This is the most important contribution in human welfare in the last fi ve years.
—Robert Shiller

Yale University

 I n 1999, a study by two British economists, Wynne Godley and Bill 
Martin, warned that the United States was headed for serious trou-
ble. They point to three unsustainable imbalances: an overvalued 
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stock market, the collapse in private saving, and an alarming increase 
in debt.  2   

 In 2000 – 2001, the booming U.S. economy suddenly fell into reces-
sion, America was struck by Islamic extremists, and the robust stock mar-
ket began a long descent that took blue chip stocks down 30 percent 
and technology stocks down more than 70 percent. The Federal Reserve 
stepped in to prop up the economy by slashing interest rates and expand-
ing the money supply, and the economy and the markets recovered. 

 Yet serious problems remain. Most economists and political leaders 
recognize that easy money cannot solve long - standing issues, such as 
the saving crisis. Saving, investing, and capital formation are the princi-
pal ingredients of economic growth. Recent studies by the World Bank 
conclude that countries with the highest growth rates (most recently in 
Asia) are those that encourage saving and investing: that is, investing 
in new production processes, education, technology, and labor - saving 
devices. Such investing in turn results in better consumer products at 
lower prices.  3   Harvard ’ s Greg Mankiw concludes,  “ Higher saving leads 
to faster growth. ”   4    

The United       States Is Living on Borrowed Time 

 That ’ s why America faces a potential crisis. Private net saving in the 
United States has hit alarmingly low levels. Given this positive relation-
ship between saving and economic performance, what are we to make 
of the gradual decline in private net saving in the United States? The 
latest data indicates that private net saving — the gap between dispos-
able income and spending — has fallen to record lows as a percentage of 
GDP for most industrial countries. (See Figure  1.1 .)   

 What is the primary cause of the gradual decline in private savings 
in the United States and elsewhere? Many economists note that private 
savings fi gures don ’ t include appreciation from real estate and stocks 
owned by Americans, and thus the saving crisis has been postponed by 
higher prices in real estate and stock market holdings. But with the 
recent collapse of the credit markets in real estate and a shaky stock 
market, a fi nancial crisis may appear around the corner. 
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 Other economists contend that Social Security and income taxes 
discourage saving. With FICA taxes squeezing more than 15 percent of 
all Americans ’  wages and salaries off the top, the government ’ s manda-
tory welfare system makes it diffi cult for most Americans to make ends 
meet. Social Security taxes especially hurt the poor who are deprived of 
the necessary funds to buy a home or start a business. (See Chapters  5 
through 8  for radical solutions to the Social Security crisis.) 

 Of course, millions of Americans continue to save for retirement, 
investment, and other reasons, but lately the debtors have outnumbered 
the savers. Who makes up for the imbalance? Foreign investors (as 
refl ected in the growing current - account defi cit) are pouring billions 
into U.S. debt and equity securities, bank accounts, and real estate. 
As long as foreign investors make up the difference, America will sur-
vive and prosper. But what happens when they stop?  
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 Figure 1.1 Decline of Savings Rate in the United States and Other Countries: 
1987 – 2003   
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  Behavioral Economics Enter the Workplace  . . .  
with a Little Help from Washington 

 To head off a potential fi nancial savings crisis, in 2006 President 
George W. Bush signed into law the Pension Protection Act. A major 
part of this law known as “autosave” encourages companies to sign up 
employees for 401(k) plans automatically. For the fi rst time, employ-
ers will automatically enroll workers in their 401(k) plans. Workers can 
choose not to participate, but they must specifi cally request exemption. 
This is the opposite of what was the norm in employee benefi ts. In the 
past, workers had to sign up for their 401(k) plans to participate, and, 
on average, only a third did. Before, no action was the same as choosing 
 “ no. ”  Now, no action is the same as choosing  “ yes. ”  Consequently, even 
procrastinators will be invested in a 401(k)! 

 In addition, there is a mechanism to increase gradually the amount 
saved, and employers are encouraged to match some of the dollars that 
workers invest each year. This new rule is known as “contribution esca-
lation.” When workers receive a pay raise, some of that wage or salary 
increase will automatically go into their 401(k) investment plan. 

 This small change in the law will have a big impact. According to 
 Business Week ,  “ the new rules could bring investment managers an extra 
 $ 90 billion in retirement assets. ”   5    

  The Economist behind the  SMART  Plan 

 Who’s behind this new law? These two new pension ideas are the brain-
child of Brigitte Madrian, professor of public policy at Harvard University, 
and Richard Thaler, professor of economics at the University of Chicago 
Graduate School of Business and a leader in the hot new fi eld called 
 “ behavior economics. ”  Madrian earned her Ph.D. in economics at MIT 
in 1993, and Thaler earned his Ph.D. from the University of Rochester in 
1974 and considers himself a maverick from the standard rational approach 
to economics. He is also the founder of an asset management fi rm. 

 Consider the titles of two recent books by behavioral economists 
on the subject:  Irrational Exuberance  by Robert Shiller of  Yale University 
(who correctly warned investors that the bull market on Wall Street 
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in 2000 was not sustainable) and  Why Smart People Make Big Money 
Mistakes  by Gary Belsky and Thomas Gilovich. 

 To understand behavioral economics, consider the following four 
questions: 

   1.   Are you constantly surprised by the size of your credit card bill?  
   2.   Do you live in fear that you haven ’ t saved enough for retirement?  
   3.   Do you often fi nd yourself buying stocks at the top and selling at 

the bottom?  
   4.   Have you failed to update your will?    

 If you answered  “ yes ”  to any of these questions, join the crowd. Most 
of your fellow citizens are in the same boat. Two - thirds of Americans 
think they are saving too little. Fortunately, help is on the way, at least 
for two of the problems listed above: overspending and not saving 
enough for retirement. 

 Essentially, the behavioral economists take issue with a fundamental 
principle of economics — the concept of rational predictable behavior. 
They argue that investors, consumers, and businesspeople don ’ t always 
act according to the  “ rational economic man ”  standard of the textbooks, 
but instead suffer from overconfi dence, overreaction, fear, greed, herding 
instincts, and other  “ animal spirits, ”  to use John Maynard Keynes ’ s term.  6   

 Their basic thesis is that people make mistakes all the time. Too 
many individuals overspend and get into trouble with credit; they don ’ t 
save enough for retirement; they buy stocks at the top and sell at the 
bottom; they fail to prepare a will. Economic failure, stupidity, and 
incompetence are common to human nature. Robert Shiller observes 
that  “ a pervasive human tendency towards overconfi dence ”  causes 
investors  “ to express overly strong opinions and rush to summary judg-
ments. ”   7   As Ludwig von Mises noted,  “ To make mistakes in pursuing 
one ’ s ends is a widespread human weakness. ”   8   

 Fortunately, the market has a built - in mechanism to minimize 
mistakes and entrepreneurial error. The market penalizes mistakes and 
rewards correct behavior. As Israel Kirzner states,  “ Pure profi t opportu-
nities exist whenever error occurs. ”   9   

 But the new behavioral economists go beyond the standard mar-
ket approach. They argue that new institutional measures borrowed 
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from the principles of psychology can be introduced to minimize error 
and misjudgments, without involving the government. The Pension 
Protection Act helps those who make the mistake of saving too little of 
their income. The government persuades without force. 

 At the American Economic Association meetings in Atlanta in 
January 2002, Richard Thaler of the University of Chicago presented 
a paper on his  “ SMART ”  savings plan, a systematic way to increase 
dramatically and painlessly the savings rate of American workers.  “ By 
incorporating simple lessons of psychology, and a little common sense 
about human nature, it is actually easy to help Americans save, ”  he told 
Congress in 2004. His fi ndings were reported in an academic article 
in a 2004 issue of the  Journal of Political Economy . Thaler, author of  The 
Winner ’ s Curse  and a pioneer in behavioral economics, has developed a 
new institutional method to increase workers ’  savings rates. 

 Thaler noted that the average workers ’  savings rates are painfully 
low. Many blame the low rate on high withholding taxes for Social 
Security and Medicare and a national proconsumer, antisaving men-
tality. But Thaler suggested that part of the problem is the way retire-
ment programs are administered. Most corporations treat 401(k) plans 
as a voluntary program, and, as a result, only a third of their employees 
choose to sign up. He convinced fi ve corporations in the Chicago area 
to adopt his SMART plan and have their employees enroll in an  “ auto-
matic ”  investment 401(k) plan. 

 Thaler ’ s plan, developed with his collaborator Shlomo Benartzi of 
UCLA, is threefold: (1) employees are automatically invested in 401(k) 
plans unless they choose to opt out; (2) they commit to increasing their 
savings in the future, although most refused to commit to increasing 
their savings immediately; and (3) employees agree to automatically 
invest a portion of any pay increase in higher contributions to their 
401(k) plans, without reducing their take - home pay.  

  From Reluctant to Enthusiastic Savers 

 Here were the results: Instead of 33 percent signing up (as they do in 
a typical corporate investment plan), 86 percent participated in 401(k) 
plans. In just 14 months from the time the SMART plan was  instituted, 
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the participants increased their savings rate from 3.5 percent to 
9.4  percent, and after two more years they were saving 13.6 percent of 
their salary. Their savings rates nearly quadrupled! And this was from a 
group that had been reluctant savers. 

 Thaler ’ s SMART plan is simple, but effective. Having authored sev-
eral investment books advocating  “ automatic investing ”  and dollar - cost -
 averaging plans,  10   I applaud Professor Thaler (and Professor Madrian) 
for taking the concept of automatic investing to a new level. It works 
on three levels to achieve high levels of saving over time: (1) it encour-
ages high saving rates; (2) the saving rates tend to increase automatically 
over time; (3) savings are invested on a tax - free basis. Retirement plans 
are ideal for growth because the funds stay invested over the long run. 

 If companies everywhere adopted this plan, it could indeed revo-
lutionize the world and lead not only to a much more secure retire-
ment for workers but to a higher saving and investment rate. The result 
could be a higher economic growth and standard of living throughout 
the world. With the encouragement of the 2006 Pension Protection 
Act, we could already be benefi ting with higher economic growth, 
especially if the new savings are invested in the stock market. The idea 
appeals to both the public and private sector. Government agencies 
have adopted this automatic growth thrift plan, which is increasing the 
saving and investment rates of thousands of public workers. Vanguard, 
the country ’ s largest mutual fund company, is offering the idea to their 
employer customers. 

 Most important, automatic enrollment is a private - sector initiative 
that does not require government intervention. In short, through inno-
vative management techniques and education, individuals can solve 
their own fi nancial and business problems without the help of the state. 
A new generation of economists is indeed changing the world.  

  Where Will You Invest Your 401(k)? 

 If you save regularly and automatically, you will have a lot of savings 
to invest. How best to invest those funds? How can you make good 
profi ts on your retirement funds without taking undue risks? That ’ s the 
subject of the next chapter.                
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Chapter                                         2    

Modern 
Portfolio Theory 

 Can You Beat the Market?           

  A blindfolded monkey throwing darts at a newspaper ’ s fi nancial pages 
could select a portfolio that would do just as well as one carefully selected 
by the experts. 

  — Burton Malkiel 
 A R ANDOM WALK DOWN WALL STREET  (1973)   

 T he next three chapters will show you how sound economic 
principles can help you improve your investment skills. As you 
will see, academic economists have been skeptical of promises 

by stockbrokers, money managers, mutual funds, and fi nancial newslet-
ter writers that you can get rich quick in the stock market. But they also 
offer some excellent solutions. 
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 We begin by discussing what economists call the  “ effi cient market 
theory ”  of investing. 

 There was a time when Wall Street analysts and money managers 
hated economists. In the 1960s, ivory - tower academic professors had 
the gall to come to Wall Street and denounce the value of stock market 
analysis. Known as  “ effi cient market theorists ”  and  “ random - walkers, ”  
these academic economists boldly declared that expensive, painstaking 
security analysis and active money management were  “ useless, ”  maybe 
even worse than useless, because individual stock pickers are likely to 
underperform a broad - based portfolio of stocks that are bought and 
held for the long term. Some economists even claimed that a monkey 
could do a better job of stock selection. 

 The academic economist who started this monkey business was 
Eugene Fama, an American economist who earned his MBA and Ph.D. 
in economics and fi nance from the Graduate School of Business at the 
University of Chicago. He continues to teach at Chicago. His Ph.D. 
thesis, which concluded that stock prices are unpredictable and random, 
was published as  “ The Behavior of Stock Market Prices ”  in the  entire  
January 1965 issue of the  Journal of Business.  

 Fama ’ s thesis has become known as the  “ effi cient market hypoth-
esis ”  and is not unlike the  “ perfect competition model ”  in microeco-
nomics. Unbridled competition and entrepreneurship make it diffi cult 
to beat the market, he says. Burton G. Malkiel, a professor of economics 
at Princeton, popularized the effi cient market theory in his 1973 work 
called  A Random Walk Down Wall Street,  which has now gone through 
nine editions. Malkiel sums up the effi cient market, or random walk, 
theory as follows: 

  “ Short - run changes in stock prices cannot be predicted. Investment 
advisory services, earnings predictions, and complicated chart patterns are 
useless . . .  .Taken to its logical extreme, it means that a blind - folded mon-
key throwing darts at a newspaper ’ s fi nancial pages could select a portfo-
lio that would do just as well as one carefully selected by the experts. ”   1   

 The effi cient market proponents were labeled  “ random walkers ”  
because of their belief that short - term movements in the stock market 
appeared unpredictable and random, like a drunken sailor meandering 
down Wall Street, and that security analysts and fund managers are not 
likely to beat the market. 
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 Taking a cue from Malkiel ’ s book, editors of the  Wall Street Journal  
engaged in a contest every six months between the editors who picked 
stocks by throwing darts at the NASDAQ stock listings and professional 
analysts who carefully selected their favorite stocks based on funda-
mental or technical analysis. The contest lasted for 14 years, from 1988 
until 2002. Interestingly, the pro  s won most of the contests, with an 
average return of 10.2 percent for the experts and 3.5 percent for the 
dart throwers. 

 However, Malkiel argued that the contest was rigged.  “ There ’ s a 
publicity effect, ”  he said, explaining that, by advertising the stocks that 
the experts picked, the  Journal  infl uenced the market.  “ Because the 
 Journal  talks about the experts ’  picks and the experts describe why they 
picked certain stocks, the stocks get publicity boost, ”  Malkiel said. He 
added that, when he recalculated the returns from experts ’  stocks using 
the value from the day before the article was released instead of the day 
of, the experts do not fare any better than the dart throwers.  

  Economists Create a Modern Portfolio Theory 

 There are a number of reasons why traditional Wall Street is rigged 
against the average investor. Malkiel and others point to the transaction 
costs of actively managed portfolios: commissions, performance fees, 
bid - ask spreads, and taxes, for example. It also becomes extremely diffi -
cult to overperform all the other thousands of security analysts who are 
trying to fi nd undervalued investments. 

 If you are not likely to beat the market, what do Fama, Malkiel, and 
other effi cient marketers propose? Should you avoid stocks entirely 
and just concentrate on bank savings accounts and CDs? On the contrary. 
They came up with an ingenious, simple solution: Be a passive investor 
in the market. Buy a large portfolio of individual stocks, or a stock index 
fund, and hold for the long run, taking dips and bear markets in stride. As 
simplistic as it may seem, such a strategy has been highly profi table dur-
ing the past 50 years, with the S & P 500 Index returning approximately 
12 percent compounded annualized return (including dividends). 

 In the beginning on Wall Street, the effi cient market theories of 
academia created a furor. Highly paid security analysts and fund 
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 managers felt that their careers were threatened by evidence that they 
were underperforming the market averages. Nevertheless, it ’ s hard to 
contradict the evidence. Economists have conducted numerous studies 
that confi rm Malkiel ’ s claim. (See Figure  2.1  below for a study made 
by  The Economist  in the 1990s.) Few professional investors or mutual 
funds have been able to achieve returns comparable to the S & P 500.   

 Eventually, however, Wall Street joined the effi cient market theorists 
by creating stock market index funds. John C. Boyle created the fi rst 
index fund at Vanguard group of funds in Valley Forge, Pennsylvania, in 
1976, and the Vanguard 500 Index Fund (symbol, VFINX) is now the 
largest stock market index fund in the world, with  $ 72 billion in assets. 
Today there are thousands of index funds of every stripe imaginable.  
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 Figure 2.1 Index Funds Tend to Outperform Money Managers   
 Source: The Economist  (May 29, 1999). Reprinted by permission.
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  Who Can Beat the Averages? 

 Despite the above caveats, active money managers and mutual funds 
still try to beat the indexes, and a few have been successful, includ-
ing Warren Buffett, Peter Lynch, Michael Price, and Value Line. Warren 
Buffett ’ s closed - end investment company, Berkshire Hathaway, is with-
out question the most successful fund to outperform the indexes over 
the long haul. Berkshire Hathaway (symbol BRK.A) traded for  $ 20 a 
share in the early 1970s and today is selling for over  $ 100,000 a share 
(no stock splits or dividends). The Omaha billionaire has been a sharp 
critic of the effi cient - market theory. Prior to creating the Berkshire 
Hathaway company, Buffett was involved with his mentor, Benjamin 
Graham, the father of fundamental analysis, in a partnership that 
engaged in arbitrage techniques.      He states:

 The continuous 63 - year arbitrage experience of  Graham -
 Newman Corp., Buffett Partnership, and Berkshire illustrates 
just how foolish EMT is. While at Graham - Newman, I made 
a study of its earnings from arbitrage during the entire 1926 –
 1956 life - span of the company. Unleveraged returns averaged 
20 %  a year. Starting in 1956, I applied Ben Graham ’ s arbi-
trage principles, fi rst at Buffett Partnership and then Berkshire. 
Though I ’ ve not made an exact calculation, I have done 
enough work to know that the 1956 – 1988 returns averaged 
well over 20 % . Over the 63 years, the general market deliv-
ered just under a 10 %  annual return, including dividends. That 
means  $ 1,000 would have grown to  $ 405,000 if all income had 
been reinvested. A 20 %  rate of return, however, would have 
produced  $ 97 million. That strikes us as a statistically - signifi cant 
differential that might, conceivably, arouse one ’ s curiosity.  2     

 Buffett concludes,  “ Observing correctly that the market was 
 frequently effi cient, they [the effi cient market theorists] went on to 
conclude incorrectly that it was always effi cient. ”  

 There are other historical examples of individuals or strategies that 
have beaten the markets. Some fl oor traders on the New York Stock 
Exchange have consistently outperformed their peers.  Fortune ’ s  100 
Best Companies to Work For have beat the averages. And some futures 
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and options traders have knocked the socks off their competition. In 
his book,  Market Wizards,  Jack Schwager tells the story of a commodity 
trader who turned  $ 30,000 into  $ 80 million; a former securities analyst 
who during seven years had a realized average annual monthly return 
of 25 percent (over 1,350 percent annualized), primarily from trading 
stock index futures; and an MIT electrical engineering graduate who 
earned 250,000 percent return over a 16 - year period.  3   Schwager tells 
similar amazing stories of superior investors in the stock market.  4   

 In response, traditional economists argue that (a) only a minority 
of investors have consistently beaten the market, and (b) strategies that 
outperform can never last because, as they become more popular, the 
strategy will stop working. As an example, the Dogs of the Dow strat-
egy was a popular vehicle to beat the market in the 1990s. In 1991, 
Michael O ’ Higgins and John Downs wrote  Beating the Dow,  outlining 
the Dogs of the Dow strategy: Buy the 10 Dow stocks with the highest 
dividend yield. This mechanical technique proved successful for several 
years, but became so popular in the late 1990s that it failed to best the 
Dow averages into the 2000s. 

 Is there a beat-the-market strategy that the new generation of 
economists recommend? That ’ s the subject of our next chapter.                   
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Chapter                         3   

 Yes, You Can Beat 
the Market  . . .  with 

Less R isk           

  Dividends are the critical factor giving the edge to most winning stocks in 
the long run.   

  — Jeremy Siegel  
THE FUTURE FOR INVESTORS  (2005)   

 F inancial economists have made it easier for investors to maxi-
mize returns while minimizing losses. The effi cient market 
 hypothesis and its suggested strategy, investing in a broad - based 

index fund, have great merit. But the question remains: Is there a way to 
beat the market with less risk? 
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 Economists continue to search for this alchemy of fi nance. One 
economist who has made a possible breakthrough is Jeremy Siegel, 
professor of fi nance at the Wharton School at the University of 
Pennsylvania. Siegel earned his Ph.D. in economics from MIT in 1971, 
and taught macroeconomics and fi nance at the University of Chicago 
from 1972 to 1976. His two mentor economists are Paul Samuelson 
(MIT) and Milton Friedman (Chicago). He is most famous for his 
book , Stocks for the Long Run , but his most recent book,  The Future 
for Investors  (2005), presents a signifi cant discovery. In his studies, he 
uncovered what he calls  “ The Growth Trap. ”  Professor Siegel and his 
staff engaged in a massive research project: dissecting the entire history 
of the Standard  &  Poor ’ s famous S & P 500 Index since its inception in 
1957. He wanted to test the established theory that the addition of new 
vibrant companies to replace older, slower performing companies is the 
secret to the S & P 500 Index ’ s strong long - term track record. 

 Effi cient market theorists contend that investors will do well if 
they just buy and hold a basket of stocks. That ’ s what the Dow Jones 
Industrial Average and the S & P 500 do, right? Well, not quite. Actually, 
stock indexes are constantly changing. Public companies must meet 
specifi c requirements in order to be included in an index, and stocks 
that no longer qualify are occasionally being delisted or replaced by 
other stocks that qualify. As a result, the S & P 500 and other indexes 
are not really a constant, unchanging list of stocks. The S & P 500 is 
constantly being updated and tinkered with, based on Standard and 
Poor ’ s criteria for market value, earnings, and liquidity. By defi nition, 
the companies added are performing substantially better than the ones 
being deleted. The walk isn ’ t so random after all. Interestingly, in 2000, 
at the peak of the technology bubble, 49 new fi rms were added to the 
index; in 2003, near the bottom of the bear market, S & P added only 
eight new fi rms. These annual changes transformed the composition of 
the index from largely industrial stocks to largely fi nancial and tech-
nology companies. It ’ s all part of the creative destruction process of 
capitalism. 

 Siegel ’ s project was a mammoth undertaking that required tracing 
the complex corporate histories of hundreds of successive fi rms that 
were acquired or distributed over several decades. He then compared 
the performance of two portfolios over nearly a 50 - year period: the 
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 “ Survivors ”  portfolio, consisting of all the original S & P 500 stocks, 
and the  “ Total Descendants ”  portfolio, consisting of companies that 
have been added over the years. He came to a startling conclusion, 
reported in his book,  The Future for Investors :  “ The returns on the orig-
inal fi rms in the S & P 500 beat the returns on the standard, continually 
updated S & P 500 Index and did so with lower risk . . . .  The shares of 
the original S & P 500 fi rms have, on average, outperformed the nearly 
1,000 new fi rms that have been added to the index over the subse-
quent half century. ”  

 How is this possible? According to Siegel, the reason is clear: 
Standard  &  Poor ’ s waits too long before adding these new growth 
companies to this index. Investors had already bid up the price of these 
bold, new companies to an excessively high level, and by the time they 
were added to the S & P 500, investors were paying too much. Standard 
 &  Poor ’ s refl ected this expensive habit in their S & P 500 Index. 

 Admittedly, Standard  &  Poor ’ s was correct in noting that the new 
candidates for the index had better earnings, sales, and market values 
than the older fi rms. But they fell into the  “ growth trap ”  of adding too 
late the bold and the new to their index. 

 By the same token, the S & P waited too long to cut the losers 
from the list. By the time the companies were fi nally eliminated from 
the index, they were ready for a turnaround. After being cut from the 
index, these stocks usually started to rally. They tended to recover and 
return to their true value. This is an example of what statisticians call 
 “ recession to the mean. ”  Undervalued stocks will eventually make a 
comeback, just as overvalued stocks eventually fall back down to their 
intrinsic value. Siegel discovered that the S & P tends to chase the stock 
price rather than anticipate it. 

 Peter Lynch warns that the growth trap is fairly universal. 
Individuals and institutions alike suffer from it. In his book,  One Up 
on Wall Street , he notes that institutions wait to  “ buy Wal - Mart when 
there ’ s an outlet in every large population center in America, fi fty ana-
lysts following the company, and the chairman of Wal - Mart is featured 
in  People  magazine as an eccentric billionaire who drives a pickup 
truck to work. By then the stock sells for  $ 40. ”  Lynch was buying Wal -
 Mart when it was  $ 4. He points out that most institutional buyers are 
restricted from buying small growth companies because the market 
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capitalization is below their minimum. But once the price of the stock 
doubles or triples, the market capitalization is suffi ciently high to qual-
ify for purchase.  “ This results in a strange phenomenon: Large funds are 
allowed to buy shares in small companies only when the shares are no 
bargain. ”   

   IBM  ( “ Big Blue ” )  versus  Exxon ( “ Big Oil ” ) 

 Professor Siegel creates an example of the growth trap by comparing 
the total returns over a 53 - year period (1950 – 2003) of the technology 
giant International Business Machines (symbol, IBM, known as  “ Big 
Blue ” ) with Standard Oil of New Jersey (now Exxon/Mobil, symbol 
XOM, known as  “ Big Oil ” ). He calls it a classic case of the new ver-
sus the old. By every growth matrix used by security analysts, IBM 
beat out Standard Oil in terms of earnings, sales, cash fl ow, book value, 
and so on. Over a 53 - year period, Big Blue ’ s earnings per year — the 
key indicator of long - term growth — outperformed Big Oil ’ s earn-
ings growth by more than three percentage points per year. During 
this time, technology as a sector grew much faster than the energy 
complex. 

 The results, however, are shocking. While IBM beat out Standard 
Oil in terms of internal company statistics, Standard Oil returned a bet-
ter profi t for investors. Assuming reinvestment of all dividends,  $ 1,000 
invested in IBM would be worth  $ 961,000 at the end of this 53 - year 
period, while  $ 1,000 invested in Standard Oil (Exxon) would have 
reached  $ 1,260,000—31 percent more. This return assumes reinvest-
ment of all dividends, a key factor. 

 Why did this happen? Because investors consistently paid too much 
for IBM stock and underpaid for Standard Oil. Investors made the fun-
damental mistake of pushing IBM’s price up excessively in relation to 
true value, and neglecting Standard Oil ’ s relatively low price to value. 

 It all goes back to price - earnings ratios, a key to sound investing. 
P/E is defi ned as the price of the stock divided by the earnings per 
share. Investors tend to bid up the price of fast-growing new econ-
omy stocks, so that growth stocks have high P/E ratios. Siegel ’ s study 
demonstrates a behavioral weakness: Investors consistently make the 
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mistake of  chasing the high P/E stocks, while avoiding the low P/E 
stocks. Inevitably, regression to the mean takes place. High P/E stocks 
like IBM eventually come back down to earth, despite their high earn-
ings, and low P/E stocks like Standard Oil climb up to their true value. 
This is why  Forbes  columnist and investment manager David Dreman 
contends that the best contrarian approach to making money is to buy 
companies with low price - earnings ratios.  

  Beware of  Technology Stocks 

 In many ways, the   growth trap is a paradox. The new economy stocks 
are providing economic growth in the global economy, yet they con-
tinually disappoint investors. For the few high profi le winners, like 
Microsoft or Dell, there are hundreds of losers. And even the win-
ners are usually overpriced.  “ Our fi xation on growth is a snare, ”  warns 
Professor Siegel.  “ The most innovative companies are rarely the best 
place for investors, ”  because investors constantly overpay for the privi-
lege of owning shares in the bold and the new. Siegel warns in par-
ticular against buying any stocks with P/E ratios exceeding 100, which 
inevitably fall out of favor. In contrast, investors typically neglect the 
familiar older companies that are selling at low multiples and offering 
bargain opportunities. 

 Jeremy Siegel ’ s study found few technology or telecommunica-
tions stocks in any lists of the top 20 performers over a decade or more. 
Interestingly, Peter Lynch came to the same conclusion as Siegel. In his 
bestseller  Beating the Street , Lynch wrote:  “ Finally, I note with no partic-
ular surprise that my most consistent losers were the technology stocks. ”   

  Siegel ’ s Positive Strategy 

 Siegel suggests a strategy that can overcome the growth trap and beat 
the market with lower risk. The technique can be found in Siegel ’ s 
comparison between IBM and Standard Oil. We noted that despite 
IBM ’ s better growth data year after year, old - fashioned Standard Oil 
earned a higher total return than the new - economy stock IBM. What 
made the difference? 
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 Dividends! IBM ’ s market price was simply too high to overcome 
the gains earned from the hefty dividends Standard Oil/Exxon paid 
out over the years.  “ Standard Oil ’ s high dividend yield made a huge dif-
ference in boosting its return, ”  declares Professor Siegel. Despite lower 
sales and earnings than IBM, Standard Oil ’ s regular dividend checks, if 
reinvested, made the difference in outperforming the giant tech com-
pany. Studies show that 97 percent of stock appreciation comes from 
dividends. 

 While IBM was constantly pushed from its relative value by over-
zealous investors who would impatiently push its price up to above -
 average levels, Standard Oil stayed true to its nature and provided steady 
profi ts to its shareholders. 

 Growing evidence indicates that companies that pay regular divi-
dends show better long - term growth and lower risk patterns than non -
 dividend - paying growth companies. Because they tend to be large and 
mid - market cap stocks that have been around for many years, dividend 
stocks are not normally subject to the extreme valuations that apply 
to new growth and technology companies. They stay married to their 
true values.  

  Dividend Weight versus Market Capitalization 

 You don ’ t have to sacrifi ce profi ts to invest in dividend stocks. Recent 
academic studies fi nd that stock indexes linked to dividends tend to 
outperform market cap index funds.  Smart Money  recently reported, 
 “ Independent research appears to back the fundamental indexers. 
Constructing portfolios based on earnings, dividends, sales or book 
value going back fi ve, ten and twenty years across markets in the U.S., 
U.K., Europe, Southeast Asia and Japan, a London research fi rm, Style 
Research, concluded that fundamental indexing outperformed cap 
weighted index funds an average 2 – 2.5 %  a year. ”   1   

       Jeremy Siegel ’ s work indicates that dividend - weighted index funds 
beat market cap indexes by 300 basis points each year.  2   That ’ s a huge 
difference. See Figure  3.1  that shows the difference in total returns over 
a 44 - year period.    
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  Show Me the Money 

 Dividend stocks are an excellent investment strategy for investors for a 
number of reasons.   

   First, dividends don ’ t lie.  A cash dividend is the only real evi-
dence that a company is doing its job, providing a useful product or 
service to its customers, working for the shareholder as well as com-
pany executives and its employees. Following the many corporate scan-
dals and questionable accounting schemes and fi ctitious earnings reports, 
there ’ s nothing like a check in the mail or cash deposit in your brokerage 
 account to assure yourself that the company is doing something right. It ’ s 
comforting to know that the company actually earned enough money 
to pay the shareholders. Cash dividends are not subject to revisions, like 
past  earnings. Earnings are always suspicious, due to creative account-
ing. Revenues can be booked in one year or several years. Capital assets 
can be sold and the value listed as ordinary income. Liabilities can be 
written off as immediate expenditures, or spread out over time. But cash 
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paid into your account is a sure thing, a litmus test of the company ’ s true 
earnings. It ’ s tangible evidence of the fi rm ’ s profi tability. Admittedly, there 
have been a few dividend scandals, but these are extremely rare. It ’ s not a 
fi nancial trick or Ponzi scheme. Dividends must be paid out of earnings. 
In the words of Geraldine Weiss ’ s classic book title,  Dividends Don ’ t Lie .  

   Second, regular dividend payouts impose fi scal discipline 
on a company . It ’ s similar to investors who have a mortgage on their 
home. Home owners are motivated to earn enough money to pay 
the monthly mortgage. Or as Patrick Dorsey, head of stock analysis at 
Morningstar, states,  “ A company that pays a dividend is like an investor 
who commits to a 401(k) or savings plan — because the money isn ’ t in 
your pocket, it can ’ t be wasted elsewhere. ”   

   Third, dividend stocks beat the market.  As noted earlier, over 
the long run dividend - weighted indexes surpass market - weighted 
indexes by 300 basis points each year. A diversifi ed portfolio of divi-
dend stocks tends to outperform nondividend stocks. Studies support 
this fi nding in international markets as well. 

 In essence, dividends give investors the chance to buy stocks at 
attractive valuations. Seldom do you fi nd a high-fl ying stock that has a 
large market capitalization and pays a healthy dividend.  

   Fourth, dividend stocks are less risky.  Studies show that not 
only do dividend stocks outperform nondividend stocks, but they do so 
with less volatility. That ’ s the nature of large cap stocks that pay regular 
dividends. By investing in these stable companies, you completely avoid 
the high risk ventures of aggressive growth stocks, such as the technol-
ogy bubble that burst in the early 2000s. You avoid the Enrons or eToys 
of the future. At the same time, dividend stocks will rise in a bull mar-
ket, though admittedly not as spectacularly as growth stocks. It is during 
bear markets that they shine. The dividend payout provides a cushion 
when growth stocks are crashing all around you; they are often a safe 
haven for speculators. That ’ s not to say they won ’ t decline; they often do 
decline with the rest of the market, and are not immune to the machi-
nations of Federal Reserve policy and geopolitics. But they do tend to 
hold up better than the hot stocks of the recent past.    

 Figure  3.2 , courtesy of Ned Davis Research, demonstrates that 
 dividend - paying stocks outperform growth stocks with less volatility.   
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40 p e r s o n a l  f i n a n c e

 Recently Jeremy Siegel joined forces with legendary fund manager 
Michael Steinhardt to create the WisdomTree group of dividend - linked 
stock market funds. For information, go to  www.wisdomtree.com . Two 
exchange - traded funds (ETFs) that invest in the top 100 dividend - paying 
stocks are: WisdomTree Dividend Top 100 Stock Index Fund (symbol 
DTN) and the WisdomTree International Dividend Top 100 Stock Index 
Fund (symbol DOO). Both have outperformed the S & P 500 Index since 
their inception in June 2006.                        
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Chapter                         4

    High - Return Investing 
 Lessons from Yale ’ s Endowment Fund           

  True diversifi cation represents a contrarian alternative. High expected return 
asset classes of domestic equity, foreign developed equity, emerging market 
equity, and real estate  . . .  provide the free lunch of improved return and risk 
characteristics. 

  — David F. Swensen 
Chief Investment Offi cer, Yale University   

 I n 2001 – 2002, I was president of the Foundation for Economic 
 Education in Irvington, New York. FEE had a grand history as one 
of the oldest educational foundations in the country, teaching stu-

dents and adults about the basic principles of sound economics. When 
I came aboard, I also became responsible for an endowment fund worth 
a couple million dollars. Endowment funds are created by institutions 
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42 p e r s o n a l  f i n a n c e

such as FEE from individuals who make unusually large donations, often 
as legacies in a will. In a way, endowments are like rainy - day funds. They 
are highly desired by nonprofi t organizations because the fund gives the 
organization a cushion to draw upon during lean times when fundraising 
efforts are slow. In addition, most nonprofi t boards allow the organization 
to use a small percentage of the endowment fund to pay for current 
operations. 

 Endowment funds have the benefi t of tax - free accumulation. Any 
interest, dividends, and capital gains earned in the endowment accumu-
late without federal and state taxation. These funds are typically invested 
in a very conservative manner. When I came aboard as president of 
FEE, I noted that 70 percent of the portfolio was invested mostly in 
government bonds, and 30 percent was invested in high - quality stocks. 
Endowment funds are cherished in the nonprofi t world, and no one 
wants to see an endowment decline in value. I was told in no uncertain 
terms that, even though I had the power to manage the FEE endow-
ment fund, I was not to alter this extremely conservative 70 : 30 ratio. 

 As a result, the FEE endowment fund has hardly kept up with 
infl ation over the years. This is the main drawback to most endowment 
funds held by universities, foundations, corporations, churches, and 
think tanks. They are simply too conservative and tend to underper-
form the broader stock market indexes.  

  Along Comes the New Yale Model 

 Challenging this traditional view is David F. Swensen, who was hired 
as chief investment offi cer of Yale University ’ s endowment fund in 
1985. Under his leadership, Yale investments increased from  $ 6 bil-
lion to  $ 18 billion, returning an annualized profi t of 17.2 percent 
over the past 10 years. That ’ s two percentage points above the mar-
ket averages, and well beyond more conservative endowment funds. 
Moreover, Yale ’ s fund did not suffer a single down year during the 
diffi cult 2000 – 2003 bear market. Swensen is considered the Babe 
Ruth of endowment funds. 

 After earning his Ph.D. in economics under Nobel Prize win-
ner James Tobin, Swensen worked for Lehman Brothers and Salomon 
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Brothers in Wall Street before returning to Yale to create the  “ Yale 
model ”  of multi-asset class investing. Swensen ’ s market - beating invest-
ment approach employs the market principles of competition,  incentives, 
entrepreneurship, and economy. And so far it has worked superbly. 

 What made the difference? First of all, Swensen was not impressed 
with the conventional approach to endowment investing: the con-
servative portfolio of investing in U.S. stocks (preferably large blue -
 chip companies) and U.S. bonds (preferably U.S. Treasuries). The mix 
 varies — some endowments have more stocks than bonds, and others, 
like the FEE endowment, had more bonds than stocks. Either way, 
Swensen recognized that such a conservative portfolio is doomed to 
mediocre performance, below the market averages. 

 As an alternative, Swensen devised a program involving greater 
diversifi cation into other asset classes, including foreign markets, natural 
resources, and alternative investments in hedge funds and private equity 
funds. In his book,  Unconventional Success , Swensen outlines the follow-
ing multi-asset class of an investment portfolio, consisting of six asset 
classes in the following sample:

  Domestic stocks    30 %   
  Foreign developed stocks    15 %   
  Emerging market stocks    5 %   
  Real estate and natural resources    20 %   
  U.S. Treasury bonds    15 %   
  U.S. Treasury Infl ation - Protected Securities (TIPS)    15 %   

 Note how vastly different this multi-asset portfolio is from the 
conventional corporate, university, or charitable endowment fund. 
Instead of 70 percent in bonds, Swensen reduced the bond component 
to 30 percent, half of that in TIPS. Instead of 30 percent in stocks, he 
increased his position in equities to 50 percent, with a large exposure 
in foreign markets. Swensen argues that such an unconventional asset 
fund can beat the market with less volatility if the assets inside the fund 
are  “ noncorrelated. ”  By that, he means that the various assets move in 
different directions when market trends change. For example, if infl a-
tion rises, domestic stocks might decline, but real estate and natural 
resources — known as infl ation hedges — might counterbalance stocks 
and keep the portfolio from declining signifi cantly. 
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Even though  the vast majority of you reading this book will not 
run an endowment fund, Swensen ’ s approach can apply equally to your 
own self - managed 401(k), IRA, or other retirement program. You can 
achieve superior market returns by investing in multi-asset  “ noncor-
rected ”  investment areas along the lines Swensen has developed. 

 In  Unconventional Success , Swensen makes three general recommen-
dations: 

   1.   Diversify into the six asset classes listed above.  
   2.   Rebalance your portfolio to the original weightings of the six asset 

classes above on a regular basis (once or twice a year).  
   3.   Emphasize low - cost index funds and indexed exchange traded 

funds (ETFs).    

 He is critical of actively   managed mutual funds, which are not 
likely to beat the markets (as noted above) because of high fees, taxes, 
and the superiority of competitors. The Yale investor sets high standards: 
 “ Of the 9,000 or 10,000 mutual funds in the United States, a mere several 
dozen merit the consideration of thoughtful investors. ”   1    

   “ Eating Your Own Cooking ”  

 Swensen contends that you can win at the active - management game, 
but it is extremely diffi cult. Where can you fi nd a  “ small subset of truly 
talented investors ”  whose characteristics include  “ integrity, passion, 
stamina, intelligence, courage, and competitiveness ”  and whose inter-
ests are aligned with yours? Above all, he would like to see high lev-
els of  “ co - investment, ”  that is, investment managers who invest a large 
percentage of their own net worth in their own funds or managed 
accounts.  “ Many high - quality investment managers pride themselves in 
 ‘ eating their own cooking. ’   ”   2   

 Most fund and money managers enjoy little co - investment. In fact, 
the vast majority of mutual funds contain precious little side - by - side 
investing. One of the unique features of the Yale investment fund is that 
its directors seek out specialized money managers who have  “ concen-
trated portfolios ”  in only a handful of stocks and often own out - of -
 favor positions. They compete against each other for Yale ’ s investment 
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accounts, and selected managers are dropped if they don ’ t perform 
as well as their peers — another example of the  “ creative destruction ”  
process in the new global economy.  

  Other Ivy League Schools Adopt Yale ’ s Model 

 Swensen ’ s unorthodox model has not gone unnoticed. Other elite 
schools such as Stanford and Harvard are following his lead. As a group, 
the top performing university endowments have gained approximately 
15 percent during the past decade, easily surpassing the average pen-
sion plans and U.S. stock market indexes. Harvard University ’ s endow-
ment, managed under Mohamed El - Erian, is the world ’ s biggest. Twenty 
years ago, approximately 80 percent of its portfolio was invested in 
domestic stocks and bonds. Today under El - Erian, it looks very different: 
31  percent in foreign and domestic stocks; 35 percent in U.S. bonds and 
other fi xed income; 17 percent in hedge funds; and a whopping 31 per-
cent in hard assets including real estate, timber, and energy. By diver-
sifying into foreign stocks, especially emerging markets, the Harvard 
endowment fund grew 23 percent to  $ 35 billion last year, beating the 
S & P 500 Index by 3 percentage points. It benefi ted in particular from 
the emerging markets portfolio, which advanced 44 percent.  

  Beating the Market Is Highly Improbable, 
but Not Impossible 

 Swensen and his co  investors have been able to achieve superior returns, 
but Yale, Harvard, and any other Ivy League schools have access to 
managers with better skills and knowledge than the average investor. 
In  Unconventional Success , Swensen recommends that most investors are 
better off limiting themselves to stock market indexes. According to 
Jeremy Siegel and his fi rm WisdomTree, you can improve your returns 
with slightly lower risk by investing in dividend - linked stock indexes 
(see the previous chapter). 

 The extreme version of the effi cient market theory denies the abil-
ity to fi nd undervalued bargains in the fi nancial markets, based on the 
belief that the markets are always effi cient and information is  available 
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cost - free to the general public. But the fact is that information is not 
cost-free and is not always available to the public. Big money can be 
made in small, obscure stocks because of the public ’ s lack of informa-
tion. Insiders and fl oor specialists fi nd out about companies before the 
public knows, and therefore can profi t accordingly. Moreover, the gen-
eral public is woefully ignorant of economic trends and therefore is 
incapable of acting profi tably on events in the world economy. There 
are plenty of false theories that investors and analysts act on that result 
in fi nancial loss, leaving the door open for shrewd individuals who 
understand current trends and gain accordingly. 

 The behavioral economists have done wonders in discovering 
ways to increase our savings and use our retirement funds more wisely. 
Can the same be done with the public retirement program—Social 
Security? In the next few chapters, I address that controversial issue, 
beginning with the remarkable success of pension reform in Chile. But 
can it be duplicated in the United States? Let ’ s fi nd out.               
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Chapter                       5   

   How Chile Created a 
Worker - Capitalist 

Revolution           

  We are creating a worker - capitalist revolution through Social Security 
privatization. 

  — Jos é  Pi ñ era 
architect of Chile ’ s pension system   

 I n the 1950s, under the guidance of Theodore Schultz and Arnold 
C. Harberger, the University of Chicago began a scholarship pro-
gram for students from the Catholic University of Chile. Dozens 

of Chilean economists sat at the feet of Milton Friedman, George Stigler, 
and other giants of the Chicago school to learn about the advantages 
of markets and democratic capitalism. Known as the  “ Chicago boys, ”  
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they returned to Chile to implement a promarket approach to Latin 
 American issues. 

 Out of small things come great rewards. This small program has led 
to a worldwide worker - capitalist revolution that would astonish Karl 
Marx. Because of the incredible success of tiny Chile ’ s privatized retire-
ment program, today over 30 countries have followed Chile ’ s lead and 
converted their own   style of social pension systems into genuine pro-
growth personal retirement accounts. Major developed nations, includ-
ing the United States, are now debating whether to adopt the Chilean 
pension model. 

 The primary architect of this worldwide revolution, Jos é  Pi ñ era, 
was a student at Catholic University of Chile in the late 1960s. After 
graduating in 1970, Pi ñ era did graduate work at Harvard University, 
where he received his M.A. and Ph.D. in economics. Pi ñ era returned 
to Chile in 1975 as a professor at the Catholic University of Chile, 
and found himself in the midst of a political crisis. Chile had suf-
fered a major economic disaster in the early 1970s under the fi rst 
democratically elected Marxist, Salvador Allende. Allende ’ s social-
ist policies of nationalization, high wages, and price controls created 
shortages, black markets, and runaway infl ation. After a series of pub-
lic protests, the military, led by General Augusto Pinochet, staged a 
coup d ’  é tat in September 1973. Allende committed suicide. When 
the global infl ationary recession exacerbated the problems in Chile, 
General Pinochet called in Pi ñ era and the Chicago Boys to reor-
ganize the economy. They urged drastic cuts in government spend-
ing, denationalization, tax reform, expanded trade, and strict control 
of the money supply. Pinochet was favorably impressed by Pi ñ era ’ s 
economic reform plans that would, he promised, dramatically increase 
Chile ’ s growth rate. 

 Pi ñ era was appointed Minister of Labor and Social Security (1978 –
 1980), and then Minister of Mining (1980 – 1981), in the Pinochet 
cabinet. He carried out four major reforms in Chile: the world ’ s fi rst 
privatized retirement system, a private health insurance program, the 
reestablishment of democratic trade unions, and a constitutional law 
establishing property rights in the mining industry. He also was a lead-
ing advocate for the new 1980 Constitution that established a bill of 
rights and a gradual transition path to a return to democracy. 
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 Pi ñ era is most famous for his radical reform of social security in 
Chile, a program that has been imitated around the world. Today Pi ñ era 
is the president of the International Center for Pension Reform, and 
speaks and consults full - time around the world on this subject. He has 
personally met with most of the world ’ s leaders to convince them to 
change their public pension programs.  

  How Does Chile ’ s Private Pension System Work? 

 As Chile ’ s labor secretary, Pi ñ era recognized that the traditional  pay -
 as - you - go retirement system was bankrupt. The Chicago Boys decided 
to go in a different direction, to link individual benefi ts to individual 
contributions (the accountability principle). Under the new scheme, 
funds invested by workers would go into individual accounts owned 
by the workers. Employees were required to contribute 10 percent of 
their wages, but could invest up to 20 percent voluntarily. As in other 
countries, contributions are tax deductible, and returns earned in the 
private accounts are untaxed until withdrawal at retirement. When 
workers reach retirement age, determined by the worker, as there is no 
set age for retirement in Chile, workers can transfer the value of their 
account into an annuity through an approved insurance company that 
pays them a fi xed amount of income for the rest of their lives. Thus, the 
retiree who lives a long life does not have to worry about running out 
of money, but he has the advantage of directing his investments during 
his saving years. 

 Employees can manage their own retirement accounts by choos-
ing among 20 mutual funds, which are managed by private investment 
companies known as AFPs (from the Spanish for pension fund admin-
istrators). They can choose among stocks, bonds, government debt, and 
most recently foreign stocks. They are free to change from one AFP 
to another. AFPs are highly regulated, and none have gone bankrupt. 
Workers are required to be well diversifi ed and cannot have too heavy 
a position in one fund.  “ Our plan was to be radical (even revolution-
ary) in approach but conservative and prudent in execution, ”  Pi ñ era 
states.  “ We trust the private sector, but we are not naive. We knew that 
there were companies that might invest in derivatives and lose a lot of 
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money. We didn ’ t want the pension funds investing workers ’  money in 
derivatives in Singapore. ”   1   

 How did the Chicago Boys come up with the idea of a com-
petitive privately run pension system? Surprisingly, it was not Milton 
Friedman ’ s idea. In his 1962 book,  Capitalism and Freedom,  he argued 
against Social Security on economic and ethical grounds, but did not offer 
an alternative.  2   According to Chicago professor Arnold Harberger, the 
idea of privatization originated from the teacher ’ s annuity plans, known 
as TIAA - CREF, or Teachers Insurance and Annuities Association/
College Retirement Equities Funds, at the University of Chicago, 
where the faculty was offered a choice of stock and bond funds. 
Chilean graduates and professors saw how well the teacher  s’ annuities 
worked, and Pi ñ era adopted the idea.  3   

 There was a transition period to the new system. The Chilean gov-
ernment offered a minimum guarantee on every retired worker ’ s pen-
sion. Workers already in the workforce who had contributed to the 
state system for many years were given the option of staying in the sys-
tem. Those who moved to the new system received a recognition bond, 
which acknowledged their contributions to the old system. When those 
workers retired, the government cashed their bonds. 

 The privatized social security plan opened on May 1, 1981, which 
was Labor Day in Chile and most of the world. It was supposed to open 
May 4, but Pi ñ era made a last - minute change to May 1.  “ When my col-
leagues asked why, ”  he said,  “ I explained that May 1 had always been 
celebrated all over the world as a day of class confrontation, when work-
ers fi ght employers as if their interests were completely divergent. But 
in a free - market economy, their interests are convergent. I told my col-
leagues,  ‘ Let ’ s begin this system on May 1, so that in the future, Labor 
Day can be celebrated as a day when workers freed themselves from the 
state and moved to a privately managed capitalization system.  ’   ”   4    

  The Benefi ts of Following the Chilean Model 

 Chile was the fi rst country in the world to privatize Social Security. 
The results have been astounding. Today 93 percent of the labor force 
is enrolled in 20 separate private pension funds. Annual real returns on 
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pension investments averaged over 10 percent since 1981 (compare 
that to the average 1 percent in the U.S. Social Security system). Just as 
importantly, Chile ’ s private pension plan deepened the nation ’ s capital 
market and stimulated economic growth. Its domestic savings rate has 
climbed to 26 percent of gross domestic product, and the economic 
growth rate averaged over 5 percent annually from 1984 on. Today 
the total funds in Chile ’ s private pension system exceed  $ 120 billion, 
80 percent of Chile ’ s GDP. 

 In short, Chile provides a role model for successful privatization of 
the U.S. Social Security system. According to Pi ñ era, converting the pay -
 as - you - go system into a genuine savings program would dramatically 
increase capital formation and economic growth in the United States 
even though it would admittedly involve serious transition problems 
much greater than those experienced in tiny Chile. Some economists 
still oppose privatizing Social Security, but most are willing to experi-
ment with a small percentage of the FICA tax to see what happens. 
For example, President George W. Bush proposed that two percentage 
points be assigned to personal investment accounts, but so far the bill 
has not been adopted. A wide variety of media have endorsed the 
Chilean model, including  Time  magazine and  BusinessWeek.  According 
to  BusinessWeek  (cover story, “Economic Growth: A Proposal,” July 6, 
1996) converting Social Security into a fully funded pension plan, com-
plete with individual savings accounts, could boost national savings 
and increase U.S. plant and equipment by 25 percent by 2020, and 
would dramatically increase the economic growth rate. The massive 
fl ow of funds into the equity markets would substantially reduce the 
cost of capital and encourage investment. The late MIT professor Rudi 
Dornbusch, no friend of supply - side economics, endorsed privatizing 
Social Security and education as two key sources of growth. According 
to Dornbusch, the resulting capital formation would support rising real 
wages and therefore offer a long - term answer to the eroding standard 
of living.  5   Jos é  Pi ñ era thinks that the biggest boost to Social Security 
reform will come if China adopts private accounts.  “ Then the United 
States will have to act; otherwise, they will be left behind in rather dra-
matic fashion. ”  

 Now let ’ s take a closer look at the U.S. Social Security system, and 
why some economists are urging radical surgery.               
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Chapter                                 6    

The Call for Social 
Security Reform           

  There is a strong case for reducing the role of the government budget in 
 providing health services beyond a minimum. 

  — Vito Tanzi and Ludger Schuknecht  1     

 A t a recent fi nancial conference, I asked an audience of several 
hundred investors,  “ By a show of hands, how many of you receive 
food stamps? ”  Not a single hand went up. Then I asked,  “ How 

many of you receive Social Security or Medicare? ”  Half the audience raised 
their hands. (Most investors at fi nancial conferences are over 65 years old.) 

 Then I asked,  “ How many of you will eventually receive Social 
Security and Medicare? ”  Every hand went up. Finally, I asked,  “ How 
many of you think you will enroll in the food stamp program during 
your lifetime? ”  Suddenly, every hand went down! 
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 It was a dramatic moment, and I ’ ve thought about it many times. 
Every person in the room was either receiving Social Security and 
Medicare, or expected to do so in their lifetimes. Yet none of them 
thought they would ever sign up for food stamps. 

 Why not? The reality is that these wealthy investors don ’ t qualify for 
food stamps. The food stamp program is a social welfare program lim-
ited to the very poor; there ’ s a means test to qualify (currently around 
 $ 25,000 for a family of four), and most Americans attending investment 
conferences don ’ t need food stamps. On the other hand, Social Security 
and Medicare are universal social insurance plans. All people pay taxes 
for the programs, and at age 65 (sometimes earlier) they all collect ben-
efi ts, even though most Americans can afford their own pension program 
and health insurance. Is there any wonder voters are more worried about 
Social Security and Medicare than they are about food stamps? 

 Table  6.1  shows the stark contrast between the food stamp program 
and Social Security and Medicare.    

  Why Not  “ Foodcare ” ? 

 Suppose the president of the United States proposed a new welfare pro-
gram called  “ Foodcare. ”  Since food is even more vital to each American 
citizen than health care or retirement money, he theoretically argued, the 
food stamp program should be expanded and universalized, like Social 
Security and Medicare, so that everyone qualifi ed for food stamps and 
paid for the program through a special food stamp tax. Suppose Congress 
agreed and passed new welfare legislation. Thus, instead of 24 million 
Americans taking food stamps, suddenly 158 million or more would begin 

Table 6.1 U.S. Social Welfare Programs

 Total Coverage Current Recipients  Total Annual
Program (in Millions) (in Millions) Expenditures

Social Security 153.8 52.2  $491.5 billion
Medicare 157.5 40.0 $297.4 billion
Food Stamps 23.9 23.9 $27.0 billion

Sources: Social Security Adminstration; US Department of Agriculture; US Budget. Coverage data 
for Social Security and Medicare is for 2002. All other data is for 2004.
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paying the food stamp tax and collecting food stamps, representing perhaps 
10 percent of household budgets. 

 What effect do you think this universal Foodcare plan would 
have on the food industry? Would we not face unprecedented costs, 
red tape, abuse, and powerful vested interests   demanding a better, more 
comprehensive Foodcare? And suppose snacks were not covered by 
Foodcare — wouldn ’ t the general public start demanding that the gov-
ernment cover the cost of this new entitlement? Would they complain 
that the costs of snacks were rising too fast? In other words, once you 
go down this road, it ’ s inevitable that government would become more 
and more involved in the food business. Ludwig von Mises was right: 
 “ Middle of the road policies lead to socialism. ”   2   

 Fortunately, there is no nightmarish foodcare program. Granted, 
there have been abuses and waste in the food stamp program, but 
the problems of effi ciency are few compared to, say, Medicare, which 
is notorious for costly fraud and waste. Interestingly, since 1995 the 
number of Americans on food stamps has declined from almost 27 million 
to under 24 million, while the costs have risen only slightly, from  $ 22.8 
billion to  $ 27 billion. Yet have the cost and scope of Social Security or 
Medicare declined? Never.  

  Safety Net or Dragnet? 

 Our conclusion is clear. Government welfare systems — if they should 
exist at all — should be limited to helping those who really need assist-
ance. They should be safety nets, not dragnets that capture everyone. It 
was a tragic mistake to create a Social Security and Medicare system 
where everyone at some point became a ward of the state. I ’ m con-
vinced that if President Roosevelt had conceived Social Security in 
1935 as a retirement plan for only the less fortunate who could not 
plan ahead fi nancially, it would be a relatively inexpensive welfare pro-
gram that would require taxpayers to pay at most 2  to  3 percent of their 
wages and salaries in FICA  “ contributions, ”  not 12.4 percent as they do 
today. If President Johnson had proposed Medicaid in 1965 as simply a 
supplemental medical/hospital plan limited to the needy, today taxpay-
ers would be paying 0.5 percent of their wages and salaries to medical 
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welfare, not 2.9 percent as they do today. Instead, the systems were made 
universal, a clear violation of the welfare principle outlined in Chapter  1 , 
and the duplication is horrendous — and unnecessary. 

 Because we all pay in and we all eventually benefi t (until we 
die), we don ’ t always think clearly about these entitlements. Example: 
A stockbroker recently told me about a client who called and com-
plained bitterly about attempts by Congress to revamp Medicare. He 
angrily said,  “ They can cut spending all they want, but don ’ t touch 
my Medicare! ”  While the stockbroker listened patiently to this man ’ s 
tirades, he pulled up the client ’ s account on his computer screen. The 
client had accounts worth over  $ 1,000,000! If anyone could afford his 
own medical insurance plan, it was this man. He didn ’ t need Medicare. 
Yet he saw Medicare as his right. He had paid into it all his life, and he 
deserved the benefi ts. 

 Imagine what this man would be saying about Congress and food 
prices if we had Foodcare.                          

c06.indd   56c06.indd   56 2/6/08   9:56:43 AM2/6/08   9:56:43 AM



57

Chapter                         7

     $ 4,000 a Month 
from Social Security?           

  Social Security will remain nicely in balance for at least the next 20 years 
 . . .  If it ain ’ t broke, don ’ t tinker. 

  — Professor Robert Kuttner  
BusinessWeek,  February 20, 1995   

 R obert Kuttner, a political commentator and former Harvard 
professor, is in a minority. According to most experts, Social 
Security is headed for trouble within the next 20 years. 

Money that should be escrowed in the Social Security Trust fund has 
been poorly managed. And because retirees are living longer, the fund is 
raided every year to pay current recipients ’  monthly Social Security 
checks. With insuffi cient build  up of reserves for future retirees, the sys-
tem is likely to go broke sometime in the next 20 to 30 years. 
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 Social Security works like this: It is funded through the FICA 
(Federal Insurance Contributions Act), a payroll tax paid equally by the 
employee (6.2 percent) and the employer (6.2 percent). Social Security 
is not a savings plan, however. It is known as a  “ defi ned benefi t ”  system, 
where current receipts are used to pay current benefi ts. In each year since 
1983, tax receipts and other income have exceeded benefi ts, and have 
been invested in the Social Security Trust Fund (now around  $ 2.1 trillion). 
The accumulated surpluses are invested in U.S. Treasury securities. 
Since the surpluses are invested in U.S. Treasuries, it helps fund the fed-
eral defi cit each year, and hides the actual level of defi cits. Eligible work-
ers are covered for retirement income and disability benefi ts; if a covered 
worker dies, his or her spouse and dependent children may receive sur-
vivors ’  benefi ts. But if an individual dies without a spouse or children 
under age 21, all Social Security checks stop — single or widowed indi-
viduals paying into the system all their lives will not receive a single 
penny of Social Security payments if they die before age 65. 

 Social Security faces tough times ahead. It is estimated that by 2018, 
Social Security will be paying more in benefi ts than it collects. We would 
need approximately  $ 11 trillion in the bank today, earning interest, to pay 
all the program ’ s estimated obligations. Economists have suggested several 
solutions: raise taxes, eliminate the salary cap, cut benefi ts, increase the 
national debt, cut other government programs, and implement personal 
retirement accounts (as discussed in Chapter  5 ). 

 Professor Robert Kuttner, the American Association of Retired 
Persons (AARP), and other apologists for the current Social Security 
system are opposed to any tinkering with the Social Security system. 
But the real issue is not whether the national pension program is sol-
vent. It is not a question of whether to reduce Social Security payouts, 
defer retirements, assess a means test, or raise FICA taxes again. Congress 
has attempted all of the above, and the system is still fundamentally 
unsound. 

 The real problem is simple: Social Security is a lousy retirement 
program and, as a result, imposes a huge drag on the U.S. economy and 
every other nation with a similar plan. FICA taxes cut deep into the 
pockets of every worker and every business. Payroll taxes have increased 
17 times, from 2 percent of wages up to a maximum of  $ 60 in 1937, to 
12.4 percent, up to a maximum  $ 12,000 today. To cover future payouts 
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beyond 2015, experts predict taxes will have to rise to 17 percent of gross 
income, further eroding a worker ’ s ability to contribute to personal sav-
ings and investment accounts. When is this craziness going to stop? 

 The tragic irony of Social Security is that it is a forced savings plan 
that doesn ’ t contribute one dime to real savings. That ’ s because Social 
Security is a pay - as - you - go system. Contributions are immediately paid 
out in benefi ts. FICA taxes go either to (a) pay current Social Security 
retirees, who use the money to pay bills, or (b) the Social Security Trust 
Fund, which invests entirely in T - bills, in other words, government 
spending. In short, payroll taxes are consumed, not saved. As Professor 
Joseph Stiglitz states,  “ the Social Security program is a tax program, not 
a savings account. ”   

  Social Security versus Individual 
Retirement Accounts 

 Imagine what would happen if Social Security taxes were invested 
in Individual Retirement Accounts, so that wage earners could invest in 
stocks and bonds. In other words, what would be the effect if Social 
Security funds were invested in free - enterprise capitalism, that is, a 
stock index fund, rather than government transfer programs? 

 Such a study was made in 1995 by William G. Shipman, principal 
at State Street Global Advisors in Boston, Massachusetts.  1   He analyzed 
two workers, one earning half the national average wage (approximately 
 $ 12,600 in 1995), and the other making the maximum covered earn-
ings ( $ 61,200). A low - income earner who retired in 1995 would receive 
 $ 551 a month from Social Security. But if he had been allowed to invest 
his contributions in conservative U.S. stocks over his working years, he 
would be receiving an annuity of  $ 1,300 a month for the rest of his life, 
almost three times his Social Security income. 

 A high - income earner would do even better. If he retired today, he 
would receive  $ 1,200 a month from Social Security. Had he invested 
the money over the long run in stocks, he would be receiving an annu-
ity of  $ 4,000 a month. Now that ’ s what I call retiring with dignity. 

 Furthermore, according to Shipman, if individuals born in 1970 
were allowed to invest in stocks the amount they currently pay in Social 
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Security taxes, those individuals could receive nearly six times the 
 benefi ts that they are scheduled to receive under Social Security, as 
much as  $ 11,729 per month. Even a low - wage earner saving 12 percent 
of his income would receive nearly three times the return on Social 
Security. (This study assumed an historical return of approximately 
10 percent on stock index funds.) In sum, he concludes that Social 
Security is a lousy retirement plan and a tragic waste of resources. 

 Even more outrageous, neither the low - income earner nor the 
high - income earner has true ownership of his Social Security benefi ts. 
True savings can be passed on to heirs, but if a person dies young, his 
pre  assigned  “ benefi ciary ”  is the government. The Social Security sys-
tem is touted as fair and equal, but how can it be considered fair if one 
worker receives payments for 30 years while another receives little or 
nothing because he dies young? 

 This year over  $ 500 billion will be paid into Social Security. In addi-
tion, the Social Security Trust Fund, held for future payouts, is valued at 
 $ 2.1 trillion and rising. Imagine if all that money had been invested in 
the capital markets. Imagine if the Social Security Trust Fund could be 
managed by Peter Lynch, Warren Buffett, or even an index fund. 

 Actually, the private sector faced a very similar problem to what 
Social Security faces today: billions in unfunded liabilities due to the 
fact that people are living long and their trust funds are being invested 
too conservatively. In the next chapter, we see how major private cor-
porations solved this problem.             
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Chapter                                                 8    

How the Private 
Sector Solved Its 

Own Pension Crisis           

  Of all social institutions, business is the only one created for the express 
 purpose of making and managing change . . .  . Government is a poor manager. 

  — Peter F. Drucker       1

 I n the ongoing debate over privatizing Social Security, one story has 
been overlooked. The private business sector in the United States 
has already faced the pension   fund problem and resolved it. 

 Here ’ s what happened. After World War II, major U.S. companies added 
generous pension plans to their employee - benefi t programs to save taxes. 
These  “ defi ned benefi t ”  plans largely imitated the federal government ’ s 
Social Security plan. Companies matched employees ’  contributions; the 
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money was pooled into a large investment trust fund managed by company 
offi cials; and a monthly retirement income was projected for all employees 
when they retired at 65. 

 Management guru Peter F. Drucker was one of the fi rst visionar-
ies to recognize the impact of this unseen revolution, which he called 
 “ pension fund socialism ”  because this corporate Social Security look -
 alike was capturing a growing share of investment capital in the United 
States.  2   Drucker estimated that by the early 1990s, 50 percent of all 
stocks and bonds would be controlled by pension - fund administrators. 

 But Drucker (who doesn ’ t miss much) failed to foresee a new revolu-
tion in corporate pensions — the rapid shift toward individualized defi ned 
contribution plans, especially 401(k) plans. Corporate executives recog-
nized serious diffi culties with their traditional defi ned benefi t plans, the 
same problems Social Security faces today. Corporations confronted huge 
unfunded liabilities as retirees lived longer and managers invested too con-
servatively in government bonds and blue chip/old economy stocks. Newer 
employees were also angered when they changed jobs or were laid off and 
didn ’ t have the required vested years to receive benefi ts from the com-
pany pension plan. Unlike Social Security, most corporate plans were not 
transferable. The Employment Retirement Income Security Act (ERISA), 
passed in 1974, imposed regulations on the industry in an attempt to pro-
tect pension rights, but the headaches, red tape, and lawsuits grew during 
an era of downsizing, job mobility, and longer life expectancies.  

  The New Solution: Individualized 401(k) Plans 

 The new corporate solution was a spinoff of another legislative 
 invention — the Individual Retirement Account (IRA). The 401(k) rap-
idly became the business pension of choice, and there is no turning 
back. These defi ned contribution plans solve all the headaches faced by 
traditional corporate defi ned benefi t plans. Under 401(k) plans, employ-
ees, not company offi cials, control their own investments by choosing 
among a variety of no - load mutual funds. Corporations no longer face 
unfunded liabilities because there is no guaranteed projected benefi t. 
And workers and executives have complete mobility; they can move 
their 401(k) savings to a new employer or roll them over into an IRA. 
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 According to recent U.S. Labor Department statistics, almost all the 
newest company pension systems are defi ned - contribution plans, not 
defi ned - benefi t plans (see Figure 8.1).  Almost all of the major Fortune 
500 companies have switched to defi ned - contribution plans or hybrid 
 “ cash - balance ”  plans. Companies that still operate old plans include 
General Motors, Procter and Gamble, Delta Airlines, and the New 
York Times Company. IBM, a company that once guaranteed lifetime 
employment, switched to a cash - balance plan in the late 1990s, giv-
ing its 100,000 employees individual retirement accounts they can take 
with them in a lump sum if they leave the company before retirement. 
Meanwhile, long - time workers are still eligible for IBM ’ s old defi ned -
 benefi t plan. But virtually all  “ new economy ”  companies, such as 
Microsoft, AOL, and Home Depot, offer 401(k) plans only.    
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  Why Social Security Needs Reform 

 Congress could learn a great deal by studying the changes corporate 
America has made in pension - fund reform. In fact, Social Security is 
in a worse position than most corporate plans were. Since fewer than a 
fourth of all contributions go into the Social Security Trust Fund, the 
government program is more a pay - as - you - go system than a defi ned -
 benefi t plan, where most of the funds remain in a corporate managed 
trust fund. As a result, the unfunded liability, or payroll - tax shortfall, 
exceed will  $ 20 trillion over the next 75 years. To pay for so many cur-
rent recipients, Congress has had to raise taxes repeatedly to a burden-
some 12.4 percent of wages, and payroll taxes will need to be raised 
another 50 percent by the year 2015 to cover the growing shortfall.  3   
Few corporate plans require such high contribution levels. 

 Moreover, the Social Security Trust Fund is poorly managed, so 
much so that experts indicate that the annual return on Social Security 
is 3.5 percent for single - earner couples and only 1.8 percent for two -
 earner couples and single taxpayers.  4   

 Clearly, converting Social Security into personal investment 
accounts would not only be a step in the right direction, but in step 
with what Chile and 30 other nations are doing with their public pen-
sion plans. Unfortunately, government — unlike business — is not prone 
to innovation. As Drucker notes,  “ Government can gain greater girth 
and more weight, but it cannot gain strength or intelligence. ”   5                     
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Chapter                                 9

    The Four Sources 
of Happiness 

 Is Money One of Them?           

  I ’ m tired of Love: I ’ m still more tired of Rhyme.   But Money gives me 
 pleasure all the time. 

  — Hilaire Belloc   

 I f we can better prepare for retirement by saving more and investing 
better, there is no doubt that Americans could look forward to their 
golden years. More money in retirement can be a good thing. But 

can money buy happiness? Economic research has drifted into some 
 unusual corners. A growing subtopic for the new generation of econo-
mists is in the fi eld known as  “ happiness economics. ”  I came across a very 
interesting book called  Happiness and Economics: How the Economy and 
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 Institutions Affect Human Well - Being  by economists Bruno S. Frey and Alois 
Stutzer. It ’ s a technical book, with lots of graphs and mathematical 
 regressions, but its purpose is not to measure tangible profi ts and losses 
but the more abstract sensation of happiness and well - being. 

 The authors ’  conclusions are pretty clear:  “ The general result seems 
to be that happiness and income are indeed positively - related. ”   1   In 
other words, money may not buy happiness directly, but it can provide 
many benefi ts, including greater opportunities, higher status in society, 
and the ability to travel and enjoy better food, housing, health care, and 
entertainment. Several studies indicate that wealthier people live longer. 
In short, money fulfi lls highly desirable wants. 

 I remember the day I discovered that I would be fi nancially inde-
pendent. It was a summer day in the late 1970s when I came home and 
presented my wife with over a dozen checks from a mail - order busi-
ness I had started. Within a year, we had bought our fi rst home, with 
20 percent down, and by 1984, we had become successful enough that 
we could move our entire family (with four children) to the Bahamas 
to  “ retire. ”  The experience of becoming fi nancially secure gave Jo Ann 
and me an incredible feeling of satisfaction. Of course, we didn ’ t really 
retire. We used our free time to read and write, go sailing, spend time 
with our children, and become involved in the local theater, a private 
school, and church work.  2   Eventually, we returned to the mainland, but 
continued our semi-retired status.  

  Why Most Poor People Are Unhappy 

 Figure  9.1  shows the relationship between income and happiness across 
nations. In general, people in poor countries are less satisfi ed than 
people in rich countries. One reason is that poor nations are often 
more subject to violence and uncertainty. As Frey and Stutzer state, 
 “ Countries with higher per capita incomes tend to have more stable 
democracies than poor countries have  . . . . The higher the income, then 
the more secure human rights are, the better average health is, and the 
more equal the distribution of income is. Thus, human rights, health, 
and distributional equality may seemingly make happiness rise with 
income. ”   3     
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 But the graph also indicates that money suffers from diminishing 
returns in happiness. Subjective well - being rises with income, but once 
beyond a certain threshold, income has little or no effect on happiness. 
Many wealthy people have experienced this law of diminishing returns 
and are not any more happy than middle - class people. In fact, some 
wealthy people are downright unhappy. Frey and Stutzer conclude, 
 “ Higher happiness with material things wears off. ”   

  Four Elements of Happiness 

 Years ago I read a sermon on the  “ Four Sources of Happiness. ”  The 
minister spoke of work, recreation, love, and worship. What did he mean? 

 First, he said, you have to fi nd rewarding and honest employment 
to be happy. Hard work and entrepreneurship offer the opportunity to 
create surplus wealth. Money in the bank gives you a real sense of secu-
rity as well as freedom to do what you want to do. Moreover, studies 
show that unemployed people, believing they are not contributing to 
society or themselves, are generally unhappy. 
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 Second, recreation is essential to your well - being. It helps to take 
a break from work from time to time. Relaxation and avocations are 
essential elements of a happy life. People who spend too much time at 
the offi ce and can ’ t relax with their family or friends at home need to 
learn the joy of recreation with a hobby, sports, travel, or other avoca-
tion. Some of my most memorable times have been playing softball or 
basketball with friends, traveling with family members on the weekend, 
or visiting a bookstore.

Third, love and friendship are also key elements of happiness. 
Everyone needs someone to confi de in, to spend time with, to learn 
from, to reminisce with, to love and to be loved by. For most people, 
love and friendship take time and effort. You have to work at develop-
ing friendships, but the rewards are never - ending. 

 Finally, worship. According to the preacher, developing one ’ s spiritual 
side is essential to happiness. Some of my friends say they don ’ t need reli-
gion, but I think they are missing out on one of the joys of life — listen-
ing to a great sermon, singing hymns, meditating on the word of God, 
charitable work, and praying for God ’ s help in solving business or family 
problems. 

 Let me conclude this essay with a delightful stanza by the Norwegian 
playwright Henrik Ibsen, who put the role of money in the proper 
perspective: 

  Money may be the husk of many things, but not the kernel.  
  It brings you food, but not appetite;  
  Medicine, but not health;  
  Acquaintances, but not friends;  
  Servants, but not faithfulness;  
  Days of pleasure, but not peace or happiness.                    
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Part Two                     

ECONOMISTS ENTER 
THE CORPORATE 

BOARDROOM

 C an economists contribute to the bottom line of corporate balance 
sheets? Absolutely. Economists have infl uenced corporations to 
adopt Economic  Value Added (EVA) to measure the opportunity 

cost of capital; establish competitiveness within company divisions; encour-
age managers to motivate their employees with stock options, “decision 
rights,” and other ownership strategies; and reduce waste and ineffi ciency 
in corporate retirement programs, health insurance, and other employee 
benefi ts.  The next two chapters give details of how economists are chang-
ing corporate America.   
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Chapter                         10

    Improving the 
Bottom Line with  EVA            

  Until a business returns a profi t that is greater than its cost of capital, it 
operates at a loss. 

  — Peter F. Drucker   

 The English essayist (and economist) Walter Bagehot once 
 remarked,  “ No real Englishman in his secret soul was ever sorry 
for the death of an economist. ”  

 Quite a few security analysts and fund managers on American 
shores probably feel that way about the economists who came up with 
the effi cient market hypothesis and proved that 95 percent of profes-
sionals can ’ t beat a blindfolded monkey in picking stocks. Highly paid 
Wall Street analysts don ’ t like being compared to sightless apes. Yet after 
decades of heated exchange between Wall Street and academia, the 
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eggheads are winning the argument. Today index funds — the  professors ’  
favorite investment vehicle — are the fastest - growing sector on Wall Street, 
although as we noted in previous chapters, some economists have improved 
on the effi cient market theory. 

 The latest group to sympathize with the words of  Walter Bagehot 
are the accountants. Over the past decade, ivory - tower economists 
(mainly professors teaching modern fi nance theory at MBA schools) 
have taken on the accounting departments, damning them for not tak-
ing into account the full opportunity cost of capital, the amount the 
shareholders could earn simply by investing their money elsewhere.  

  Are Accounting Profi ts for Real? 

 For years, economists have complained that conventional  accounting 
distorts the true economics of the fi rm by not including a charge for 
common stock values in its earnings reports and balance sheets. Generally 
accepted accounting principles treat stock equity as if it were free. Thus, 
publicly traded corporations release quarterly reports showing substantial 
earnings that in fact are losses.  “ True profi ts don ’ t begin until corpora-
tions have covered a normal return on investment, ”  declares Al Ehrbar, 
senior vice president of consultants Stern Stewart  &  Co., specialists in 
EVA — a new performance technique for business.  1   

 What is EVA? It stands for  “ economic value added ”  (also called 
economic profi t, or residual income). Essentially, EVA is a precise meas-
urement of the opportunity cost of capital. For years, opportunity cost 
was a nebulous concept known only to professors. The term  “ oppor-
tunity cost, ”  coined by Austrian economist Friedrich Wieser in the 
early twentieth century, refers to the universal principle that all human 
action involves giving up other opportunities. When you invest in a 
stock, lend money, or create a new product, you give up the opportu-
nity to invest elsewhere. If you invest in a high - fl ying computer stock, 
you can ’ t buy T - bills. If you build a new offi ce building, your money is 
tied up for years in concrete and can ’ t be invested in AT & T. 

 EVA is a practical application of classical economics and modern 
fi nance theory. The Austrians introduced the concept of opportunity 
cost, and Nobel laureates Merton H. Miller and Franco Modigliani 
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applied it in their model of the fi rm to determine capital ’ s real value. In 
the 1980s, G. Bennett Stewart III created EVA as a fi nancial yardstick 
to measure opportunity costs in business. 

 EVA is fairly simple to determine: It is after - tax operating profi ts 
minus the appropriate capital charge for both debt and stock equity. If 
a company issues debt, the opportunity cost is linked to the Treasury 
rate (currently around 4  to  5 percent), plus the credit risk of the issuer. 
If the company issues stock, the opportunity cost is measured by the 
long - term annualized return on the stock market, approximately 10 to 
  12 percent. In short, EVA recognizes that investors must earn enough 
to compensate for the risk of their investment capital. 

 If a fi rm earns more than these opportunity costs, it has added value 
to its shareholders and created wealth in the world economy. Hence, 
the phrase  “ economic value added. ”  If EVA is positive, shareholders 
and the economy are making real contributions to the bottom line. 
Otherwise, the business should shut down and invest shareholders ’  funds 
in Treasuries or an index fund. As British economist John Kay declares, 
 “ In the long run, fi rms that fail to add value in a competitive market 
will not survive, nor do they deserve to. ”   2   

 Okay, so what good is EVA to corporate managers? EVA analysis 
helps evaluate potential acquisitions, expansion plans, and nonperform-
ing assets, and assists to eliminate low - profi t - margin operations that are 
clearly unprofi table when full costs are taken into account. EVA is also 
being used as an incentive system for managers and employees. Bonuses 
are linked to economic earnings, not just accounting earnings, and EVA 
has proven effective in boosting productivity. 

 EVA has made signifi cant inroads into the business world. Already 
over 300 major corporations, including Coca - Cola, Eli Lilly, and Whole 
Foods Market, use EVA as a capital accountability tool to reinforce the 
idea that profi ts don ’ t begin until corporations have covered their nor-
mal return. Wall Street analysts at Goldman Sachs and First Boston, 
among others, use EVA to evaluate stocks. According to Ehrbar, EVA 
predicts stock performance and market value better than any other 
accounting measure, including return on equity, cash fl ow, earnings per 
share, or sales. EVA makes company offi cers focus more clearly on cre-
ating shareholder value and a higher stock price. Stern Stewart, a fi rm 
that specializes in applying EVA, issues an annual EVA report on the 
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top 1,000 U.S. corporations. For several years now, Intel has had the 
highest EVA ranking and GM the lowest.  

   EVA  Wins the Battle 

 Accountants still have a dominant grip on the way corporate fi nan-
cial statements are submitted, but the success of EVA has forced them 
to take notice. All fi ve accounting fi rms offer an EVA - type statistic to 
their clients. Most accounting textbooks now include a signifi cant 
section on economic value added, economic profi t, or residual income. 
Previous editions did not mention EVA or opportunity cost. 

 Want more? Check out Al Ehrbar ’ s highly readable  EVA  or John 
Kay ’ s brilliant  Why Firms Succeed.  See also  www.eva.com . 

 I like EVA. Companies using it appear to perform better in creat-
ing wealth and shareholder value. But it may have potential drawbacks. 
EVA puts enormous pressure on company managers to overachieve and 
to create constant above - average profi t centers. Imagine not earning a 
true profi t unless your company or division beats last year ’ s Dow Jones 
Industrial Average. It could be depressing. Wonder what your company ’ s 
EVA will look like in the next recession? Heads could roll. Some man-
agers may want to join Wall Street analysts and accountants in shooting 
those dismal scientists.             
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Chapter                                         11

    How Ludwig von Mises 
Helped Create 

the World ’ s Largest 
 Private Company           

  As I learned introductory economic concepts, such as opportunity cost, sub-
jective value, and comparative advantage, I instinctively began to apply them 
in our company. 

  — Charles Koch,  THE SCIENCE OF SUCCESS  (2007)    

  The stone which the builders refused has become the chief cornerstone. 
  — Psalms 118:22   

 C ommenting on business leaders in  The Anti - Capitalist Mental-
ity,  the Austrian economist Ludwig von Mises said bluntly, 
   “ There is little social intercourse between the successful 
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 businessmen and the nation ’ s eminent authors, artists and scientists. Most 
of the  ‘ socialites ’  are not interested in books and ideas. ”   1   

 Mises would fi nd an exception in Charles Koch, the 71 - year - old 
CEO who transformed his father ’ s oil and   gas operation in Wichita, Kansas, 
into the world ’ s largest private company, Koch Industries, by applying the 
big ideas of a select group of academic economists. His new book,  The 
Science of Success  (Wiley  &  Sons), quotes liberally from economists and 
social thinkers such as Adam Smith, Friedrich Hayek, Joseph Schumpeter, 
Albert Einstein, Daniel Boorstin, Michael Polanyi, and yes, a half dozen 
times from Ludwig von Mises ’ s 900 - page tome,  Human Action.  Ayn Rand 
would be proud of this modern - day John Galt. 

 John Maynard Keynes ’ s dictum,  “ Practical men, who believe them-
selves to be quite exempt from any intellectual infl uences, are usually 
the slaves of some defunct economist, ”   2   aptly applies to Charles Koch 
(pronounced coke). It takes a genius to transform arcane economic 
theory into a profi table enterprise, and Koch has done just that, using 
ivory - tower concepts of the Austrian school of economics to create a 
trademarked business style called  “ Market - Based Management. ”   

  Infl uence of the Austrian School 

 Why the Austrian school? I daresay that hardly any graduate from col-
lege or MBA school has heard of Mises, Hayek, and other members of 
this laissez-faire school of economics (except perhaps Joseph Schumpeter, 
famous for his  “ creative destruction ”  concept). The Austrians were rail-
roaded out of academia during the Great Depression and are absent from 
most of today ’ s textbooks (mine are an exception). Austrian economics, 
with its emphasis on disequilibrium, dynamic  “ creative destruction, ”  het-
erogeneous capital, structural imbalances, and macro disaggregates, has 
found little place in today ’ s world of Keynesian interventionism, mon-
etary aggregates, and econometric model building. 

 Hence, business leaders who know about the Austrians are usually 
self - taught. Known as a voracious reader, Koch may well have discov-
ered Mises and Hayek as a result of his engineering background (Koch 
earned three degrees in engineering at MIT), since the Austrian empha-
sis on the stages of production and dynamic  “ creative destruction ”  would 
appeal to engineers. 
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 The Austrians are the rejected stone that has become Koch ’ s 
chief centerpiece. Today thousands of Koch engineers and manag-
ers are being taught Mises and Hayek. Two years ago, Koch established 
the Market - Based Management Institute at Wichita State University 
( www.mbminstitute.org ), where Austrian methodology is a  central 
theme. Perhaps some day MBA students at Harvard and Stanford 
will be assigned Mises ’ s  Human Action  or Hayek ’ s  Individualism and the 
Economic Order.  There ’ s nothing like a big success story to transform the 
B school ’ s pedagogy. 

 And there ’ s nothing bigger on the scene today than Koch Industries, 
which has transformed itself into a giant commodity and fi nancial con-
glomerate. When Charles Koch became the chief executive of Rock 
Island Oil  &  Refi ning after the death of his father in 1967, the com-
pany was a moderately successful enterprise based in Wichita, Kansas. He 
renamed it Koch Industries in honor of his father — and over the next 
40 years proceeded to transform Fred Koch ’ s legacy into the world ’ s larg-
est private company through stupendous growth and active mergers and 
acquisitions. But Mr. Koch ’ s rise hasn ’ t come from simply investing in 
good companies (the Warren Buffett way); he runs them. Koch Industries 
produces such brands as Stainmaster, Lycra, and Dixie cups. With its 
acquisition three years ago of Georgia Pacifi c, Koch Industries now 
has 80,000 employees in 60 countries with  $ 100 billion in revenues in 
2007. In one generation, the book value of Koch Industries has increased 
over 2,000 - fold. That ’ s an 18 percent compounded annual return, compa-
rable to the long - term track record of  Warren Buffett ’ s Berkshire Hathaway. 
Is the next paradigm shifting from Omaha to Wichita? 

 What ’ s even more amazing is that he did it in the face of debili-
tating family and government lawsuits, numerous business failures, and 
mature industries not known for innovation or new technology like oil 
 and  gas, basic industrial commodities, textiles, and cattle. Many of his 
biggest gains have been in turnarounds. 

 So what is the secret to his fi rm ’ s unprecedented growth in a non-
growth market? Koch calls his technique Market - Based Management 
(MBM). For years, he and his colleagues have experimented with MBM 
as Koch Industries acquired new businesses (37) and exited others (42). 
Koch is famous for coming into new fi rms and increasing operating 
margins, cutting overhead, and introducing innovations that focus on 
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fi ve areas, what he calls vision, virtue and talents, knowledge processes, 
decision rights, and incentives. Concepts such as  “ vision ”  and  “ virtue ”  
don ’ t lend themselves easily to the precision suggested by the title of  The 
Science of Success.  But Mr. Koch approaches them with the analytic eye 
of an engineer. These key insights from Austrian economics have now 
invaded the MBA schools and business management courses. In Koch ’ s 
MBM guidebook, the Austrian concept of opportunity cost of capital is 
now called  “ Economic Value Added (EVA), ”  property rights has become 
 “ decision rights, ”  and Hayek ’ s rules of just conduct translate into  “ princi-
pled entrepreneurship. ”  

 Charles Koch is perhaps the most successful businessman you ’ ve 
 never  heard of, even though his company is bigger in sales than Microsoft, 
Dell, and HP. That ’ s because, unlike Microsoft or Berkshire Hathaway, 
Koch Industries is privately owned, a situation Koch prizes. He doesn ’ t 
have to worry about Sarbanes - Oxley, quarterly earnings, or executive 
stock option compensations that distort the stock price.  “ Perverse incen-
tives make managing a public company long term extremely diffi cult, ”   3   
he writes.  

  Teaching Market - Based Management at 
Columbia Business School 

 Of course, MBM didn ’ t emerge like Athena, full grown and armed 
from the brow of Zeus. For years many businesses and business schools 
have developed ways to  “ create long - term value ”  by incorporating such 
MBM concepts as incentives, integrity, internal profi t centers, local 
autonomy, economic value added, sunk costs, comparative advantage, 
and marginal price analysis. (See Jim Collins ’ s book,  Good to Great,  
for numerous case studies.) Clearly, Koch doesn ’ t have a monopoly 
on these market concepts. But Koch is far ahead of the curve in his 
unrelenting systematic application of its principles, and his book is pep-
pered with numerous real - world examples of his advanced formula. (In 
an appendix of his book,  The Science of Success,  Koch lists 89 aspects —   
“a partial list ”  — of MBM.) 

 He relates, for instance, how Koch Industries applied MBM to 
overhauling the Matador Cattle Co. ’ s Beaverhead Ranch in Montana. 
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An analysis identifi ed the  “ key drivers of profi tability ” ; they included 
costs, the weights of calves when they were weaned, and the weight, 
or  “ carrying capacity, ”  of fully grown cattle. Eventually costs were 
reduced by 25 percent, Mr. Koch reports, weaning weights were raised 
20 percent, and carrying capacity was increased by 8 percent. Not a bad 
upgrade. In revealing the story of Koch Industries, Charles gives credit 
to his brother David, whose leadership  “ has grown its process equip-
ment and engineering business more than 500 - fold. ”   4   Yet the boss still 
complains that his own company succeeds in practicing MBM only 
50 percent of the time. 

 At Columbia Business School, John Whitney taught Market - Based 
Management for years, and I followed in his footsteps using Koch 
Industries, Whole Foods Market, and Agora Publishing as case studies. 
These companies are run by libertarian CEOs who apply economic strat-
egies to create long - term value. Koch doesn ’ t have a monopoly on these 
market concepts, but he has trademarked  “ MBM, ”  and his MBM course 
books are peppered with numerous examples of successes and failures. 

 Is Koch ’ s business indeed a science, as he contends in his book, 
 The Science of Success ? He goes to great lengths to prove that his MBM 
methodology can be universally and objectively applied. In his book, 
he reproduces a graph from the Heritage Foundation showing that 
national income per capita is directly correlated with economic free-
dom — countries that adopt free markets achieve higher economic 
growth. By the same token, Koch contends that applying MBM — the 
principles of a guided  “ invisible hand ”  — can save depressed companies 
and make profi table ones even more profi table. 

 Yet Koch ’ s MBM techniques may face roadblocks. Can a long - term 
strategy work in a corporate world that focuses on quarterly earnings and 
CEOs who change every six to seven years? Can employees handle the 
competitive pressure? Will unions, companies, and governments embrace 
a deregulatory environment and slough off an entitlement mentality? 
The biggest challenge may be to convince the business world that MBM 
isn ’ t mere ideology, but is a practical formula to  create long - term wealth. 
My course at Columbia was rated highly by the MBA students, but an 
illiberal department chair refused to renew the course, calling it  “ too 
political. ”  (At Columbia, can anything be  “ too political ” ?) Charles Koch 
is a political libertarian, and he is a major contributor to free - market 
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foundations such as the Cato Institute and the Institute for Humane 
Studies at George Mason University. For many business schools, it ’ s hard 
to separate science from politics.  

  Anti - Keynesian, Anti - State? 

 Koch is no Keynesian businessman. He is no fan of guaranteed lifetime 
employment, automatic pay raises, seniority, meaningless make - work 
projects, or the entitlement mentality that runs rampant in big business 
or heavily unionized companies. Most employees at Koch Industries 
are union members who must be fl exible if they are going to survive. 
Koch aggressively searches for only  “ A ”  or  “ B ”  grade employees; those 
rated  “ C ”  either must improve or be let go. Koch Industries doesn ’ t tol-
erate failure for long. I like his anti - Marxist slogan,  “ From each accord-
ing to his ability, to each according to his contribution. ”  

 Though anti-statist to the core, Koch reveals in his book some things 
that will surprise libertarians. For example, most libertarians practice 
 “ minimum ”  compliance with state rules, but Koch teaches  “ maximum ”  
compliance with environmental and other government regulations. In 
today ’ s litigious society, it is suicide to act otherwise: Koch Industries faces 
159,000 lawsuits and employs 125 full - time lawyers. At the same time, 
however, he is a fi erce opponent of corporate welfare and trade subsidies. 

 Until now, Koch ’ s Market - Based Management, Principled Entre-
preneurship, and other trademarked management techniques were taught 
to company offi cials and employees, and there was always a shroud of 
mystery about his guiding principles. But now he has decided to share 
his economic applications to the world. If a company can follow Adam 
Smith ’ s invisible hand doctrine of the  “ harmony of interests ”  by align-
ing the interests of its customers, workers, suppliers, and shareholders to 
create long - term value, the results can be explosive for both business and 
society. That ’ s the powerful message of Charles Koch ’ s business model. 
And I don ’ t use the word  revolutionary  lightly. This new management 
strategy could revolutionize every corporation, government, and non-
profi t organization. But it ’ s going to require strong medicine and a new 
entrepreneurial spirit. Can it happen? Mr. Koch is aided in this possibility 
by the fact that his company enjoys bigger sales than, oh, Microsoft.             
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Part Three                     

SOLVING 
DOMESTIC PROBLEMS

Economists often serve as consultants to government in solving 
domestic economic problems, such as taxes, spending, and the 
national debt. The next seven chapters demonstrate how the eco-

nomics profession has spread its wings into new territories: health, edu-
cation, transportation, crime, sports, auctions, and even literature.    
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Chapter                                                         12

    Look, Ma ’ am, 
No Traffi c Jams!           

  Congestion is clogging the arteries of our cities  . . .  . HOT [High - Occupancy 
Toll] lanes and other pricing strategies hold the greatest promise of improving 
mobility of all Americans. 

  — Robert W. Poole, Jr., Director of Transportation 
Studies, Reason Foundation    

  The introduction of the London congestion charge is, in important respects, 
a triumph of economics. 

  —  JOURNAL OF ECONOMIC PERSPECTIVES   1     

 F reeways are supposed to be free, but often they can be expensive 
in terms of time, money, and stress. Ineffi cient use of roads and 
highways is also a major source of pollution and environmental 

misuse of scarce resources. Congestion is found everywhere these days, 
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and it ’ s getting worse. If there were a Freeway Hall of Shame, these 
 interstate highways would make the list: 

  The Los Angeles US - 101 and I - 405 Interchange, which results in 
more than 27 million hours of delay each year.  
  Houston I - 610 and I - 10 Interchange, which costs more than 25 million 
hours of delay.  
  Chicago I - 90/94 and I - 290 Interchange. Known as the Circle 
 Interchange, it leads to 25 million hours of delay per year.  
  Phoenix I - 10 and SR - 51 Interchange causes 22 million delay - hours 
annually.  
  Los Angeles I - 405 and I - 10 Interchange. This San Diego Freeway 
interchange causes 22 million hours of annual delay.  
  Washington I - 495 beltway, which is in gridlock for hours in both 
morning and afternoon rush hour.    

 The Eisenhower Interstate Highway system, built largely in the 1960s 
and 1970s, has failed to keep pace with a tripling of the number of vehi-
cles operating. Conservative estimates by the U.S. Department of  Trans-
portation say the United States loses  $ 168 billion yearly from highway 
congestion. The nation ’ s trucking system in 2004 lost 243,032,000 hours 
due to traffi c delays, according to the Federal Highway Administration. 
Delays and traffi c jams are also expensive for emergency and police vehi-
cles in reaching their destinations on time. Lives are lost because of trans-
portation gridlock. 

 Traffi c delays are commonplace inside cities as well. Few signal - light 
systems work in an optimal manner at intersections. Road construction 
and repair are rated poor by citizens and engineers. In fact, an association 
of engineers recently graded our roadway system a “D” and our streets a 
“D�”   for signal - light optimization to keep traffi c fl owing smoothly and 
safely.  2   

 Table  12.1  demonstrates the growing problem of peak - hour con-
gestion in the United States. In 1983, 30 percent of U.S. roadways were 
congested; in 2003, 67 percent were overcrowded.   

 Increasing mobility has many advantages and would make us more 
prosperous. Increasing average speed would reduce gas and car mainte-
nance costs and make more productive use of our time. In sum, eliminating 

•

•

•

•

•

•
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congestion would make each one of us wealthier by several thousand 
dollars a year, and reduce pollution to boot. 

 Is there any solution to the annoying problem of congestion in 
our cities and highways? I work at home, so I don ’ t have to worry 
too much about clogged streets and highways, or lengthy commutes. 
I suspect thousands choose to work at home for the same reason. Yet 
millions don ’ t have that luxury and are forced to travel long distances 
to work. Roughly 3.4 million Americans endure three - hour commutes 
each working day. According to the Texas Transportation Institute, 
every year the average American spends 47 hours — more than an entire 
workweek — in congestion. Adding up the costs of time, gas, and wear 
and tear, Americans lose over  $ 1,000 a year in gridlock.  3    

  Why Isn ’ t the Current System Working? 

 The standard solution — the government taxes consumers and then 
grants states the funds to build and maintain roads — is failing to keep 

           Table 12.1 Urbanized Areas Experiencing Peak - Hour  Congestion of 40 Hours 
or More per Traveler  

   1983       1993       2003   

   Los Angeles       Los Angeles       Los Angeles   
   Boston       Detroit       San Francisco - Oakland   
   Denver       San Francisco - Oakland       Washington, DC   
   New York       Seattle       Atlanta   
   Phoenix       San Jose       Houston   
   Seattle       Washington, DC       Dallas - Fort Worth   
   Tampa - St. Petersburg       Riverside (CA)       Chicago   
   Minneapolis - St. Paul       Dallas - Fort Worth       Detroit   
   Charlotte       Chicago       Riverside (CA)   
   Louisville       Phoenix       Orlando   
          Tampa - St. Petersburg       San Jose   
    Orlando       San Diego   
                 Miami   
              Boston
  Austin
 Baltimore      

    Source:  2005 Urban Mobility Report, Texas Transportation Institute.    
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up with increased traffi c on our roads and highways, and does little to 
deal with gridlock. As cars have become more effi cient (going more 
miles on a gallon of gas), the revenue from gas taxes (per gallon) has 
fallen relative to the need for more roads. Moreover, since the comple-
tion of the Interstate Highway System in the 1980s, the federal gas tax 
has been used increasingly to fund pork barrel projects. 

 But there ’ s a more fundamental economic problem. The main 
drawback to the current highway use and funding system is that the 
road users aren ’ t paying the true cost of using the freeways at peak 
hours. Here we need to apply consistently the principles of account-
ability and marginal pricing. The per - trip cost of getting on the free-
way is always zero, unless there is a toll. Even then, the toll never varies 
with how crowded the freeway is. In short, the Interstate Highway 
System ignores the pricing mechanism. There is no effort to match 
supply and demand with a varying price. At zero price, rush hour 
means that demand exceeds supply, and there is a surplus of cars on 
the highway.  

  Solutions to Transportation Gridlock 

 Governments at all levels are attempting some solutions to the conges-
tion problem: expanding the number of lanes, encouraging car pools 
by assigning a separate lane to cars with two or more occupants (High 
Occupancy Vehicle [HOV] lanes), building light rail and public trans-
portation, and imposing tolls on some highways and interstates. Building 
more road capacity can keep up with demand in urban areas, but 
there is a limit to this asphalt jungle. Los Angeles is the land of endless 
freeways, but is still home to the worst congestion in America. Public 
transit and subway systems work reasonably well in New York, Chicago, 
Washington, and other big cities, but the percentage of people who 
use public transportation is relatively small (25 percent in New York, 
11 percent in Chicago, but nationwide only 1.5 percent). Consequently, 
the per - traveler cost is prohibitive and must be heavily subsidized. 
Surprisingly, from 1960 to 2000, the United States added about 63 million 
workers, yet the total number of workers using public transit actually 
declined by nearly 2 million. 
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 Eventually, despite all these efforts, the supply simply can ’ t seem to 
keep up with ever - growing demand. 

 For years economists have been recommending a solution called 
 “ peak pricing ”  to help alleviate the surplus of cars during rush hour. 
By raising the price (toll) at certain peak times, marginal drivers would 
take other routes, or take the freeway at a different time, at off - peak 
hours. Commuters would work with their companies to go to work 
and get off work at off - peak times. At the same time, tolls would pro-
vide additional fi nancing to maintain the highways and build new lanes 
and roads where necessary.  

  The Singapore Example of Peak Pricing 

 Singapore was the fi rst country to try peak pricing on a national scale, 
starting in 1998. A toll system called Electronic Road Pricing (ERP) 
operates during peak hours in the central business district and along 
expressways and arterial roads going in and out of the city. The Land 
Transport Authority charges anywhere from S $ 0.25 to S $ 4.00, depend-
ing on time and location. Foreign - registered cars are charged S $ 5.00 a 
day. Each car is required to carry a Cash Card on its windshield, like 
an E - Z Pass, that is read electronically when the vehicle enters the city 
and deducted automatically from the car owner ’ s Cash Card account. 

 Although the ERP toll system is unpopular with drivers who feel 
entitled to free road access, the results have been positive. The Land 
Transport Authority reported recently that road traffi c has decreased 
by 13 percent during ERP operational hours, with vehicle num-
bers declining from 270,000 to 235,000 within the restricted zone. 
Carpooling has increased, and average road speeds increased by about 
20 percent. 

 Because Singapore is a small island, it has also adopted a certifi -
cate of entitlement (COE) program to curb auto ownership. Bermuda 
has a similar program that limits each resident to one automobile. But 
Singapore ’ s schedule is more fl exible. The government limits the total 
number of automobile certifi cates of ownership in the country, and in 
effect, requires residents to bid for the right to buy a motor vehicle. 
Thus, a resident of Singapore can own more than one vehicle, but he 
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must bid for it. Currently a subcompact costs S $ 45,000 and a full - size 
car costs around S $ 100,000, in addition to the price of the car itself.  

  The London Congestion Charge 

 London has also benefi ted from the imposition of a Congestion Charge. 
By the late 1990s, more than one million people were entering cen-
tral London on an average workday. Traffi c was getting so crowded in 
central London that the average speed had fallen more than 20 percent 
since the 1960s to 8.6 mph by 2002. A study showed that in 1998 driv-
ers spent almost 30 percent of their time stationary during peak periods 
in inner London and more than half their time at less than 10 mph. In sur-
veys, Londoners complained that  “ there is too much traffi c in London ”  
and rated solving the problem more important than fi ghting crime. 

 To respond to this crisis, Ken Livingston, the fi rst mayor of London, 
proposed a congestion charge in May 2000. In 2003, the City of 
London began imposing a daily charge for driving or parking within 
central London between 7:00  a.m.  and 6:30  p.m.  on workdays, exclud-
ing public holidays. Video cameras and mobile units capture images of 
vehicle license plates entering, leaving, and parking within the zone, 
and if drivers have not registered, they are fi ned  £ 100. The revenues 
from the daily charge remain earmarked for public transport. 

 Economists helped determine the daily charge, which started at  £ 5 
and has since been raised to  £ 8. For a variety of reasons, they discov-
ered, however, that it was neither feasible nor appropriate to charge a 
price equal to the marginal cost of congestion. But so far the  £ 8 fee 
has proven workable. 

 The results have been impressive, showing reductions in traffi c and 
congestion that exceeded expectations. The number of private cars, vans, 
and trucks coming into central London declined 27 percent. In other 
words, some 65,000  to  70,000 trips are no longer made. The use of pri-
vate cars fell from almost half of central London traffi c to just over a third. 
Surveys indicate that a large body of the public shifted to other forms of 
transportation: Taxi use is up 22 percent, buses are up 21  percent, and 
bicycles up 28 percent. Average travel speeds have increased to 10.4 mph, 
a rise of almost 17 percent, and congestion has dropped an average 30 
percent.  4   
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 Moreover, higher traffi c patterns did not materialize as expected 
outside the central London area. In fact, travel times decreased 27 percent 
during the morning peak and 34 percent on return journeys. 

 One of the most worrisome issues was the impact of the vehicle 
charge on central London retail sales. Some stores were hurt by the 
daily fee, as potential shoppers stay home or buy online, but surveys 
indicated that there was no signifi cant effect on total sales. Most impor-
tantly, the public and local businesses appear to support the London fee 
scheme. Fifty - eight percent felt it improved London ’ s image. 

 The only drawback has been the cost. The set  up and operational 
costs of the program turned out to be considerably higher than expected, 
and net annual revenues have fallen short of expected levels. Instead of 
taking in an estimated  £ 230  to  270 million a year, Transport for London 
actually took in net revenues of less than  £ 100 million in 2004 – 2005.  

  The Nation ’ s Pioneer  HOT  Lane: 91 Express Lanes 
in Orange County, California 

 The hottest scheme to reduce the high traffi c load is the HOT (High -
 Occupancy Toll) lanes, where special lanes on a congested highway 
charge market prices (varying prices according to demand conditions) 
for the privilege of driving in uncongested bliss. The fi rst expressway to 
offer HOT lanes was the SR 91 Riverside Freeway between Anaheim 
and Riverside, California. 

 Accelerated population growth in Riverside caused massive delays 
in each direction. To ameliorate  “ The Corona Crawl, ”  as reporters 
often called it, the California Department of Transportation developed 
a 35 - year lease agreement with the California Private Transportation 
Company (CPTC) to create a toll road in the median of SR 91 called 
the 91 Express Lanes. Open to the public on December 27, 1995, 91 
Express was the fi rst toll road to use a variable pricing system based 
on the time of day. It is not truly a congestion price system because 
toll rates are preset by time instead of based on actual congestion. But 
those rates are adjusted every few months based on actual measured 
traffi c fl ow in the lanes. In 2007, the toll on the busiest hours (4:00 –
 5:00  p.m.  on Friday) is  $ 9.50, the highest toll for any toll road in the 
nation. The highest toll in the morning (7:00 – 8:00  a.m. ) is  $ 4.05. 
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 The HOT lanes on SR 91 Express have successfully eliminated 
traffi c congestion in those lanes, while keeping other lanes on the same 
road available  “ free ”  for those who would rather spend time than money. 
After more than 10 years of operation, rush - hour traffi c on the lanes 
speeds along smoothly at 65 mph, giving drivers in that corridor a kind 
of  “ congestion insurance. ”  In 2003, Orange County purchased the 91 
Express Lanes for  $ 207.5 million. The County has continued the pri-
vate sector ’ s pricing scheme to eliminate congestion.  

  Other States Adopt  HOT  Lanes and Tolling 

 Other states have followed California ’ s lead. High - Occupancy Toll 
(HOT) lanes have been created or are in development in Dallas and 
Houston, Texas; the Washington, DC, Beltway; Denver; Salt Lake City; 
Seattle; Minneapolis; Miami; and Atlanta.  “ We are out of money in our 
transportation trust funds throughout our region, ”  said Lon Anderson, 
spokesman for the Mid - Atlantic AAA in 2004.  “ There ’ s no money to 
make the wholesale changes many would like to see. HOT lanes offer 
that opportunity. ”   5   

 Today ’ s carpool (HOV) lanes were developed originally as express 
busways, but were opened to carpools because there was never enough 
bus traffi c to use more than a small portion of their capacity. On the 
Washington Beltway (I - 495) and other freeways (I - 95 and I - 395), the new 
HOT lanes will be free to carpools of three or more, van pools, and 
buses, but individual drivers can also use the lanes by paying a toll. The 
tolls will be collected electronically, and thus toll booths are avoided. 
Police will monitor the HOT lanes to catch and fi ne cheats. 

 Resistance has developed in some states that are considering or 
testing toll roads and HOT lanes. In Texas, a protestor founded the 
Texas Toll Party to oppose the expansion of toll roads in Texas, call-
ing them  “ Lexus highways, ”  and legislators have introduced bills to 
postpone building more new toll roads. Governor Rick Perry wants 
to build the Trans - Texas Corridor, a 300 - mile toll road parallel to 
the often - congested I - 35 between Dallas and San Antonio. It would 
be operated by Cintra, a Spanish company, which will pay Texas 
 $ 1.2 billion up front for developing the corridor at a cost of  $ 6 billion. 
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Complaints are being made about foreign robber barons taking over 
Texan roads. 

 But there is much evidence in favor of tolls and peak pricing 
techniques in the United States and around the world as a better way 
of fi nancing roads and highways, and keeping traffi c fl owing smoothly 
and safely. As Robert W. Poole, Jr., the nation ’ s foremost author-
ity of market - based transportation solutions, concludes, HOT lanes, 
toll concessions, and peak pricing strategies produce such important 
benefi ts that  “ they should rapidly become an important part of our 
transportation system. ”   6                 
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Chapter                                         13    

Patient Power 
 The New Consumer - Driven Medical Plan           

  In health care today, fundamental principles of the marketplace do not apply. 
Prices are not determined by supply and demand . . .  . 

  —  “ America ’ s Economic Outlaw: 
The U.S. Health Care System ”   NEW YORK TIMES  

(October 26, 1993)    

  Our health care is a hodgepodge of limited free market, all types of govern-
ment intervention and regulations, and it is increasingly failing . . .  . But 
Health Savings Accounts (HSAs) are the solution that could solve the 
entire health care problem. 

  — John Mackey, CEO,  Whole Foods Market   

 A s health care became a national issue, the  New York Times  ran a 
cover story contending that America ’ s health care system  “ oper-
ates with almost total disregard for basic economic principles ”  
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and therefore deserves special treatment by government.  “ Prices are not 
determined by supply and demand or by competition among producers. 
Comparison shopping is impossible. Greater productivity does not lower 
costs, ”  the reporter claimed. Health care costs are rising rapidly in the 
United States, and now represent 15 percent of national income, the high-
est of any nation. 

 But are medical services really that different from soap, cars, or 
baseball tickets? 

 Let ’ s go back to Economics 101 to analyze the health care debate. 
We shall see that, contrary to the  Times ’ s  statement, supply and demand 
are working all too well in the health care industry. The fact is that 
medical costs are rising rapidly and many people are failing to get 
decent coverage precisely because the economic principles outlined 
in Chapter  1  are not allowed to function as they should. The level of 
competition, incentives, and accountability is not as high as it should 
be in a free economy. 

 Why is the cost of health care rising so rapidly? In general, supply 
isn ’ t keeping up with demand. There are several reasons: fi rst, increased 
demand from  “ free ”  or low - cost Medicare and Medicaid, which today 
accounts for 65 percent of all medical expenses; second, restrictions by 
the American Medical Association on the number of students admitted to 
medical school and limitations on what services nurses, paramedics, nurse 
practitioners, and physicians ’  assistants are permitted to perform; and third, 
the third - party pay system, which separates the user from the payer. 

 The biggest failure facing the health care market is accountabil-
ity. The natural relationship between benefi ciaries and payers has been 
delinked to a large extent. The user principle states that those who 
benefi t from a service should pay for it. If you buy one loaf of bread, 
you pay  $ 1. If you buy two loaves, you pay  $ 2. But in the health care 
industry today, if you go to the doctor, someone else pays, either your 
business, the insurance company, or the government. 

 When people don ’ t pay directly for the services or products they 
are using, there is a tendency to overuse the benefi ts and less incentive 
to keep costs down. The connection is obvious: If you use a doctor ’ s 
services, you should pay for them. If you use more, you should pay 
more. And if you use less, you shouldn ’ t have to pay the same amount 
as someone who uses more. 
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 Unfortunately, the link between payers and benefi ciaries is  breaking 
down. In more and more cases, Medicare patients are not paying the 
bill, taxpayers are. Customers of medical services and doctor visits are 
not footing the bill; the company ’ s insurance company is. A major 
source of trouble is the pervasive use of employer - paid medical insur-
ance to pay for even routine doctor visits. When employees know that 
someone else — the insurance company — is going to foot the bill, there 
is less incentive to shop around and to limit the number of visits to 
the doctor or the hospital ’ s emergency room. Fortunately, the insurance 
companies do attempt to maintain some form of cost control on hos-
pitals and doctor services, but the current system is less than optimal. 
Unfortunately, the system is in trouble because insurance companies 
do not reimburse doctors the same amount for identical procedures. 
Insurance companies decide what they will pay, depending on a variety 
of factors, including how the paperwork is fi lled out. When doctors are 
underpaid by insurance companies, they seek alternatives. 

 Doctors are fi ghting back, either by limiting the number of 
Medicare patients they will see each day, or refusing to deal with insur-
ance companies altogether. Many general practitioners now accept 
patients who pay the doctor directly, and have to get reimbursed by 
their insurance companies.  

  Is Universal Health Care the Solution? 

 Many infl uential pundits and politicians advocate adopting what most 
other countries have: universal health care and a single - payer system. 
In essence, this policy would mean that everyone would carry health 
insurance under a single plan run by the federal government. It ’ s called 
 “ single payer ”  because the federal government writes the checks for 
the medical bills. According to supporters, a single - pay universal system 
would actually reduce costs and red tape. 

 But universal health care violates the second half of the welfare 
principle in economics: It offers a taxpayer benefi t to people who don ’ t 
need coverage. Should taxpayers foot the medical bills of Bill Gates, 
David Rockefeller, or for that matter anyone making more than, say, 
 $ 100,000? Most people would say no, we shouldn ’ t subsidize the rich. 
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Yet that is precisely what a universal health care system does — forces 
everyone to be on the program to pay for it (through their taxes), even 
those who can afford their own medical health insurance.  

  How Good Are the British and Canadian 
Health Care Systems? 

 Supporters of the single - pay system often look to Britain and Canada 
for successful alternatives. The British National Health Service (NHS) 
was instituted by the socialists when they took power after World War 
II. Under the NHS, patients do not pay directly for medical or hos-
pital services. All costs are paid by the British government. For many 
years the NHS was regarded as one of the world ’ s best health care sys-
tems. But this is no longer the case. With unlimited demand at a zero 
marginal price, medical services at state hospitals and doctor  s’ offi ces 
are now rationed. In some London hospitals, patients routinely wait 
more than 12 hours to see a physician. (I know this from personal 
experience, when our family lived in London one summer. When my 
eight - year-old son injured himself from a fall, we took him to one of 
the NHS hospitals and waited eight hours before fi nally giving up and 
going home.) 

 Total administrative staff at the NHS has skyrocketed to 3.1 staff 
for every patient, but this seemingly favorable ratio hasn ’ t helped the 
 shortage problem, because they are part of the bureaucracy and not 
assigned to the treatment of patients. Since 1948, the number of beds 
per thousand people has decreased by half. The British newspapers reg-
ularly feature stories of bungled operations and patients left untended 
in hospital hallways. 

 What about Canada? Some supporters point to Canada as an ideal 
single - pay plan. The government picks up the entire tab of medical expenses 
for Canadians. Their system is considered low cost. Canada devotes only 
9.5 percent of its national income to health care, compared to 15 percent 
in the United States. 

 But the low cost is largely due to a failure to keep up with medi-
cal technology and the latest medical devices and procedures. It ranks 
in the bottom third of developed countries in terms of availability of 
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technology, such as magnetic resonance imaging (MRI) machines or 
kidney dialysis machines. As Table  13.1  shows, there are long waiting 
times for treatment by a specialist in Canada.   

 Not surprisingly, Canadians who need specialized treatment and 
surgery go south to the United States, where waiting time is minimal 
and the latest medical technology is available, that is, if you are willing 
to pay for treatment yourself. 

 In short, whenever you hear a candidate or political leader say,  “ We 
need universal health care, ”  you can be sure that person doesn ’ t under-
stand sound economics.  

  The Market Solution: Lower Costs, Higher Quality, 
and No Waiting 

 To show how health care could work if market principles were fol-
lowed, consider two examples: laser eye surgery and cosmetic surgery. 
Most health care products and services have become more expensive, 
but not laser eye surgery. Lasik surgery has been performed more than 
three million times in the past decade, and it has gotten better over 
time. The Lasik process has the highest patient satisfaction of any sur-
gery. In 1998, the average price of laser eye surgery was about  $ 2,200 per 
eye, and results were mixed. Today the average has fallen to  $ 1,350 per eye, 

   Table 13.1 Median Waiting Time for Treatment by Specialist in Canada  

   Specialty       Average Waiting Time (weeks)   

   Orthopedics       32.2   
   Plastic surgery       28.6   
   Ophthalmology       30.0   
   Gynecology       15.3   
   Otolaryngology       16.4   
   Urology       13.0   
   Neurosurgery       20.1   
   General surgery       10.3   
   Internal medicine       11.1   
   Cardiovascular       14.1   

   Source: The Fraser Institute, Vancouver, BC, Canada    
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a decline of 38 percent, and customer satisfaction has increased. Why 
has laser eye surgery become cheaper and better, while other forms of 
health care have become more expensive? It ’ s simple. Laser eye surgery 
is not covered by third - party private insurance, Medicare, or Medicaid. 
Thus ophthalmologists have an incentive to improve technology and 
reduce costs in order to compete for patients. Laser eye  surgery is one 
of the few health procedures in a true free market of price competition 
and consumer choice. 

 Cosmetic surgery is another example where choice and competi-
tion have delivered lower prices and higher quality over time. Patients 
pay out of their own pockets for elective surgery, and therefore weigh 
the costs and benefi ts of each procedure. They also choose their doctor 
based on quality and price, not on whether the doctor is in the net-
work or not. Consequently, infl ation - adjusted prices have fallen every 
year from 1992 to 2001.  1    

  Who ’ s to Blame? 

 The author of the  Times ’ s  article blames private enterprise for America ’ s 
health care problems, but the real cause is the government ’ s failure to let 
the market operate fully. Even employer - paid medical insurance is, in a 
way, a government creation. High corporate taxes encourage businesses to 
offer a wide variety of fringe benefi ts, which are tax - deductible to corpo-
rations and tax - free income to employees. Businesses chose to offer these 
benefi ts primarily to cut taxes. 

 Contrast the health care industry with the veterinarian industry. 
Animal treatment centers do not suffer from the problems facing the 
medical industry (spiraling costs, bureaucracy, long waits at medical 
facilities) largely because most veterinarian services are paid for directly 
by the pet owners. The dental industry used to be another good exam-
ple, because for years most dental services were paid for directly by 
patients, and costs were contained. Unfortunately, over time, more busi-
nesses and insurance companies are offering dental insurance with low 
deductibles. Not surprisingly, dental bills are rising rapidly because of 
the third - payer system.  
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  How to Resolve the Health Care Problem 

 What should be done to improve the situation? Imitating national health 
programs in Canada and Europe won ’ t do because they violate mar-
ket principles. (If you want to know the weaknesses in each country ’ s 
health care system, analyze each according to market principles.) Hillary 
Clinton ’ s health care plan, briefl y introduced in 1993, wouldn ’ t work 
either. The Clinton plan made the cost of medical services vary accord-
ing to recipient ’ s income, not supply and demand; benefi ciaries wouldn ’ t 
pay directly for medical services; and a new federal agency would impose 
cost controls on drugs and other medically related services. The result 
would be shortages, bureaucracy, higher costs, reduced services, and less 
research and development. Fortunately, the plan was aborted.  

  Introducing Health Savings Accounts ( HSA s): 
The Whole Foods Story 

 Health Savings Accounts (HSAs) are a practical solution to the medi-
cal crisis. Congress enacted Health Savings Accounts in 2003 as part of 
the Medicare reform package. Earlier, they were called Medical Savings 
Accounts. They were signed into law by President Clinton in 1996. 

 HSAs are tax - deferred accounts that allow you to save money for 
medical expenses. 

 To show you how an HSA works, and why it has been so suc-
cessful, let me use an example from one of the most successful com-
panies, Whole Foods Market, the world ’ s fastest growing natural food 
chain and ranked as number 5 in the Fortune Top 100 Best Companies 
to Work For. Until 2003, Whole Foods Market had a generous cafete-
ria plan in health insurance. The plan was costly, with no incentives to 
economize. Whole Foods faced a  $ 7 million defi cit in 2003, and was 
forced to raise premiums by nearly 35 percent. Employees (known as 
team players) were not happy with Whole Foods ’  medical plan. 

 Whole Foods was one of the fi rst companies to try a health sav-
ings account for its employees. To emphasize a positive approach to health 
care, the company actually calls them  “ Personal Wellness Accounts. ”   2   
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The  company pays 100 percent of insurance premiums for all   full-time 
 workers, who are automatically enrolled. However, there is a high deduct-
ible of  $ 3,500:  $ 1,000 in medical costs,  $ 500 deductible for prescription 
drugs, and  $ 2,000 in co - pays.  To cover this deductible, each team member 
is given a MasterCard debit card which they can access for  “ health and 
wellness ”  expenses. (The company tracks carefully MasterCard expenses 
to make sure they are used only for medical - related items.) 

 If employees don ’ t use all of the deductible, the remaining funds are 
transferred to an HSA, which builds up tax - free until withdrawn. Under 
the new law, HSAs are portable, so workers can take the account with them 
if they move to another company. Thus, HSAs create an incentive for 
workers to become smart health care consumers because they can keep any 
money that is left over. They have two options for handling unspent 
HSA funds: 

  They can save money (tax - free) for future medical expenses in interest -
 bearing accounts that accrue tax - free.  
  They can withdraw money from the HSA at the end of the year, as 
long as they maintain a minimum balance.    

 Nonmedical withdrawals would be fully taxed and subject to a 
15 percent tax penalty.  “ Some of our team members are going to have 
 $ 8,000,  $ 9,000, and even  $ 10,000 tucked away in their accounts, ”  states 
CEO John Mackey.  “ They don ’ t have to worry about going bankrupt 
due to medical problems. ”  

 The results have been phenomenal.  The employee turnover rate has 
plummeted to around 20 percent. Company medical costs have come 
under control. Approximately 74 percent spend less than  $ 500 on their 
HSA, and 45 percent of employees don ’ t use their HSA at all. Why 
not? Because they have an incentive to remain healthy, and they don ’ t 
run to the doctor every time they cough. 

 Whole Foods Market employees have an incentive to shop around 
for the best deal in medical services. The high deductible reduces pre-
miums while covering employees for catastrophic illnesses or injuries. 
They are encouraged to eat healthy foods and to exercise. By reducing 
the number of visits to doctors and hospitals, they can save money in 
their HSA. John Mackey calls it  “ an empowered model. ”   3   

•

•
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 According to Forrester Research, by 2010, 24 percent of the health 
insurance market will include consumer - driven health plans (HSAs). It 
is the future of American health care. 

 Here are some ways that applied economics can improve the  quality 
and reduce the cost of health care: 

   1.   Increase the supply of doctors by opening the doors to more  students 
entering medical school.  

   2.   Increase the variety of medical care. Nurse practitioners and physi-
cians’ assistants should be given more authority to open clinics and 
offer general care for basic health needs like ear infections, gashes, 
and the fl u.  

   3.   Allow the market to determine prices, not the insurance companies.  
   4.   Tort reform: Limit malpractice awards to reduce malpractice insurance.  
   5.   Full disclosure: Make it easier to know if a doctor has been sued or 

found guilty of malpractice.    

 The solution to the health care crisis is to minimize government 
intervention, not expand it. Private insurance would be able to solve 
the problem on its own through fl exible deductibles and copayment 
arrangements. This would encourage competition and comparison shop-
ping to control costs, stimulate further medical advances, and encourage 
preventive care and exercise. The United States would then be reassured 
of its position as the nation with the world ’ s best health care system.                     
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Back to Basics 
 Competition Enters the Classroom           

  Were the students  . . .  left free to choose what college they liked best, such 
liberty might perhaps contribute to excite some emulation among different 
colleges. 

  — Adam Smith  1      

  A competitive private educational market serving parents who are free to 
choose the school they believe best for each child will demonstrate how it can 
revolutionize schooling. 

  — Milton Friedman  2     

 T he consummate diplomat Adam Smith always avoided insulting 
his readers. But he made an exception in the most famous 
putdown in  The Wealth of Nations.  Referring to  “ sham - lectures ”  

at his alma mater, the prestigious Oxford University, he declared with obvi-
ous disdain,  “ In the University of Oxford, the greater part of the public 
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professors have, for these many years, given up altogether even the pretence 
of teaching …  . It must be too unpleasant to him [the Oxford professor] to 
observe that the greater part of his students desert his lectures; or perhaps 
attend upon them with plain enough marks of neglect, contempt, and 
derision. ”   3   

 Why was Adam Smith so agitated? In eighteenth - century Britain, 
teachers and tutors at most schools were paid directly by students (or 
their parents) and therefore had to compete among themselves to main-
tain the interest of their pupils and parents. But Oxford was so richly 
endowed that professors were largely paid by the college. As a result, a 
student was not allowed to choose the college he liked best, and classes 
were developed for the benefi t of the instructors, not the students. 
Without incentives, the quality of education at Oxford deteriorated. 

 Adam Smith opposed all forms of monopoly, which he felt would 
create a political system characterized by high cost, waste, bureaucracy, and 
privilege. The invisible hand of natural liberty only functions successfully 
under conditions of competition and justice. He applied his theory of 
competitive enterprise to a wide variety of markets — commerce, religion, 
and even education. He felt that students would enjoy a better education 
if they could choose among schools and teachers at all levels of training.  

  Poor Education in the Public Schools 

 What can Adam Smith teach us today? We have the freedom to choose 
the college and university level, but what about primary and secondary 
education? In most countries, including the United States, lower - level 
public education is provided by a government monopoly. Though real 
spending per pupil has more than doubled since 1970, American students 
continue to rank the lowest in academic test scores (reading, mathematics, 
and science) of members of OECD countries, dropout rates are high, and 
scores on the SATs have fallen and remain relatively fl at. Even simple lit-
eracy has declined, and interest in reading books has gradually fallen in the 
United States as youth spend more time watching television and playing 
video games. Moreover, there is a troubling racial gap in American educa-
tion, with black and Hispanic students, whether their families are affl uent 
or low income, falling behind whites and Asians.  4    
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  Milton Friedman ’ s Idea of School Choice 

 Milton Friedman, a modern - day Adam Smith, fi rst applied the economic 
principles of choice and competition to primary and secondary schools in 
Chapter  6  of his famous book,  Capitalism and Freedom  (1962). He criticized 
our government educational system as a rigid, uniform, expensive, and 
highly centralized quasi - monopoly where the program benefi ts the teach-
ers and administrators more than it does the students and parents. His solu-
tion? Give parents each year a fi xed amount of funds, known as  “ vouchers, ”  
redeemable at any public or private school of their choice.  “ The injection 
of competition would do much to promote a healthy variety of schools. It 
would do much, also, to introduce fl exibility into school systems. Not least 
of its benefi ts would be to make the salaries of school teachers respon-
sive to market forces. ”   5   As Herbert J. Walberg, a Chicago - trained economist 
who has taught at Harvard and Stanford, states,  “ competition often brings 
out the best in people and organizations and provides benchmarks against 
which to measure all schools ’  performance; vouchers allow and encourage 
parents to more actively participate in their children ’ s schooling, which in 
turn is positively related to student learning. ”   6   

 The idea of school choice — whether through vouchers, tax credits, or 
charter schools — has gradually gained momentum although the battle has 
been long and drawn out. Public - spirited citizens and parents are demand-
ing change, including minority groups who feel that their  children are 
being short - changed in government schools. At the same time, the public 
school systems have become more centralized and unionized, with teach-
ers unions and administrations that are well organized and well fi nanced 
in opposition to any form of radical change. While some states, includ-
ing Florida, Ohio, and Wisconsin, have experimented with some form of 
school vouchers and charter schools, benefi ting from a Supreme Court 
ruling in 2002 affi rming the legality of the Cleveland voucher program, 
statewide voucher systems have been blocked in states such as California, 
Michigan, and Colorado due to the adamant and effective opposition of 
teachers unions and educational administrators. 

 Numerous studies have been conducted by economists examin-
ing the benefi ts of competition and choice in education. In the debate 
between private and public schools, the consensus is that private schools 
paid for directly by parents tend to be  “ more effi cient, more academically 
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effective, better physically maintained, and more responsive to parental 
curriculum demands ”  than either voucher - funded private schools or 
government - run schools.  7   Although public voucher programs in the 
United States have been relatively small in scope, initial fi ndings are 
overall positive, especially among minorities. Studies of voucher pro-
grams in Washington, DC, Cleveland, and Milwaukee show that they 
reduced racial segregation.  8   The United States has more experience 
with charter schools. More than 4,000 charter schools enroll more than 
one million students. Despite heavy regulations and poor funding, char-
ter schools perform well, especially among poor and Hispanic students, 
and are heavily oversubscribed. 

 More complete studies have been made in Sweden, the Netherlands, 
the Czech Republic, and Chile, where school choice was introduced years 
ago.  The Dutch voucher system is the oldest, starting in 1917, and the pri-
vate sector now accounts for 76 percent of all students. The Netherlands 
reports high parent satisfaction and high performance in international 
test score comparisons. Similar results have occurred in Sweden, where 
the government funds 85 percent of schools of choice (public or pri-
vate). Despite government regulations, Sweden has witnessed improved 
student test scores and greater parental satisfaction. Chile introduced a 
universal voucher program in 1982, at the same time it created a private 
pension system (see Chapter  5 ). All students can choose a public, private, 
or religious institution, including Catholic schools. The conclusion is that 
 “ students in private subsidized [that is, voucher] schools outperformed 
those in public schools. ”  What about the risk that public schools might 
close because of a massive exodus of students to private schools? The 
Chilean government doesn ’ t allow it. They receive extra funding to keep 
them open.  9   Walberg concludes,  “ While acknowledging and discussing 
some notable exceptions, the consensus of the high - quality international 
research overwhelmingly favors competition and parental choice in 
education over the monopoly systems that dominate the United States 
and many other industrialized countries. ”   10   

 For Milton Friedman, the battle for school choice has been  “ both 
rewarding and frustrating. ”  But he hasn ’ t given up, even beyond the 
grave (he died in 2006). He and his wife established the Milton and 
Rose D. Friedman Foundation with the sole mission of promoting sup-
port for school choice. Go to  www.friedmanfoundation.org  for more 
information.           

c14.indd   106c14.indd   106 2/6/08   10:00:31 AM2/6/08   10:00:31 AM



107

Chapter                                                                                                 15    

Chicago Gun Show           

  According to the economic approach, criminals, like everyone else, respond to 
incentives. 

  — Gary Becker  1      

  Chicago economists believe that economics is all - powerful and can be used 
to analyze almost anything. 

  — Student at University of Chicago  2     

 T he Chicago Boys are at it again. This time the economists at the 
University of Chicago are making headlines in today ’ s hotly dis-
puted debate about the death penalty and gun control. Milton 

Friedman set the general standard a generation ago by insisting on rigorous 
empirical work to support sound (though often unpopular) economic the-
ory and policy. More recently, Gary Becker has extended Chicago - style 
economic analysis into contemporary social problems such as education, 
marriage, discrimination, professional sports, and crime. 
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 Underlying Becker ’ s analysis is a basic economic concept, the law 
of demand: If the price of a commodity goes up, people use less of it. 
In the case of criminal activity, if the cost and risk of committing a 
crime rises, fewer crimes will be committed. This is often referred to as 
the market ’ s incentive principle. Becker has showed that increasing the 
cost of crime through stiffer jail sentences, quicker trials, and higher 
conviction rates effectively reduces the number of criminals who rob, 
steal, or rape.  3    

  Does the Death Penalty Deter Crime? 

 New studies indicate that the reinstitution of the death penalty in many 
states has led to a 38 percent drop in murder rates. New research by 
economists, including some at the University of Chicago, conclude that 
each execution deters as many as three to eighteen potential murders.  4   

 A 2003 paper by Lawrence Katz, Steven D. Levitt, and Ellen 
Shustorovich published in the American Law and Economics Review dem-
onstrated   “  a strong and robust negative relationship  ”   between deaths in 
prison (from executions or other causes) and the crime rate in society: 
  “  30–    100 violent crimes and a similar number of property crimes  ”   were 
deterred per prison death.  5   

 A recent  New York Times  cover story summarized a dozen studies on 
the relationship between capital punishment and crime.  “ The  studies, 
performed by economists in the past decade, compare the number of 
executions in different jurisdictions with homicide rates over time—  while 
trying to eliminate the effects of crime rates, conviction rates and other 
factors — and say that murder rates tend to fall as executions rise. ”   6   

 The studies by economists appear to have shifted sentiment in favor 
of capital punishment. Two law professors, Cass R. Sunstein (Chicago) 
and Adrian Vermeule (Harvard), wrote in the Stanford Law Review 
that  “ the recent evidence of a deterrent effect from capital punishment 
seems impressive, especially in light of its  ‘ apparent power and unanim-
ity  . . .  Capital punishment may well save lives. ’    ”  The evidence caused 
Professor Sunstein, in particular, to change his mind.  “ I did shift from 
being against the death penalty to thinking that if it has a signifi cant 
deterrent effect it ’ s probably justifi ed. ”   7   
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 Still, the evidence seems to indicate that half - hearted execution 
programs aren ’ t effective in fi ghting crime. According to Emory eco-
nomics and law professor Joanna M. Shepherd, capital punishment is 
only a deterrent in states that executed at least nine people between 
1977 and 1996.  

  Gun Control and Crime 

 Economists have also entered the controversial fi eld of gun control. In 
the late 1990s, John R. Lott, Jr., the John M. Olin Law and Economics 
Fellow at Chicago, made the case that a well - armed citizenry discour-
ages violent crime. Lott analyzed the FBI ’ s massive yearly crime sta-
tistics for all 3,054 U.S. counties covering 18 years, and state police 
documents on illegal gun use. His surprising conclusions, published in 
his recent book,  More Guns, Less Crime,  fi nd that: 

  States now experiencing the largest drop in crime are also the ones 
with the fastest - growing rates of gun ownership.  
  The Brady fi ve - day waiting period, gun buy - back programs, and 
background checks have had little or no impact on crime reduction.  
  States that have recently allowed concealed weapon permits have 
witnessed signifi cant reductions in violent crime.  
  Guns are used on average fi ve times more frequently in self - defense 
than in committing a crime.  8      

 According to Lott, recent legislative efforts to restrict gun own-
ership may actually keep many law - abiding citizens from protecting 
themselves from attack, an example of Adam Smith ’ s law of unintended 
consequences. 

 Lott also argued that state laws permitting concealed handguns deter 
crime.  “ When guns are concealed, criminals are unable to tell whether 
the victim is armed before striking, which raises the risk to criminals. ”   9   
He produced a variety of statistics and graphs to support his case. For 
example, Figure  15.1  compares the average number of violent crimes in 
states before and after the adoption of a concealed - handgun law.   

 Lott ’ s crime fi gures bring to mind Frederic Bastiat ’ s brilliant essay 
 “ What Is Seen and What Is Not Seen. ”  In 1850, this great French journalist 
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 Figure 15.1 The Effect of Concealed Handgun Laws on Violent Crime   
 Source:  John R. Lott, Jr.  More Guns, Less Crime.  Reprinted by permission of the University of 
Chicago Press.

wrote,  “ In the economic sphere,  . . .  a law produces not only one effect, 
but a series of effects. Of these effects, the fi rst  . . .  is seen. The other 
effects emerge only subsequently; they are not seen. ”   10   

 According to Lott, Bastiat ’ s principle applies in crime statistics. 
 “ Many defensive uses [of guns] are never reported to the police. ”   11   
Lott gives two reasons. First, in many cases of self - defense, a handgun 
is simply brandished, the assailant backs off, and no one is harmed, so 
nothing is reported. Second, in states that have stringent gun laws, citi-
zens who use a gun for protection fail to report the incident for fear 
of being arrested by the police for illegal use of a weapon. Thus, Lott 
confi rms (through extensive surveys) the initial work of Gary Kleck, 
professor of criminal justice at Florida State University, who found that 
guns are used far more frequently in self - defense than in committing 
crimes. Kleck, by the way, used to have a strong antigun bias until he 
uncovered this revealing statistic. 

 Lott ’ s hypothesis has been heavily criticized by other economists 
who dispute his interpretation of crime statistics. They argue that other 

c15.indd   110c15.indd   110 2/6/08   10:00:49 AM2/6/08   10:00:49 AM



 Chicago Gun Show 111

factors have been more infl uential in reducing crime during the 1990s, 
including a strong economy, the waning crack cocaine epidemic, and 
even abortion (the latter an argument of Chicago economist Steven 
Levitt). However, one thing all studies by economists agree on: Right -
 to - carry laws do not increase violent crime, and a large number of 
studies make the case that they reduce violent crime. 

 All this confi rms a long - standing legal principle in America: People 
should have the constitutional right to own a gun for self - protection.                  
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                                                                        Chapter 16

   Economists Catch 
Auction Fever           

  Auction theory is one of economics ’  success stories. 
  — Paul Klemperer, Oxford University    

  Economist Paul Milgrom ’ s ideas were critical to helping the FCC design its 
multi - billion dollar spectrum auctions. His thoughtful economic reasoning 
and attention to practical detail made the auctions successful. 

  — Reed Hundt, Former Chair, Federal 
Communications Commission (FCC)   

 O n August 19, 2004, Google, the world ’ s most popular Internet 
search engine, took its company public, issuing 19.6 million 
shares at  $ 85 per share. What was unorthodox about the 

Google Initial Public  Offering (IPO) was its method of going public: a 
sealed - bid public auction open to anyone who cared to bid. Using this 
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controversial method, Google let the investing public, not the Wall Street 
investment bankers, decide the clearing price. 

 This controversial, egalitarian move did not sit well with the Wall 
Street fi nanciers. In a traditional public offering, investment bankers 
underwrite the process and set a predetermined opening price under 
the expected market value. By creating a hot issue, brokerage fi rms 
can allocate shares to their most favored customers. This system favors 
company offi cers, insiders, institutional investors, and high - net worth 
individuals. Once the stock goes public, the insiders and privileged cus-
tomers lucky enough to purchase advance shares could double or triple 
their money by fl ipping the stock as soon as the general public begins 
bidding the price up in the secondary market. 

 Google was not the fi rst company to use an IPO auction, but it 
was a shock to Wall Street, given Google ’ s size, with a market capitali-
zation exceeding General Motors. Google ’ s young owners didn ’ t need 
the cash and weren ’ t beholden to Wall Street fi nanciers. They wanted 
an IPO that would compensate its loyal employees, and still provide a 
way for the general investing public to participate — a form of demo-
cratic capitalism. 

 Google chose an auction design known as the  “ uniform - price Dutch 
auction, ”  the same the U.S. Treasury uses to manage its debt. This is how the 
Dutch auction worked for Google: The company solicited non  restrictive 
bids from any investor who specifi ed the number of shares desired and a 
price the investor was willing to pay for them. On the day of the IPO, 
the company allocated shares to bidders in descending price order until the 
available shares (19.6 million) were exhausted. The price specifi ed in the last 
bid fi lled — known as the  “ market - clearing price ”  — was the price that all 
winning bidders paid for their stock ( $ 85 a share). 

 Theoretically, a Dutch auction discourages the likelihood of a rapid 
run - up in the IPO stock price on opening day, because the market -
 clearing price should represent the collective wisdom of the general 
public and a price where supply equals demand. Nevertheless, when 
the stock went public on August 19, 2004, the stock did pop 18 percent 
to close at  $ 100 a share. It rose for two reasons: Many of the broker-
age fi rms handling the Google IPO had restricted the number of bids 
an investor could place, and Google had retained the option to set the 
price lower than the market - clearing price if they wished. But this run - up 
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was far lower than the fi rst - day bounce that most technology stocks 
experienced in the late 1990s (100 to 200 percent).  

  The Economists behind the Google  IPO  Auction 

 The success of the Google IPO can be attributed to several economists 
specializing in auction design, among them Stanford economist Paul 
Milgrom, who built his reputation by helping to design the Federal 
Communications Commission spectrum auctions. The FCC auctions have 
since been copied and adapted for dozens of auctions in electricity markets 
and other industries involving more than  $ 100 billion worldwide. 

 Google ’ s IPO auction is a prime example of how technically 
advanced auction trading has become. The recent success of auctions 
in a wide variety of new markets can be attributed to top economists 
who specialize in game theory. In addition to taking Google public, 
these expert consultants have applied their techniques to engineer suc-
cessful auctions of baseball tickets and hotel rooms online; products and 
collectibles on eBay; T - bills and other government securities; foreign 
exchange; livestock, fi sh, timber, oil fi elds, and other commodities; fore-
closures on commercial and residential real estate; cap - and - trade pollution 
permits; radio bandwidth and mobile phone licenses; and assets, busi-
nesses, and lands that governments seek to privatize. These days, when 
governments decide to auction off state - owned resources, they routinely 
hire economists for advice on how to design the auction. At the same 
time, bidders also hire economists to fi gure out how to beat the system. 
The result is a highly informed marketplace where both the buyer and 
seller feel satisfi ed.  

  William Vickrey, Father of Auction Theory 

 Most auction experts acknowledge that the new world of auction 
design began with a paper published in an obscure journal in 1961 by 
William Vickrey, professor of economics at Columbia University.  1   In his 
seminal paper, Vickrey recommended what is now called a Dutch - style 
 “ second - price sealed bid auction ”  as a preferable way to maximize value 
for both sellers and bidders in auctions that involve a large  inventory 
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of assets. Thirty - fi ve years later, Vickrey was awarded the Nobel Prize 
in Economics for his pioneering work in auction theory. (As luck 
would have it, he died only a week after receiving the prize.) Professor 
Vickrey ’ s work has been refi ned and extended by dozens of economists 
over the past few decades. It is a powerful theory, leading to several 
important insights that have had a signifi cant impact on auction design. 

 To understand the Vickrey auction, as the Dutch - style second - price 
sealed bid is called, we need to introduce some basic information about 
auctions. The most popular way to sell individual items is the  “ going, 
going, gone ”  auction, such as is done by such English art houses as 
Sotheby ’ s and Christie ’ s. Under the English system, bidders start at a 
low price, above the reserve price set by the owner, and bid the price 
up until only one bidder remains. The fi nal bidder wins the prize at the 
fi nal price he bid.  

  The English Auction and the Winner ’ s Curse 

 There are several potential drawbacks to the English auction, however. 
First, in an open outcry bidding war you may suffer from auction fever 
and, in the presence of competing bidders, make too aggressive a bid. 
Economists call it the  “ Winner ’ s Curse. ”  Remember the famed auction 
of Jacqueline Kennedy ’ s estate? Emotional bidders, anxious to own a 
piece of Camelot, paid as much as three times the expected prices. Or 
the baseball fan who paid more than  $ 2 million for Barry Bond ’ s 73rd 
home run ball in 2001, only to see its value plunge to under  $ 100,000 
a few years later. Other examples include a stock in an IPO that sub-
sequently falls in half in the secondary market; an auction for the cell 
phone market in a small market that turns out to be too expensive; an 
oil fi eld worth far less than what the oil producer paid; or a building 
contractor who outbids all his competitors but ends up losing money 
because he underestimated his costs. 

 Paul Klemperer, an Oxford University economist who specializes in 
the economics of auctions, illustrates the winner ’ s curse to his students by 
auctioning off a jar fi lled with an undisclosed number of pennies. The 
students estimate the jar ’ s contents and then bid a little below their esti-
mate to leave a profi t. Every time, though, the hapless winner of the jar 

c16.indd   116c16.indd   116 2/6/08   10:01:07 AM2/6/08   10:01:07 AM



 Economists Catch Auction Fever 117

is the student who overestimates the number of pennies by the greatest 
amount, and therefore overpays by the most. As we shall see, there are 
ways to avoid the winner ’ s curse. 

 Second, the auction might suffer from collusion between bidders to 
keep the price artifi cially low, resulting in a low bid for the seller. This 
is especially true in the case of business - to - business auctions, where a 
small number of big companies bid on a radio, mobile phone, or tele-
communications license, or a major mineral lease. Businesses don ’ t even 
need to break the law. If only a few companies are competing for a 
customer ’ s business, they could tacitly agree beforehand that it ’ s in their 
mutual interest to charge the same high price and share the business. 
If one supplier defects from the group by dropping its price, its rivals 
could punish it by dropping their own prices. 

 For example, in 1995 the U.S. government auctioned off the Los 
Angeles license for mobile - phone broadband. GTE and Bell Atlantic 
were ineligible to bid, and MCI failed to enter this auction. Pacifi c 
Telephone, the giant provider of local telephone service in the L. A. 
area, was allowed to compete and intimidated its smaller rivals. The result 
was that the bidding stopped at a very low price, yielding only  $ 26 per 
capita for the license. In contrast, the auction for the Chicago market 
excluded the main local telephone provider. As a result, the auction 
between several small companies was robust, and the rights sold for  
$ 31 per capita, even though Chicago was considered far less valuable than 
Los Angeles in terms of per capita income. In another example, in 1999 
Germany sold 10 blocks of radio spectrum, and only two telecommuni-
cations companies, Mannesman and T - Mobile, made a bid. Because each 
adopted a live - and - let-live philosophy, the auction closed after just two 
rounds, with each bidder acquiring half of the blocks for the same low 
price.  2   

 Vickrey and other game theorists have created new ways to maximize 
revenues for sellers while improving satisfaction of buyers in auctions. In a 
Vickrey auction, bidders enter sealed bids. The highest bidder wins — but 
pays the second - highest bid price plus a small fee. It may seem illogical, 
but it actually makes good sense. Sellers are assured that buyers will place 
realistic bids, and buyers don ’ t have to worry about being outbid at the 
last minute as in other types of auctions.  
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  How a Vickrey Auction Works 

 Before attending a live auction, potential buyers usually do some 
homework. They will read the list of items to be auctioned, examine 
the items if possible, and do some research to determine what a fair 
price would be. Added to that price is the desirability factor, the poten-
tial buyer ’ s gotta - have - it feeling. Wise shoppers arrive at the auction 
with a predetermined maximum price, and drop out of the bidding 
as that price is surpassed by other bidders. Sometimes auction fever 
hits, and a price will escalate beyond the buyers ’  predetermined limits, 
but most of the time the person with the highest predetermined price 
goes home with the item. However, the highest bidder seldom actu-
ally pays the maximum price he or she was willing to pay. Why not? 
Because, in a live auction, bidders always know the previous price. 
When the penultimate bidder drops out, the fi nal bidder only has 
to offer slightly more than the next highest bidder ’ s drop - out price. 
Consequently, if bidders remain calm and don ’ t surpass their prede-
termined maximum, they always go home paying less than they were 
willing to pay. 

 A sealed - bid auction is a different matter. Collusion is more diffi -
cult. The price does not gradually escalate as potential buyers enter and 
exit the bidding. Hopeful buyers must make a single bid, in advance, 
carefully calculating not only how much they are willing to spend, 
but also how much competitors are likely to bid. But what if their 
calculations are wrong? What if they write down  $ 10,000, while eve-
ryone else is bidding in the hundreds of dollars? In a live auction they 
would have stopped at  $ 1,000, but now they are stuck paying 10 times 
what the item is worth. Investors are usually more wary of paying too 
much than of losing the deal, so if they can ’ t see what others are will-
ing to spend, they are more likely to underbid than overbid, and sellers 
make less. To allay the buyers ’  fears of grossly overbidding, the seller 
promises to give the winning bidder a price slightly over that of the 
second - highest bidder. This policy actually encourages bidders to bid 
more, because they know they won ’ t be stuck if they go way over the 
second - highest bidder. In short, if the buyer wins the prize, he gets 
a price always under his offer. And by using the Vickrey method, the 
seller gets more participation in the auction.  
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  Stamp Auctions and the Threat of Cheating 

 The second - price sealed bid rule (the Vickrey method) is relatively 
uncommon, but it was used as early as the 1870s in the auction of some 
items such as stamps and autographs that were sold through mailed - in 
sealed bids based on a catalog listing. It is standard procedure in the 
markets for paper collectibles, from Civil War soldiers ’  letters to postage 
stamps. The fi rst stamp auctions took place from 1870 to 1882, most 
of them in New York City, and by 1890 the sealed-bid second - highest 
price rule was in effect. Stamps that were sold at live auctions contin-
ued to use the English auction, but mail-order auctions switched to 
the second - highest bid, plus one minimum bid increment. In 1897, the 
pioneering stamp dealer, William P. Brown of New York, became the fi rst 
stamp dealer to offer such an auction, and the idea quickly spread. The 
Toledo Stamp Company explained its auction format in the following 
1907 mail auction sale catalog:   

 To those who have never bid on Auction Sales before we wish 
to say that this is one of the best ways to add to your collection 
of stamps that you would not be able to purchase at the price 
otherwise. You say just how much you wish to pay for a lot, and 
if no one has overbid you, you get the stamps. If your bid is too 
high we buy for you at a small advance over the next highest 
bid, so you are protected in any case.   

 The only downside of second - price auctions is the fear that the auc-
tioneer will cheat. Once you submit your maximum price, what ’ s to keep 
the auctioneer from opening up your sealed bid and pretending that 
another was received just under your maximum amount? This fear has 
discouraged many stamp collectors from sending in such bids to small, 
little - known stamp dealers. A stamp dealer in Connecticut confesses:   

 After some time in the business, I ran an auction with some 
high mail bids from an elderly gentleman who ’ d been a good 
customer of ours and obviously trusted us. My wife, who ran 
the business with me, stormed into my offi ce the day after the 
sale, upset that I ’ d used his full bid on every lot, even when it 
was considerably higher than the second - highest bid. She threw 
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his invoice on my desk and said,  “ I thought we weren ’ t going 
to do this crap! ”  I glanced at the paperwork and without even 
thinking about it, said,  “ I don ’ t like having to do this, honey, 
but you know our bank loan is due tomorrow. ”  Looking back, 
I learned the mind is amazingly creative when it comes to 
rationalizing bad behavior. After some thought, she said,  “ Okay, 
I ’ ll do this, but only if you agree to change the rules in our 
next auction to read,  ‘ All lots are sold to the highest mail bid-
der at one advance over the second highest bid,  unless we need 
the money.  ’   ”  With that one sentence she stripped me of all my 
rationalizations and excuses. She held a mirror up to my con-
duct and I hated what I saw. I had no choice but to recalculate 
all our invoices for that sale to conform with our rules. That ’ s 
when I decided to leave the business of running auctions. ”   3      

  The  U.S.  Treasury Department Saves Millions 

 Fortunately, investors probably do not need to be concerned about such 
moral ethics when bidding through major corporations such as eBay and 
Google, or the U.S. government, all of which have adopted a Dutch -
 style Vickrey auction when selling large quantities of uniform goods and 
securities. A Dutch auction is the opposite of an English auction, where 
prices start low and move higher. In a Dutch auction, the auctioneer 
calls out a high price, then keeps lowering it until there is a buyer. For 
example, when the U.S. Treasury sells debt instruments, the government 
accepts lower and lower bids until the entire amount of debt is sold. Then 
everyone who bid higher prices pays the lowest price accepted. 

 The Treasury adoption of a uniform - pricing Dutch auction to sell 
Treasury bills and other government securities is another case of aca-
demic infl uence. In 1959, Chicago economist Milton Friedman testi-
fi ed before the Joint Economic Committee, chaired by former Chicago 
economist Senator Paul Douglas, suggesting the best way to sell govern-
ment securities. He criticized the then standard practice of the Treasury 
charging the highest bids and suggested that the government could earn 
more money by using a uniform - pricing Dutch auction because it would 
increase demand. Nothing was done about Friedman ’ s proposal until 
1972, when George Shultz (also from Chicago) became secretary of the 

c16.indd   120c16.indd   120 2/6/08   10:01:08 AM2/6/08   10:01:08 AM



 Economists Catch Auction Fever 121

treasury. Friedman persuaded his friend Shultz to experiment with Dutch 
auctions for some issues of long - term Treasuries. Two economists at the 
Treasury evaluated the performance of comparable bond issues sold by 
Dutch auction and by the standard procedure.  “ The results were unam-
biguous, ”  concluded Friedman.  “ The Treasury got a better deal under the 
Dutch auctions. ”   4   But the experiments ended in 1974, when Bill Simon 
became secretary. Simon had been a bond trader on Wall Street who vig-
orously opposed this new way to raise funds for the government. 

 In 1991, Salomon Brothers was accused of manipulating a Treasury 
securities auction, and soon after, the Treasury modifi ed its method of 
auctioning securities in favor of a uniform - pricing competitive bidding 
under rules that are very similar to a Dutch - style Vickrey auction. The 
Treasury Web site states:   

 A Single - Price Auction, also known as the Dutch Auction process, 
allows each successful competitive bidder and each noncompeti-
tive bidder to be awarded securities at the price equivalent to the 
highest accepted rate or yield. This type of auction is now used 
for all T - Bills, Notes, and Bonds [and Infl ation - Indexed Securities 
or TIPS]. In the past it applied only to the 2 - year and 5 - year note 
auctions. The Federal government holds the auctions for these 
securities. When the size of a pending auction is announced, retail 
customers have an opportunity to participate by submitting non -
 competitive tenders or bids. These orders are less than  $ 1 million 
in size for Treasury bills and  $ 5 million or less for Treasury notes 
and coupon bonds. The remaining participants in the auction are 
institutional dealers who submit competitive bids to the Treasury. 
Institutional dealer prices will vary according to the competitive 
level of their bid. After all competitive bids are submitted by deal-
ers, retail customers will receive an average price from the auction 
as determined from all the accepted competitive bids.  5      

  The  FCC  and Cellular Licenses 

 In the 1980s, the Federal Communications Commission (FCC) began 
conducting lotteries to assign cellular licenses in cities across the United 
States. But in the early 1990s, the government realized that it was los-
ing  millions of dollars in potential revenues. Since 1994, the FCC has 
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conducted competitive - bidding auctions of licenses for cellular and radio 
spectrum. These auctions are conducted electronically and are accessible 
over the Internet. Thus, qualifi ed bidders can place bids from the conven-
ience of their home or offi ce. Further, anyone with access to a computer 
with a web browser can follow the progress of an auction and view the 
results of each round. The FCC has found that spectrum auctions more 
effectively assign licenses than either comparative hearings or lotteries. 

 Who is behind these changes? Economists who specialize in auc-
tion design. They have been pushing for auctions for years. Ronald 
Coase, another Chicago economist, was among the fi rst to advocate 
auctioning radio licenses in 1959. One of the premier designers is Paul 
Milgrom of Stanford University. As Nobel Prize winner Joseph Stiglitz 
says of Professor Milgrom,  “ One of the recent revolutions in economics 
is an understanding that markets do not automatically work well. Design 
matters, and the Federal Communications Commission spectrum auc-
tion design that Milgrom pioneered kicked off a new era of market 
design using economic theory to make real markets work better. ”   6   

 Oxford Professor Paul Klemperer has been instrumental in design-
ing the British government ’ s fi rst auction of licenses for third - generation 
mobile - phone services. He writes:   

 February 2000 was a stressful month for me: the UK 3G auction 
was about to begin. For over two years I had been working 
with the UK government to design the world ’ s fi rst auction 
of spectrum for  “ third generation ”  (3G) mobile - phone services. 
A lot was at stake. If our auction worked well, it would allo-
cate the spectrum effi ciently and raise a lot of money, but many 
previous auctions had been embarrassing fl ops that had failed 
to generate the sums expected. This time the politicians were 
hoping for billions of dollars . . .  . 

  The tension only mounted over the seven weeks the auction 
ran. The auction started well. Day after day the prices climbed, 
but we continued to worry about what we might have missed, 
and what could still go wrong. As prices kept rising through 150 
rounds of bidding, and records started falling, nerves gave way to 
astonishment. Still, it was an enormous relief when the gavel fi nally 
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came down on fi ve bids totalling over 34 billion dollars — our 
auction had raised more money than any previous auction in 
history.  7     

 Business isn ’ t the only place where auctions are gaining popularity. 
Individuals are buying and selling everything from used DVDs to base-
ball cards on eBay, Yahoo, Amazon, and other Web sites. E - commerce is 
big business. eBay alone has 10 million customers and a market value 
of  $ 21 billion. 

 The founders of eBay have learned from William Vickrey and other 
economists. This premier online trader uses second - price auction rules, 
where the highest bidder has to pay only the second - highest bid plus 
an extra fee. Thus, eBay ’ s second - price rule helps to avoid the winner ’ s 
curse. Another benefi t is that bidders can study past auctions of similar 
items. They can also fi nd out more about the trustworthiness of sellers 
by reading customer feedback about them. And if they are still uncertain, 
bidders often watch the behavior of fellow bidders. 

 The site ’ s offi cial guide urges users to bid their maximum offer, and 
relax. They won ’ t actually pay that price unless someone else bids that 
high. As others join in, the site automatically and incrementally outbids 
the next - highest offer, keeping the maximum bid hidden until the bid-
ding climbs to meet it. If someone outbids your maximum, that ’ s okay —
 the item is clearly worth more to that person than it is to you. But Ken 
Steiglitz, author of  Snipers, Shills and Sharks: eBay and Human Behavior,  
says that this strategy is  “ disconcertingly naive. ”  An early offer attracts 
competition, he says. Studies show that the more bids an item gets, the 
more likely it is that other bids will follow. So even if no one else tops 
your maximum bid, the second - highest bid could rise signifi cantly. 
Mr. Steiglitz ’ s advice:  “ Bid late. The fi rst few weeks of an auction mean 
nothing. It ’ s all about what happens in those last few seconds. ”  eBay has 
a  “ hard close ”  rule — after a set time, no further bidding is allowed. That 
encourages a frenzy of bidding before the electronic gavel comes down.  8   

 In conclusion, the improvement in auction design by economists 
has benefi ted everyone — the buyers who are less likely to overpay; the 
sellers, who are more likely to get a better price for their goods; and 
the auction houses, who are getting more traffi c.            

c16.indd   123c16.indd   123 2/6/08   10:01:09 AM2/6/08   10:01:09 AM



c16.indd   124c16.indd   124 2/6/08   10:01:09 AM2/6/08   10:01:09 AM



125

Chapter 17

        If  You Build It Privately  
. . .  They Will Come 

 The Economics of Sports Stadiums           

  Government provides certain indispensable public services without which 
community life would be unthinkable and which by their nature cannot 
appropriately be left to private enterprise. 

  — Paul A. Samuelson   

 I f you take a course in public fi nance, you will invariably encounter 
the  “ public goods ”  argument for government: Some services sim-
ply can ’ t be produced suffi ciently by the private sector, such as 

schools, courts, prisons, roads, welfare, and lighthouses. 
 The lighthouse example has been highlighted as a standard public 

good in Paul Samuelson ’ s famous textbook since 1964.  “ Its beam helps 
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everyone in sight. A businessman could not build it for a profi t, since 
he cannot claim a price for each user. ”   1   In other words, since one can-
not prevent the light from being seen by all ships, regardless of whether 
the ship has paid for this valuable service, no one would pay without 
being forced through government taxation or harbor fee. 

 But that may not be the case. Chicago economist Ronald H. Coase 
revealed that numerous lighthouses in England were built and owned 
by private individuals and companies prior to the nineteenth century.  They 
earned profi ts by charging tolls on ships docking at nearby ports. Trinity 
House was a prime example of a privately owned operation granted a 
charter in 1514 to operate lighthouses and charge ships a toll for their use. 
The cost of the lighthouse was simply bundled into the port - docking fee. 

 Samuelson went on to recommend that lighthouses be fi nanced 
out of general revenues. According to Coase, however, such a fi nancing 
system has never been tried in Britain:  “ the service [at Trinity House] 
continued to be fi nanced by tolls levied on ships. ”   2   

 What ’ s even more amazing, Coase wrote his trailblazing article in 
1974, but Samuelson continued to use the lighthouse as an example 
of an ideal public good that only the government could supply. After I 
publicly chided Samuelson for his failure to acknowledge Coase ’ s rev-
elation,  3   Samuelson fi nally admitted the existence of private lighthouses 
 “ in an earlier age, ”  in a footnote in the 16th edition of his textbook, but 
insisted that private lighthouses still encountered a free rider problem.  4    

  Private Solutions for Public Services 

 The lighthouse isn ’ t the only example of a public good that can be pro-
vided for by private enterprise. A privately run toll road operates in south-
ern California. Wackenhut Corrections manages state prisons for profi t. 
Catholic schools provide a better education than public schools. The 
Mormon Church offers a better welfare plan than the USDA food stamp 
program. Habitat for Humanity builds houses for responsible poor people. 

 And now, for the fi rst time in 38 years, there is a privately built 
major league baseball stadium — AT&T Park, new home of the San 
Francisco Giants. After Bay Area voters rejected four separate ballot 
initiatives to raise government funds to replace the windy and poorly 
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attended Candlestick Park, Peter Magowan, a Safeway and Merrill 
Lynch heir, teamed with local investors to buy the club and, with the 
help of a  $ 155 million Chase Securities loan, built the new stadium for 
 $ 345 million. The owners also secured huge sponsorships from Pacifi c 
Bell, Safeway, Coca - Cola, and Charles Schwab. 

 So far the private ballpark has been a resounding success, selling a 
league - leading 30,000 season tickets for the 41,000 - seat stadium. The 
team ’ s 81 home games are nearly sold out. Other team owners, whose 
stadiums are heavily subsidized, were skeptical, but a dozen team own-
ers have visited the new operation to study what they ’ ve done. They 
include George Steinbrenner, who is building a new  $ 1 billion Yankee 
stadium.  5    

  Economists Attack Public Financing 

 Perhaps private funding of major league sports facilities has been infl u-
enced by two recent in - depth studies by professional economists attacking 
publicly subsidized sports arenas. In  Major League Losers,  Mark Rosentraub 
of Indiana University (and a big sports fan) studied stadium fi nancing in 
fi ve cities and meticulously demonstrated that pro sports produce very 
few jobs or ripple effects in the community. In fact, they take business 
away from suburban entertainment and food venues, and often leave 
municipalities with huge losses.  6   

 A Brookings Institution study came to similar conclusions. After 
reviewing major sports facilities in seven cities, Roger G. Noll (Stanford) 
and Andrew Zimbalist (Smith College) found these municipal arenas 
were not a source of local economic growth and employment, and the 
net subsidy exceeded the fi nancial benefi t to the community.  7   

 These empirical studies confi rm a long - standing sound principle 
of public fi nance, the accountability principle: Benefi ciaries should pay 
for the services they use. It ’ s amazing how often politicians violate this 
basic concept. For example, John Henry, a commodities trader worth 
 $ 300 million and owner of the Marlins baseball team, tried to push 
through the Florida state legislature a bill to tax cruise - ship passengers 
to help fund a new Miami ballpark. (Fortunately, then Governor Jeb 
Bush vetoed the bill.)  
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  The Sports Economist 

 The accountability principle isn ’ t the only example where economists 
are applying economics to baseball and other sports. Trade - offs, oppor-
tunity costs, and incentives are also important aspects of the game. 

 J. C. Bradley, associate professor at Kennesaw State University and 
University of the South, has attached a name to applying economics 
to sports: He calls it sabernomics.  “ Saber ”  comes from the Society for 
American Baseball Research (SABR). Sabernomics combines analytical 
and statistical methods and the principles of economics; it tests various 
theories with multiple regression analysis and other econometric methods. 
For example, why do pitchers hit more batters in the American League 
than in the National League? One hypothesis is that the incentives to 
hit batters changed when the American League adopted the designated 
hitter (DH) rule in 1973, while the National League continued to 
play without it. Some economists argued that with the DH, American 
League pitchers could get away with hitting batters, since the pitcher 
never had to go to bat and risk retaliation. From 1921 until 1972, there 
was never much of a difference between the two leagues in terms of 
hit batters. But starting in 1973, when the DH rule was adopted by 
the American League only, the hit batter rate was consistently higher 
in the American League. From 1973 to 2005, the hit batter rate was 
15 percent higher in the American League than in the National League. 
 “ This is pretty strong evidence that pitchers are responding to the price 
differences in hit batters in accordance with the law of demand, ”  con-
cludes Professor J. C. Bradley.  8   

 Another issue in major league sports is the alleged big - city advantage. 
Do big - market teams have an inherent advantage over clubs in small mar-
kets? Critics complain that cities like New York, Los Angeles, and Chicago 
have clear advantages over smaller markets like Seattle, Cincinnati, and 
Tampa. They tend to ignore exceptions to this rule, however. The Yankees, 
for instance, didn ’ t make the playoffs for 13 years between 1981 and 1995. 
Still, the evidence is clear. According to studies of wins per season com-
pared to population size of markets, there is a defi nite advantage, albeit 
marginal, of big - market teams.  9   Leagues use a variety of methods to keep 
the big cities from dominating, such as (1) reverse order drafts where the 
worst teams get the best new players fi rst; (2) luxury tax, requiring teams 
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who have payrolls exceeding a set amount pay a certain percentage (as high 
as 40 percent) above that amount to the league; and (3) revenue shar-
ing, giving low - revenue teams more cash. Interestingly, a former Federal 
Reserve governor Edward  “ Ned ”  Gramlich, a long - time baseball fan, was 
the staff director for the Economic Study Committee on Major League 
Baseball, a blue - ribbon panel set up to fi nd ways to bolster fi nancially 
troubled teams. In 1992, the committee recommended a program for 
richer teams to channel some of their profi ts to poorer teams. Baseball 
adopted such a revenue - sharing plan following a strike in 1994. 

 However, some economists are critical of revenue sharing because it 
creates a disincentive for winning.  “ Tying revenues to winning creates a 
strong incentive for management to put winning teams on the fi eld. A 
small - market owner who receives a share of big - market earnings may pre-
fer to live off this wealth transfer rather than put together a good team. ”   10              
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C                hapter 18    

Who Is 
Henry Spearman? 

 Economics of the Mystery Novel           

  So if there is a real model for Spearman, his identity remains a mystery, at 
least to me. 

  — Herbert Stein, foreword, 
 MURDER AT THE MARGIN    

 N ow for something light. During the past summer, I took a 
break from writing and decided to read three murder mys-
tery novels, all authored by Marshall Jevons, a pen name for 

William Breit and Kenneth G. Elzinga, professors of economics at Trinity 
University in San Antonio and the University of  Virginia, respectively.  
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  Elementary Economics, My Dear Watson 

 What makes these mysteries fascinating is the ingenious way the writers 
incorporate basic principles of economics to solve the murders. Marginal 
utility, the law of demand, consumer surplus, opportunity cost, profi t 
maximization, game theory, and Adam Smith ’ s invisible hand all play 
a part in advancing the stories and ultimately catching the culprits. As 
Henry Spearman, the detective - hero, says to the local police investigator 
in  Murder at the Margin,  “ Elementary, my dear Vincent. Elementary eco-
nomics, that is! ”  

 Let me give you an example from each novel, without revealing 
the entire plot.  In Murder at the Margin  (Princeton University Press, 1978; 
paperback, 1993), Spearman is able to dismiss Mrs. Forte as a suspect in 
the killing of her husband because  “ a woman usually would be fi nan-
cially far better off by divorcing her husband than by killing him. ”  
Mrs. Forte ’ s alimony payments over her expected lifetime would far 
exceed the death benefi ts from his insurance policy. Clearly, someone 
else must have killed Mr. Forte. 

 In the second novel,  Fatal Equilibrium  (MIT Press, 1985; Ballantine 
Books paperback, 1986), Spearman uncovers a fraud in the research of a 
fellow Harvard professor. In reviewing the professor ’ s book on prices of 
various commodities on a remote island, Spearman discovers a statistic 
that violates the law of utility maximization. The sleuth quickly con-
cludes that his colleague made up the fi gures  . . .  and therefore engaged 
in murder to hide his fi ctitious research. 

 In the third novel,  A Deadly Indifference  (Carroll  &  Graf, 1995), 
Spearman is led to suspect an individual who purchases an automobile 
even though another car in better condition is available at the same price. 
Obviously, Spearman reasons, the suspect values something in the fi rst car 
to justify the monetary difference. That something leads to the murderer.  

  Defending the Free Market 

 Another likeable feature is the free - market bias running through the 
mystery series. Henry Spearman consistently defends economic liberty 
and attacks socialist thinking. He supports free trade, economic inequality, 
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imperfect competition, and private property rights. The economist takes 
on collectivists of all shades — anthropologists, sociologists, environmen-
talists, social democrats, Keynesians, and Marxoids.  

  Who Is This Free - Market Economist? 

 Who is Henry Spearman, this remarkable proponent of free markets? 
Spearman is described as a short, balding, stubborn, frowsy professor, 
former president of the American Economic Association, and a  “ child 
of impecunious Jewish immigrants. ”  Breit and Elzinga admit that they 
originally had Milton Friedman in mind, except that instead of the 
University of Chicago, Spearman comes from Harvard.  “ There is no 
such thing as a free lunch, ”  Spearman declares in  Murder on the Margin  
(p. 90). And like Friedman, Spearman is old - fashioned, using a pencil 
and paper, rather than a computer, to solve problems. Yet the focus of 
the amateur sleuth is decidedly microeconomic in nature, not monetary 
policy or macrotheorizing. 

 Austrian economists will be happy to fi nd a great deal of Ludwig 
von Mises in Henry Spearman as well. (I thank Auburn economist 
Roger Garrison for this observation.) The detective - economist defends 
Say ’ s Law, the fi nancial markets, advertising, competition, commod-
ity money, even methodological dualism.  “ Economics is different from 
chemistry, ”  Spearman declares.  “ The methods are different. What goes on 
in one place doesn ’ t necessarily go in another ”  ( Fatal Equilibrium,  p. 111). In 
 A Deadly Indifference,  the august professor delivers an unpopular speech 
before the Cambridge faculty in the mid - 1960s, forecasting the collapse 
of Communism because it  “ is inconsistent with all that we know about 
the motivations of human action ”  (p. 36). Like Mises, who predicted the 
impossiblility of socialist economic calculation, Spearman is ridiculed for 
his extreme position.  

  More Like Becker? 

 However, having read all three novels, my feeling is that Henry 
Spearman is more like Gary Becker than anyone else. Becker, Chicago 
professor and Nobel laureate, applies economics to marriage, crime, and 
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other nontraditional areas.  1   So does Spearman,  “ pushing his economics 
into criminology. ”  He declares,  “ Love, hate, benevolence, malevolence 
or any emotion which involves others can be subject to economic 
analysis ”  ( Murder at the Margin,  p. 61). 

 Spearman, like Becker, also favors Alfred Marshall ’ s defi nition of eco-
nomics as the  “ study of man in the ordinary business of life. ”   “ Spearman 
took this defi nition seriously even though it was considered a bit old - fash-
ioned to some of his younger colleagues who saw economics as a solving 
of abstract puzzles unrelated to real events ”  ( Murder at the Margin,  p. 113). 
The authors write that Spearman is trained in statistics and corroborates 
his  “ high logical standards ”  with  “ empirical evidence ”  ( Fatal Equilibrium,  
p. 103). Gary Becker ’ s faithful application of microeconomic principles to 
solving problems is consistent with Henry Spearman ’ s  modus operandi.  He 
may not look like Spearman, but he acts like him. 

 Breit and Elzinga are to be congratulated for developing a crea-
tive, clever way to expound the principles of free - market economics. 
The response has been gratifying. Many professors make  Murder at the 
Margin  and the other novels required reading in their classes. I recom-
mend you put them on your summer reading list. 

 Now if only Breit and Elzinga will put their creative minds 
together to come up with a Broadway play called  The Mysterious Case 
of the Invisible Hand !            
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Part Four                     

SOLVING 
INTERNATIONAL 

PROBLEMS

E conomists are active in analyzing and solving global issues, 
  including extreme poverty in Africa, Asia, and Latin America; 
 pollution and environmental degradation; overpopulation; income 

and wealth inequality; and creating an economic freedom index.  
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Chapter                                                                                 19    

Eco - nomics Debate 
 Angry Planet or Beautiful World?           

  The bright promise of a new millennium is now clouded by unprecedented 
threats to humanity ’ s future. 

  — Worldwatch Institute, 2002        1

  We know that the environment is not in good shape . . .  . My claim is that 
things are improving. 

  — Bjorn Lomborg  2     

 B jorn Lomborg, a Danish professor of statistics, was an environ-
mental activist and member of Greenpeace for years. He 
accepted at face value the Malthusian views, expressed by Paul 

Ehrlich, Lester Brown, and groups such as the Worldwatch Institute, 
Greenpeace, and the Sierra Club, that the world was running out of 
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renewable resources, clean water, and forestland; that the earth was 
 becoming more polluted; and that population growth was exploding. 

 Then along came Julian Simon, an American economist from the 
University of Maryland, who challenged Lomborg ’ s thinking. Simon 
had published several books and papers fi lled with data supporting 
his view that life was actually getting better, that air in the developed 
world was becoming less polluted, that fewer people were starving, and 
that the population growth was slowing.  3   

 Simon made two devastating arguments against the pessimists: First, 
natural resources are virtually unlimited in the long run because higher 
prices, refl ecting scarcity, encourage the discovery of additional reserves 
and the use of substitutes. Entrepreneurs and inventors are always devel-
oping new technologies and cost - cutting techniques that allow more 
resources to be discovered and developed. Second, a large and growing 
population leads to a higher standard of living because it increases the 
stock of useful knowledge and trained workers. 

 Lomborg decided to test Simon ’ s statistics. In the fall of 1997, he 
and a group of students examined Simon ’ s data. Their conclusion: 
Simon was right. Lomborg reversed course and in 2001 published his 
fi ndings in  The Skeptical Environmentalist,  which has created a furor 
within the environmentalist community. His book has created such an 
impact that  Time  magazine voted Lomborg one of the 100 most infl u-
ential people in the world. 

 Now Lomborg joins Simon in refuting most of the claims of the 
perma - bear environmentalists. Lomborg reports that global forests have 
increased since World War II; the world ’ s population growth rate peaked 
in 1964 and has since declined; only 0.7 percent of species has disap-
peared in the past 50 years; fewer people in the world are denied access 
to water; incidence of infectious disease is still on the decline world-
wide; the number of extremely poor/starving people is also declining; 
air pollution is lessening in many parts of the world. 

 Economists have also debunked the popular myth that economic 
development is responsible for environmental degradation. The truth 
is largely the opposite. As Lomborg states,  “ environmental develop-
ment often stems from economic development — only when we get 
suffi ciently rich can we afford the relative luxury of caring about the 
environment. ”   4    
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  What about Global Warming? 

 But what about global warming, the overriding concern that our 
 capitalistic lifestyle is changing the climate and could do permanent 
damage to our ecosystem? The evidence is clear that temperatures have 
been rising in the past century, but the questions remain: How much of 
the temperature increase is due to global carbon   dioxide emissions and 
what is the best course of action? Economic analysis shows it will be 
far more expensive to cut CO 

2
  emissions radically than to pay the costs 

of adapting to global warming.  5   
 In his most recent book,  Cool It,  Lomborg argues that many of the 

elaborate and expensive actions now being considered to stop global 
warming will cost hundreds of billions of dollars, are often based on 
emotional rather than strictly scientifi c assumptions, and may very well 
have little impact on the world ’ s temperature for hundreds of years.  “ It ’ s 
a bad deal, ”  he concludes. Unfortunately, the debate is often emotional 
and shrill. In several chapters, Lomborg recounts what self - proclaimed 
climatologists have said about anyone who questions their orthodoxy, 
thus demonstrating the illiberal, antidemocratic tone of the current debate. 
Lomborg himself takes a less emotional stance, explaining in detail why 
the tone of hysteria is inappropriate to addressing the problems we 
face. He begins by dispatching the myth of the endangered polar bears. 
Lomborg discusses the issue in detail, fi rst citing sources from Al Gore 
to the World Wildlife Fund, then demonstrating that polar bear popula-
tions have actually increased fi vefold since the 1960s. 

 Lomborg believes fi rmly that climate change is real, but his approach, 
grounded in data and economic analyses, leads him to a different solu-
tion. Rather than starting with the most radical procedures for long - term 
change, Lomborg argues that we should fi rst focus our resources on more 
immediate concerns, such as fi ghting malaria and HIV/AIDS and assur-
ing and maintaining a safe, fresh water supply — which can be addressed 
at a fraction of the cost and save millions of lives within our lifetime.  6    

  The Polluted State : Tragedy of the Commons

 Economists have also emphasized  “ government failure ”  in the debate 
about the environment. Recent studies reveal that less - developed 

c19.indd   139c19.indd   139 2/8/08   9:42:15 AM2/8/08   9:42:15 AM



140 s o l v i n g  i n t e r n a t i o n a l  p r o b l e m s

countries, including the former Soviet Union, have had more pollution, 
lower health standards, and more environmental hazards than industri-
alized nations. Economists Terry Anderson and Donald Leal point to 
several examples of government mismanagement: National parks such 
as Yellowstone are in major disrepair, the U.S. Park Service is notori-
ously wasteful (it built a  $ 330,000 outhouse), the Canadian government 
destroyed the cod industry, and the government of Brazil and Indonesia 
forced migrants to burn once - pristine rain forests in order to plant crops.  7   

 Economics has provided workable solutions to pollution and envi-
ronmental degradation. One problem is what is known as the  “ tragedy 
of the commons. ”  In a 1968 issue of  Science,  Garrett Hardin, emeritus 
professor of biological sciences at the University of California at Santa 
Barbara, wrote a seminal article arguing that a resource tends to be 
overexploited when owned by the public and not by private individuals. 
For example, if no one owns a piece of grazing land, each herdsman has 
an incentive to add another animal to the herd until the land is over-
grazed. Similarly, if no one owns a forest, no one has an incentive to 
plant new trees to replace those that are harvested. As a result,  “ Freedom 
in a common brings ruin to all. ”   8   

 Hence, the lack of property rights and market prices creates a 
 “ tragedy of the commons ”  — unnecessary pollution, extinction of ani-
mals, destruction of forests, strip mining, and more. At fi rst government 
favored regulation as a solution, but economists have encouraged the 
establishment of clearly specifi ed property rights and accompanying 
price signals in water, fi shing, and forestland, so that owners can preserve 
and renew these resources in a balanced way.  

  Cap-and-Trade, or Carbon Tax? 

 In the 1990s, economists played a major role in the passage of the 1990 
Clean Air Act, which established  “ emissions trading ”  for the fi rst time. 
The Clean Air Act established the fi rst  “ cap - and - trade ”  system to reduce 
emissions of sulfur dioxide (SO 

2
 ), the primary cause of acid rain. Cap - 

and - trade draws on the power of the marketplace to reduce greenhouse 
gases and other emissions in a cost - effective and fl exible manner. Essentially, 
emissions trading creates a fi nancial incentive to reduce polluting. 
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 Here ’ s how it works. First a government environmental agency 
establishes a limit ( “ cap ” ) on the amount of pollution permitted by a 
designated group, such as power plants or mining companies. The emis-
sions allowed under the new cap are then divided up into individual 
permits — usually equal to one ton of pollution — that represents the right 
to emit that amount. Companies are then free to buy and sell permits 
( “ trade ” ) on an exchange. Companies with lower emission costs can sell 
their permits to companies with higher costs. 

 How does this encourage a reduction in overall pollution? Both the 
buyer and seller of emissions permits benefi t from lowering their costs of 
polluting. If Plant A is a low polluter, below the cap, it can sell its permits 
to Plant B, a high polluter. By reducing its emissions, Plant A can sell 
more permits. And Plant B, by cutting its emissions, can buy fewer per-
mits and therefore save money. Both win by cutting back on pollution. 

 Thus, cap - and - trade exerts constant pressure on polluters and creates 
a fi nancial incentive for companies to adopt or create new pollution -
 saving technology that meets or exceeds their emission targets in an 
innovative and cost - effective way. This system has proven to be an envi-
ronmental and economic success — reducing SO

 2
  emissions at a fraction 

of the expected costs. Moreover, environmental groups have gotten 
into the business by purchasing and retiring pollution credits, thereby 
doing their part to reduce overall emissions and raise the price of the 
remaining credits according to the law of demand. Some corporations 
have also retired their pollution credits by donating them to a nonprofi t 
environmental group taking advantage of a tax deduction. 

 The European Union and other regions have also designed their 
own cap - and - trade systems for CO 

2
  emissions. As a result, a healthy 

competition has sprung up in Europe around the trading of emissions 
credits. The European Exchange ECX has skyrocketed in value, causing 
shares of Climate Exchange, Plc, the Isle of Man – based parent company 
of ECX, to surge on the London Stock Exchange. Total volume for 
emissions contracts on the ECX has jumped from 94.3 million metric 
tons in 2005 to over 600 million metric tons in 2007. 

 Some environmental groups and economists have criticized cap -
 and - trade as too volatile and uncertain in meeting the goals of lower 
pollution. The United States has had tradable permits for SO 

2
  since 

the mid - 1990s, and their price can vary by more than 40 percent a year. 
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Extreme price volatility might also deter people from investing in 
green technology. In addition, cap - and - trade provides no revenue to the 
government, which could use the cash to reduce other ineffi cient taxes. 
Critics favor a carbon tax imposed directly on companies. Even then, 
there are problems. Can policymakers have suffi cient knowledge to set an 
optimal tax? Austrian economist Friedrich Hayek warned that it is diffi -
cult if not impossible for a central authority to know the optimal level of 
emissions and the optimal tax rate. 

In sum, free - market environmentalism has come a long way in 
showing how to replace the regulatory fi st of command with a greener 
invisible hand. Many free - market think tanks, such as the Property 
and Environment Research Center (PERC) and the Competitive 
Enterprise Institute, have challenged the supremacy of the Sierra Club and 
Greenpeace.  9   Earth Day will never be the same.            
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                                                        Chapter 20

    The Population Bomb 
 Economists Enter the Malthusian Debate           

  Overpopulation is the most serious threat to human happiness and progress 
in this very critical period in the history of the world. 

  — Julian Huxley (1962)       1

 I n 1968, the Sierra Club published an alarmist book,  The Population 
 Bomb,  by a young Stanford biologist, Paul R. Ehrlich. Ehrlich de-
 scribed a scary scenario, warning that  “ at this late date nothing can 

prevent a substantial increase in the world death rate . . .  . In the 1970s the 
world will undergo famines — hundreds of millions of people are going 
to starve to death. ”  What could bring about this disaster? Ehrlich spoke 
in Malthusian tones:  “ We must take action to reverse the deterioration 
of our environment before population pressure permanently ruins our 
planet. The birth rate must be brought into balance with the death rate 
or mankind will breed itself into oblivion. ”   2   
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 Ehrlich and the Sierra Club raised awareness of an issue that has 
attracted the attention of governments, foundations, and wealthy do -
 gooders everywhere: population control, especially in countries with 
high birth rates. Ehrlich and friends argued that uncontrolled population 
was a menace, using up too many precious resources, destroying the 
wilderness, cutting down too many trees, and polluting the environ-
ment. In developing countries, Ehrlich took a page from the nineteenth -
 century political economist Thomas Robert Malthus — the fi rst political 
economist to raise the issue of overpopulation — when he identifi ed 
a  “ population - food crisis, ”  in which  “ each year food production in 
underdeveloped countries falls a bit further behind burgeoning popula-
tion growth, and people go to bed a little bit hungrier . . .  . Mass starvation 
now seems inevitable. ”   3    

  The First Population Alarmist: Reverend Malthus 

 Thomas Robert Malthus (1766 – 1834) was a British minister who, in 
1798, at the age of thirty - two, published an anonymous work entitled 
 Essay on Population.  In it, he contended that earth ’ s resources could not 
keep up with the demands of an ever - growing population. His brood-
ing tract forever changed the landscape of economics and politics, 
and quickly cut short the positive outlook of Adam Smith, J. B. Say, 
Benjamin Franklin, and other thinkers of the Enlightenment. Malthus 
asserted that pressures on limited resources would always keep the over-
whelming majority of human beings close to the edge of subsistence. 

 Malthus has had a powerful impact on modern - day thinking. He 
is considered the founder of demography and population studies. He is 
acknowledged to be the mentor of social engineers who advocate strict 
population control and limits to economic growth. His essay on popu-
lation underlines the gloomy and fatalistic outlook of many scientists 
and social reformers who forecast poverty, crime, famine, war, and envi-
ronmental degradation due to population pressures on resources. He 
even inspired Charles Darwin ’ s theory of organic evolution, describing 
how limited resources facing unlimited demands create the power of 
natural selection and survival of the fi ttest. Ultimately the fatalistic pes-
simism of Malthus (and his friend David Ricardo) gave economics its 
reputation as a  “ dismal science. ”  
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 Malthus ’ s doomsday thesis is that  “ the power of population is 
 indefi nitely greater than the power of the earth to produce subsistence 
for man, ”  and therefore the majority of humans were doomed to live a 
Hobbesian existence.  4   His book identifi ed two basic  “ laws of nature: ”  
fi rst, that population tends to increase geometrically (1, 2, 4, 8, 16, 32  . . . ), 
and second, food production (resources) tends to increase only arith-
metically (1, 2, 3, 4, 5  . . . ). The means of supporting human life were 
 “ limited by the scarcity of land ”  and the  “ constant tendency to dimin-
ish ”  the availability of resources, a reference to the law of diminishing 
returns. The result would be an inevitable crisis of  “ misery and vice ”  
whereby the earth ’ s resources would not satisfy the demands of a grow-
ing population.  5   

 Is Malthus right about the fi rst  “ law of nature, ”  that human population 
grows geometrically? Indeed, since Malthus wrote his essay, the world ’ s 
population has skyrocketed from fewer than 1 billion people to over 
6 billion. However, in looking more deeply at the sharp rise in world 
 population since 1800, we see that the cause is not Malthusian in nature. 
The increase has been due to two factors unforeseen by Malthus. First, 
there has been a sharp drop in the infant mortality rate due to the elimi-
nation of many life - threatening diseases and illnesses through medical 
technology. Second, there has been a steady rise in the average life span 
of individuals, due to improvements in sanitation, health care, and nutri-
tion; higher living standards; medical breakthroughs; and a decline in the 
accident rate. As a result, more people are living into their adult lives, and 
more adults are living longer. 

 Moreover, there is a good chance that world population will soon 
top out, due especially to the sharp slowdown in the birthrate in the 
past 50 years, both in industrial and developing countries. This is largely 
due to the wealth effect: Wealthier people tend to have fewer children 
(contrary to what Malthus predicted). Over the past 50 years, the birth-
rate in developed countries has fallen from 2.8 to 1.9, and in devel-
oping countries from 6.2 to 3.9. The trend is unmistakable. Women 
are having fewer children and in some more developed countries, 
 especially Europe, the birthrate is far below replacement. Europe today 
isn ’ t worried about Malthusian overpopulation. Far from it — they are 
more worried about the depopulation of Europe and their growing 
dependence on immigration.  
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  Malthus ’ s Sins of Omission 

 What about Malthus ’ s second  “ law of nature, ”  that resources are limited 
and restricted by the law of diminishing returns? Here again, history 
has not supported Malthus. The law of diminishing returns only applies 
if we assume  “ all other things being equal, ”  that technology and the 
quantity of other resources are fi xed. But no input is fi xed in the long 
run — neither land, labor, nor capital. The economic importance of land 
has in fact dwindled in the modern world, due to intensive farming 
techniques and the green revolution. Malthus ignored the techno-
logical advances in agriculture, the constant discovery of new minerals 
and other resources in the earth, and the role of prices in determining 
how fast or slow resources are used up. In short, he failed to recognize 
human ingenuity.  6   

 Malthus proved to be spectacularly wrong about food production, 
the advent of farming technology, the use of fertilizers, and the vast 
expansion of irrigation. The amounts of cultivated land and food produc-
tion have risen dramatically. Most famines can be blamed on ill - advised 
government policies, not nature. 

 The story of  Thomas Malthus is instructive in developing an under-
standing of the dynamics of a growing economy and a rising population. 
Granted, Malthus recognized that government intervention is typically 
counterproductive in alleviating poverty and controlling population 
growth, and thus he joined Adam Smith in adopting a laissez - faire 
policy (he was vilifi ed by critics for opposing poverty programs, birth 
control, and even vaccines). But he ultimately abandoned his mentor by 
disavowing faith in Mother Earth and the free market ’ s ability to match 
the supply of resources with the growing demands of a rising popula-
tion. Essentially, he failed to comprehend the role of prices and property 
rights as an incentive to ration scarce resources and a problem - solving 
mechanism. Worse, he misunderstood the dynamics of a growing entre-
preneurial economy — how a larger population creates its own seeds of 
prosperity through the creation of new ideas and new technology.            
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Chapter                                                                 21

    A Private - Sector Solution 
to Extreme Poverty           

  The able - bodied poor don ’ t want or need charity . . .  .  All they need is fi nan-
cial capital. 

  — Muhammad Yunus     

 P rior to teaching at New York University, economist William Easterly 
spent the bulk of his adult life working for the World Bank, living in 
the Third World, and helping poor countries develop into rich 

countries. In his highly acclaimed book,  The Elusive Quest for Growth,  he 
warns how diffi cult it is to create the right atmosphere for sustained growth 
and escape the vicious cycle of poverty. But above all, Easterly lectures his 
former employer, the World Bank, about the impossibility of foreign aid and 
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most other development policies pursued by government to help poor 
countries. While he admits that  “ there are no magic elixirs, ”  it is clear that 
 “ incentives matter ”  and  “ government can kill growth. ”   1   

 For years economists have protested the waste and abuse of foreign aid 
programs, International Monetary Fund loans, and World Bank projects.  2   
Lord Peter Bauer was in the forefront as a dissenter against government 
development programs. During the second half of the twentieth century, 
he argued forcefully that government assistance in developing nations only 
retards economic growth.  3   In a follow - up book, Easterly labels the IMF 
and the World Bank as  “ bloated aid bureaucracies that are accountable to 
no one. ”  In conclusion, he declares,  “ After fi fty years and more than  $ 2.3 
trillion in aid from the West, there is shockingly little to show for it. ”   4   

 But if IMF lending, foreign aid, and the World Bank are abolished, 
what should be done to alleviate poverty, especially among the billion 
people on earth who live on  $ 2 a day or less? Bauer and other classi-
cal liberals advocate establishing property rights, the rule of law, and 
a stable monetary policy; reducing trade barriers; increasing foreign 
investment; and encouraging free markets and limited government 
domestically. But is this enough?  

  Private - Sector Microlending 

 Not to be ignored is the burgeoning private - sector success story known 
as  “ microlending, ”  the lending of extremely small amounts of money 
to self - employed entrepreneurs in the Third World by independent 
banks and institutions. The most famous of these micro  lenders is the 
Grameen Bank, founded in 1983 by Muhammad Yunus in Bangladesh, 
the world ’ s poorest country. In less than three decades, Yunus and his 
Grameen Bank have done more to alleviate extreme poverty than the 
entire  $ 2.3 trillion in wasted foreign aid programs. 

 As we mentioned at the beginning of this book, Yunus was a pro-
fessional economist who taught for years at Chittagong University in 
Bangladesh. After years of teaching about poverty and economic growth, 
he fi nally decided to do something about it. In 1976, during visits to 
the poorest households in the village of Jobra near the university, Yunus 
discovered that very small loans could make a disproportionate difference 
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to a poor person. These desperately poor women made bamboo furniture 
and had to take out usurious loans in order to buy bamboo. They then 
sold these items to the moneylenders to repay them. With only a profi t 
of BDT 0.50 (US $  0.02), the women were unable to support their fam-
ilies. Yunus ’ s fi rst loan to them was the equivalent of  $ 27 each, taken 
from his own pocket, which he lent to 42 women in the village of Jobra. 
It turned out to be the beginning of a worldwide industry. 

 Only an economist would devise such a plan to help alleviate poverty. 
For centuries, do - gooders and socialites gave away billions and created 
tax - exempt foundations to help the poor, but people like Professor Yunus, 
trained in the principles of accountability, incentives, profi t and loss, thrift, 
and education, know that a genuine loan program from a for - profi t bank 
can really work. 

 When I say  “ small loans, ”  I mean shockingly minuscule. The Grameen 
Bank lends only  $ 30 to  $ 200 per borrower. Applicants don ’ t have 
to read or write to qualify. No collateral or credit check is required. 
Amazingly, the Grameen Bank has made these microloans to mil-
lions of poverty - stricken people in Bangladesh,  $ 3 billion so far. These 
loans are not an interest - free handout. The Grameen Bank is a for - profi t 
 private - sector self - help bank that charges 18 percent interest rates. The 
default rate? Less than 2 percent. This remarkable record is due to 
the requirement that borrowers must join small support groups. If any-
one in the group defaults, no one else can borrow more. Consequently, 
it is social pressure, not the collection agency, that keeps the loans 
current. 

 The Grameen Bank lends to entrepreneurs, overwhelmingly female, 
who need only a few dollars to buy supplies and tools. Borrowers might 
want to make bamboo chairs, sell goat ’ s milk, or drive rickshaws. By 
avoiding the outrageous rates charged by other money  lenders (often 20 
percent per month), these people are fi nally able to break the cycle of 
poverty. Their small businesses grow, and some use their profi ts to build 
new homes or repair existing ones (often using a  $ 300 Grameen house 
loan). Thousands of Grameen borrowers now own land, homes, and 
even cell phones. They are sending their children to school.  And they are 
no longer starving. Yunus has plans to issue private stock and eventually 
go public with his antipoverty program. 
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 His bank has been so successful that other microlending institu-
tions have sprung up throughout the world. The concept has gained 
credence everywhere, to the point that the World Bank, other govern-
ment agencies, and even for - profi t Western banks have gotten into the 
million - dollar microloans businesses.  

  Saying No to the World Bank 

 But Yunus won ’ t have anything to do with the World Bank. In his 
autobiography,  Banker to the Poor  (highly recommended), Yunus decries 
the World Bank:  “ We at the Grameen Bank have never wanted or 
accepted World Bank funding because we do not like the way the bank 
conducts business. ”  Nor does he much like foreign aid:  “ Most rich 
nations use their foreign aid budgets mainly to employ their own peo-
ple and to sell their own goods, with poverty reduction as an after-
thought . . .  . Aid - funded projects create massive bureaucracies, which 
quickly become corrupt and ineffi cient, incurring huge losses . . .  . Aid 
money still goes to expand government spending, often acting against 
the interests of the market economy . . .  . Foreign aid becomes a kind 
of charity for the powerful while the poor get poorer. ”   5   Peter Bauer 
couldn ’ t have said it better.  

  From Marxism to Marketism 

 Yunus ’ s statements are all the more amazing given that he grew up 
under the infl uence of Marxist economics. But after earning a Ph.D. in 
economics at Vanderbilt University, and seeing fi rsthand  “ how the mar-
ket [in the United States] liberates the individual ,”  he rejected social-
ism.  “ I do believe in the power of the global free - market economy and 
in using capitalist tools . . .  . I also believe that providing unemploy-
ment benefi ts is not the best way to address poverty. ”  Believing that  “ all 
human beings are potential entrepreneurs, ”   Yunus is convinced that 
poverty can be eradicated by lending poor people the capital they need 
to engage in profi table businesses, not by giving them a government 
handout or forcing population control. 

c21.indd   150c21.indd   150 2/6/08   10:04:44 AM2/6/08   10:04:44 AM



 A Private-Sector Solution to Extreme Poverty 151

 His former Marxist colleagues call it a capitalist conspiracy.  “ What 
you are really doing, ”  a communist professor told him,  “ is giving lit-
tle bits of opium to the poor people . . .  . Their revolutionary zeal cools 
down. Therefore, Grameen is the enemy of the revolution. ”   6   

 Precisely. He is an enemy to the violent overthrow of the capitalist 
society. There ’ s no better example of a program that encourages  “ peace 
through commerce. ”  And for that Muhammad Yunus well deserves the 
Nobel Peace Prize he won in 2006.            
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Chapter                                                                                                 22    

Poverty and Wealth: 
India versus Hong Kong           

  The government of India regulates nearly everything, so there ’ s very little 
progress; whereas in Hong Kong the government keeps its hands off  . . .  and 
the standard of living has multiplied. 

  — John Templeton  1     

 T he mutual fund magnate John Templeton traveled around the 
world during the 1930s, noting in particular the extreme pov-
erty in two Asian nations under British control: India and Hong 

Kong. Forty years later, in the 1970s, Templeton returned. Once again he 
witnessed the incredible poverty in India, which was now politically inde-
pendent. But Hong Kong had changed tremendously.  “ The standard of 
living in Hong Kong had multiplied more than tenfold in forty years, 
while the standard of living in Calcutta has improved hardly at all. ”   2   
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 Today neither country is under British rule, but the contrast is even 
more clear. Hong Kong enjoys the greatest concentration of wealth in 
the world. India, even after considerable progress recently, suffers the 
greatest concentration of poverty in the world.  3   

 In the early 1980s, development economist P. T. Bauer wrote a famous 
little essay in which he pondered,  “ How would you rate the economic 
prospects of an Asian country which has very little land (and only eroded 
hillsides at that), and which is indeed the most densely populated country 
in the world; whose population has grown rapidly, both through natural 
increase and large - scale immigration; which imports all of its oil and raw 
materials, and even most of its water; whose government is not engaged in 
development planning and operates no exchange controls or restrictions 
on capital exports and imports; and which is the only remaining Western 
colony of any signifi cance? ”   4   

 Indeed, the prospects for Hong Kong were dismal. Yet by manu-
facturing cheap products for export to the faraway West, it managed to 
become the powerhouse of Southeast Asia. Today its citizens ’  incomes 
rival the Japanese, despite its teeming 7 million people crowded into 
400 square miles. What broke the vicious cycle of poverty? According to 
Bauer, Hong Kong ’ s economic miracle did not depend on having money, 
natural resources, foreign aid, or even formal education, but rather on the 
 “ industry, enterprise, thrift and ability  . . .  of highly motivated people. ”   5   
Hong Kong ’ s  “ overpopulation ”  turned out to be an asset, not a liability. 

 Equally important, Britain did not interfere in private decision 
making. It adopted a laissez - faire economic policy, except in the area 
of subsidized housing and education. Communist China has continued 
this largely noninterventionist approach since it took over in 1997, and 
as a result, Hong Kong continues to fl ourish with a stable currency, free 
port, and low taxes. Its maximum income tax rate is 18 percent, and it 
imposes no capital - gains tax. In its economic freedom index, the Fraser 
Institute has always ranked Hong Kong number one in the world.  6    

From   Tragic India  . . .

 India is an entirely different story. Its population of 1 billion remains rela-
tively poor. Yet, unlike Hong Kong, India has valuable natural resources, 
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including forests, fi sh, oil, iron ore, coal, and agricultural products, among 
others. It has achieved self - suffi ciency in food since its independence in 
1947, but deep poverty persists. 

 Many pundits blame India ’ s anticapitalist culture, its fatalistic caste 
system, its overpopulation problem, and its hot and humid climate (it 
reached a humid 117 degrees when we visited the Taj Mahal in June a 
few years ago). But Milton Friedman identifi ed the real culprit when 
he wrote,  “ The correct explanation is  . . .  not to be found in its reli-
gious or social attitudes, or in the quality of its people, but rather in the 
economic policy that India has adopted. ”   7   

 Indeed, in the decade after independence, Nehru and other Indian 
leaders were heavily infl uenced by Harold Laski of the London School 
of Economics and his fellow Fabians, who advocated central planning 
along Soviet lines. India adopted fi ve - year plans, nationalized heavy 
industries, and imposed import - substitution laws. Worse, they perpetu-
ated the British civil - service tradition of exercising controls over foreign 
exchange and requiring licenses to start businesses. 

 Even today, India is a bureaucratic nightmare.  8   Parth Shah, an 
economist and head of the Centre for Civil Society ( www.ccsindia.
org ),  9   describes how he recently returned to India and toiled to fi nd 
an apartment in New Delhi (thanks to rent controls), then spent half a 
day standing in line to pay his fi rst telephone bill and another half a day 
to pay his electricity bill.  “ Corruption has become the standard among 
those who are in public service at every level, ”  reports Gita Mehta, a 
well - known Indian writer.  10   India has ranked around number 100 over 
the years on the Fraser Institute ’ s index of economic freedom. 

. . . To New India

 Yet there is hope. In 1991, facing default on its foreign debt, India 
abandoned four decades of economic isolation and planning, and freed the 
nation ’ s entrepreneurs. It sold off many of its state companies, cut tariffs 
and taxes, and eliminated most price and exchange controls. As a result, 
India became one of the world ’ s fastest - growing economies since the mid -
 1990s, averaging nearly 10 percent growth per year. Most important, while 
the rich have gotten richer, poverty rates have fallen sharply in India. 
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 Can India ever catch up to Hong Kong? As the world ’ s most popu-
lous country, it seems impossible. But India could make great strides 
by cutting its government defi cits; slashing tariffs and taxes further; 
privatizing more state enterprises; eliminating red tape in business; and 
restoring honesty in government. International business is also playing 
a major role as India has become a major outsourcing of service jobs. 
It ’ s a tall order but the only way to achieve what Adam Smith called 
 “ universal opulence which extends itself to the lowest ranks of the 
people. ”   11              
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Chapter                                                                         23    

How Real Is the Asian 
Economic Miracle?           

  Singapore grew through a mobilization of resources that would have done 
Stalin proud. 

  — Paul Krugman,  “ The Myth of Asia ’ s Miracle ”  
FOREIGN AFFAIRS  (November/December, 1994)   

  If there is one formula for our success, it is that we were constantly studying 
how to make things work, or how to make them work better. 

  — Lee Kuan Yew, former prime minister, Singapore  1    

 T he postwar Asian economic miracle has come as a great shock to 
many political pundits. In recent textbooks, few historians have 
described the wonders of Japanese prosperity and the secrets of 

the Four Tigers (Hong Kong, Singapore, Korea, and Taiwan) or the newly 
industrialized economies (Indonesia, Malaysia, and Thailand). Even the 
Chinese economic miracle has only recently been highlighted. 
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 A desperate, starving, shattered Japan of 1945 was one of the poor-
est countries on earth. There were no skyscrapers, no wealthy banks, no 
automobile and electronics industries. Yet within a single human life span, 
Japan has become an economic superpower, ranking second behind the 
United States among the world ’ s richest nations. 

 Hong Kong has faced gigantic problems: 6 million people jammed 
into 400 square miles, with no oil or other natural resources, most of 
its water and food imported, and its trading partners thousands of miles 
away.  Yet this small British colony has broken the vicious cycle of poverty 
to become the second - most prosperous country in the Pacifi c Basin. 

 Since 1965, the 23 economies of East Asia have grown faster than 
all other regions of the world. The high - performing Asian economies 
have experienced extremely rapid growth and rising incomes. The pro-
portion of Asians living in absolute poverty has dropped sharply. Life 
expectancy has increased from 56 years in 1960 to 71 years in 1990.  2    

  The Cause of the Miracle 

 Why have American historians ignored until recently these economic 
success stories? Perhaps because the Asian development model does 
not fi t neatly into the Keynesian framework and policy prescriptions, 
which favor high levels of consumption, debt, and government spend-
ing. In almost all of the rapidly growing economies in East Asia, the 
degree of government taxation and central planning has been relatively 
low, savings rates excessively high by Keynesian standards, government 
budgets normally in surplus, and the welfare state relatively small. As 
the World Bank concluded in its 1993 study,  “ the rapid growth in each 
economy was primarily due to the application of a set of common, 
market - friendly economic policies, leading to both higher accumula-
tion and better allocation of resources. ”   3    

  Krugman ’ s Challenge 

 Now along comes Professor Paul Krugman to throw water on the whole 
idea of an Asian miracle. Krugman, who teaches at Princeton University, 
is the darling of the establishment media and is referred to repeatedly as a 
brilliant  wunderkind,  a future Nobel Prize winner, and according to  The 
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Economist,   “ the most celebrated economist of his generation. ”  According 
to Krugman, there is nothing miraculous about Asian economic growth. 
It is  d é j à  vu,  a repeat of the incredible growth rates of the Soviet Union in 
a bygone era (1920 – 1990). Krugman sees  “ surprising similarities ”  between 
East Asia and the former Soviet Union. Both engaged in an  “ extraordi-
nary mobilization of resources. ”  In the case of the Soviet Union, Krugman 
notes,  “ Stalinist planners had moved millions of workers from farms to 
cities, pushed millions of women into the labor force and millions of men 
into longer hours, pursued massive programs of education, and above all 
plowed an ever - growing proportion of the country ’ s industrial output 
back into the construction of new factories. ”   4   

 According to Krugman, East Asian leaders have been just as author-
itarian, pushing more of the population to work, upgrading educational 
standards, and making an awesome investment in physical capital. In 
short, East Asia is just like the Soviet Union,  “ growth achieved purely 
through mobilization of resources. ”  

 Moreover, like the Soviet Union, growth in East Asia is likely to 
diminish, due to limits on labor and capital. Krugman states,  “ it is likely 
that growth in East Asia will continue to outpace growth in the West for 
the next decade and beyond. But it will not do so at the pace of recent 
years. ”   5   Asia, in other words, is subject to the law of diminishing returns.  

  The Tyranny of Numbers 

 I have serious reservations about Krugman ’ s ivory - tower analysis of the 
Asian miracle. First, his comparison to the Soviet Union is attention -
 getting, but fundamentally fl awed. The Soviet Union was primarily a 
command economy; the Asian nations (with the exception of China) 
are relatively free economies. The Stalinists engaged in grim industriali-
zation and militarization at the expense of the Soviet standard of living. 
In this sense, Soviet growth statistics were largely fi ctitious. As Soviet 
expert Marshall Goldman stated in the early 1980s,  “ This system keeps 
producing steel and basic machine tools, when what is wanted is food, 
consumer goods, and more modern technology. ”   6   

 On the other hand, the Asians mobilized resources by producing an 
increasingly sophisticated range of products demanded by international 
markets, and thereby increased dramatically their own standard of living.  
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  Singapore ’ s Economic Miracle 

 Let ’ s look more closely at Singapore. Was it a Soviet - style command 
economy, as Paul Krugman alleges? Lee Kuan Yew ’ s autobiographical 
account of Singapore is revealing in this regard. Lee became president 
of the tiny, poverty - stricken British colony after it was granted inde-
pendence in 1965. In one generation, he oversaw its transformation into 
an Asian giant with the world ’ s number - one airline, best airport, busiest 
port of trade, and the world ’ s fourth - largest per capita real income .

 How did this economic miracle happen? 
 First, Lee offered real leadership. He was a seminal fi gure in Asia 

who accomplished extraordinary things. He built an army from scratch, 
won over the unions, and destroyed the communists after the British 
left a vacuum. Despite strong opposition, he insisted on making English 
one of four offi cial spoken languages, knowing it was fast becoming the 
language of international business. Singapore, like other Southeast Asian 
countries, was known for its nepotism, favoritism, and covert corrup-
tion; Lee cleaned up the courts, police, and immigration and customs 
offi ces. Today Singapore is ranked as the least corrupt country in Asia. 
Singapore was also dirty, so Lee began a  “ clean and green ”  campaign. 
Rivers, canals, and drains were cleaned up and millions of trees, palms, 
and shrubs were planted. 

 The Lee government tore down dilapidated shacks and replaced 
them with high - rise apartments. He imposed law and order by demand-
ing severe sentences for murder and other crimes. Today Singapore ranks 
number one in the world for security. To reduce traffi c congestion, a 
huge problem in Asian cities, Singapore built an underground subway 
system, and imposed an electronic road - pricing program. Every vehicle 
has a  “ smart card ”  on its windshield, and the toll amount varies with 
the road used and the time of day. During rush hour, the price goes up. 
 “ Since the amount people pay now depends upon how much they use 
the roads, the optimum number of cars can be owned with the mini-
mum of congestion. ”7    We discussed this sound transportation system 
earlier in Chapter  12 . 

 Lee rejected Soviet - style central planning and domestic heavy industry, 
although he did target certain industries for development. He focused on 
a two - pronged plan to advance Singapore: First, his government encour-
aged domestic industry to leap over their close neighbors and link up with 
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the developed world of America, Europe, and Japan, by attracting their 
manufacturers to produce in Singapore. Second, Lee created a First World 
oasis in the Third World by establishing top standards in security, health, 
education, communications, and transportation, and a government offer-
ing a stable currency, low taxes, and free trade. Singapore would become 
a base camp for multinational corporations from around the world. And, 
after years of effort, it worked. 

 Under Lee ’ s brilliant leadership, Singapore has advanced far beyond 
anyone ’ s dreams. Yet we cannot ignore his mistakes — his paternalistic 
strong - arm tactics, his interventionist targeting of industries, his forced 
saving programs, his denial of a free press, and his excessive punish-
ments for certain crimes. Lee stepped down as prime minister in 1990, 
but has continued to function as  “ Minister Mentor ”  under his son Lee 
Hsien Loong, who became the nation ’ s third prime minister in 2004. 
Singapore remains one of the fastest - growing nations in Asia.  

  The Lessons of Asia 

 Since writing his negative assessment of Asia in 1994, Krugman has been 
proven wrong. So far there ’ s no evidence of diminishing returns hitting 
Asia. If anything, with the growth in China, we ’ ve witnessed increasing 
returns. Ultimately, Krugman misses the bigger picture. The real question 
is: Why have so few developing countries outside the Asian region been 
able to produce their own miracles? And what can industrial nations such 
as the United States and Europe learn from the Asian miracle? 

 The answer is clear. The Asian economies have grown rapidly for 
a number of reasons. First, they are largely market - friendly, avoiding 
wage - price controls and excessive regulation of business. Second, they 
encourage macroeconomic stability by avoiding high levels of infl a-
tion and budget defi cits, limit government activism, and discourage 
social welfare schemes. Third, they offer stable and secure fi nancial 
and legal systems (the 1997 Asian currency crisis being an excep-
tion). Fourth, they promote high levels of saving and capital invest-
ment rather than high - consumption spending. Fifth, many East Asian 
nations offer tax holidays for export - oriented businesses and impose 
few (if any) taxes on investments. Sixth, they are open to global tech-
nology and foreign capital. 
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 Granted, many Asian countries limit civil liberties, engage in industrial 
planning, restrict imports, and artifi cially undervalue their currencies, but 
overall the degree of government intervention is relatively low, or has been 
reduced sharply as in China. 

 Many developing countries in Latin America and Africa are adopt-
ing free - market reforms and creating their own miracles. The industrial 
nations could regain their traditional growth rates by adopting a large 
dose of supply - side economics, cutting taxes on business and investment, 
privatizing Social Security, promoting better education and training, 
streamlining regulations on business and employment, and eliminat-
ing the federal defi cit. As Ludwig von Mises concludes,  “ it is one of the 
foremost tasks of good government to remove all obstacles that hinder 
the accumulation and investment in new capital. ”8         
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Chapter                                                         24

    Whatever Happened 
to the Egyptians?           

  Governments are generally reluctant to admit mistakes and to change 
 mistaken policies until much harm has been done. 

   — P.  T. Bauer and B. S. Yamey  1     

 In  Whatever Happened to the Egyptians?  (American University in Cairo 
Press, 2001), a popular book in Egypt, author Galan Amin raises a 
good question. Thousands of years ago Egypt was the birthplace of 

one of the world ’ s greatest civilizations, with remarkable advances in 
architecture, astronomy, mathematics, and economics. The pharaohs ruled 
Egypt for centuries. 

 But today Egypt is a fallen nation. On our arrival a few years ago 
at the port of Alexandria, once the city of dreams, we saw garbage and 
dust scattered profusely on the public highways. Arriving in Cairo to 
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see the ancient pyramids, we saw fi lthy canals, undrinkable water, dire 
poverty, noisy traffi c, teeming millions, incessant vendors, and more dust. 

 I picked up a copy of a book on what it ’ s like for a Westerner to 
live in Cairo. Author Claire Francy lists so many shortages that she 
urges foreign residents to bring the following with them: answering 
machine, major appliances, computers, modems, printers, telephones, 
fax machines, cosmetics, fl ashlights, pantyhose, wines, books in English, 
clothes, and shoes. Yes, shoes.  “ In a city with nearly as many shoe stores 
as feet, it is almost impossible to fi nd decent shoes. ”   2   Oh, the joys of 
import - substitution laws!  3   

 And yet Egypt has tremendous resources: oil, cotton, some of the 
best fertile land in the world along the Nile Valley, a fi rst - rate irrigation 
system, the Suez Canal, and a huge labor force (nearly 70 million and 
growing rapidly). Yet true unemployment is 20 percent, and underem-
ployment is endemic. Egypt suffers from a huge brain drain, with 
2.5 million Egyptians working abroad. The nation has illiteracy rates 
of 66 percent among women and 37 percent among men. It imports 
half of its food. After Israel, this Arab - African nation is the highest 
recipient of U.S. foreign aid in the world.  

  Islamic Economics 

 What ’ s the cause of this economic collapse? A few blame the Islamic 
religion for their troubles. Over 90 percent of Egyptians are Sunni Muslims 
who, critics say, pray too much (fi ve times a day), are overly generous 
to the poor (and thus support a socialistic welfare state), bear too many 
children (Egypt has one of the highest birthrates in the world), and 
suffer an excessive fi nancial burden (in the practice of providing hous-
ing for their children as a marital dowry). Egyptians are constantly cel-
ebrating holidays, among them the month - long Ramadan consisting 
of daytime fasting and nighttime feasting, when business activity becomes 
erratic. 

 But religion is not the true cause of Egypt ’ s struggles. The real culprit is 
socialist interventionism in the economy.  As one unnamed economist states, 
 “ The Egyptian economy bears the legacy of economic policies dating from 
the 1950s which were motivated by concern for equity and assistance to the 
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poor. These policies were characterized by price regulation,  subsidization 
of consumer goods, a dominant public sector and state control. ”   4   When 
Gamal Abdel Nasser gained power in 1954, he established a  “ democratic 
socialist state, ”  nationalized everything under the sun (including the local 
beer company), and dramatically increased government control of the 
economy. Moreover, under a Napoleonic code, Egypt suffers from a reg-
ulatory nightmare of paperwork and bureaucracy. 

 One of the most harmful policies in Egypt has been import - 
substitution laws — the use of tariffs, quotas, subsidies, and restrictions to 
protect and promote local production of all kinds of consumer goods, 
from shoes to toothpaste to automobiles. This form of protectionism has 
been popular in Third World countries ever since development econo-
mists such as Gunnar Myrdal and Paul Rosenstein - Rodan claimed that 
import restrictions would stimulate domestic industry and employment. 
In Egypt, for example, the U.S. government spent roughly  $ 200 million 
to help Egypt create a domestic cement industry, even though cement 
could be obtained more cheaply abroad. 

 Such policies have proven counterproductive. Today Cairo is cov-
ered with dust caused by the local cement factories. Egypt ’ s import -
 substitution laws have created shoddy workmanship and above - market 
prices in shoes, appliances, and consumer products. Today most econo-
mists have changed their minds about import - substitution laws, admitting 
that they stifl e growth. They point to the rapid expansion of East Asian 
nations, which eschewed import substitution and have concentrated 
instead on producing inexpensive exports.  5   

 Fortunately, Nasser ’ s successor, Anwar el - Sadat, began a program of 
reducing the role of government. After his tragic assassination in 1981, 
Hosni Mubarak accelerated market policies of privatization and for-
eign investment, and eliminated price and exchange controls. The local 
beer company is now in private hands. Yet even today, 36 percent of the 
labor force is employed by the government, and the economy contin-
ues to suffer from overregulation and controls. 

 Egypt has made some progress since 1990, when the Fraser Institute 
ranked it 88th in the Institute ’ s economic freedom report. Today it 
is ranked 80th.  6   Clearly the Egyptian leaders have a long way to go to 
fulfi ll the Koran ’ s promise of  “ wealth and children ”  as the  “ adornments 
of this present life. ”             
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Chapter                                                         25    

The Irish 
Economic Miracle 

 Can We Grow Faster?           

  It would not be foolish to contemplate the possibility of a far greater 
progress still. 

  — John Maynard Keynes  1     

 I n 1930, at the beginning of the Great Depression, John Maynard 
Keynes wrote an optimistic essay titled  “ Economic Possibilities for 
our Grandchildren. ”  After lambasting his disciples who predicted 

never - ending depression and permanent stagnation, Keynes foresaw a 
bright future. Through technological improvements and capital accu-
mulation, mankind could virtually solve its economic problem within 
the next hundred years, he said. Goods and services would become so 
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abundant and cheap that leisure would be the biggest challenge. Accord-
ing to Keynes, capital could become so inexpensive that interest rates 
might fall to zero. 

 Interest rates have not fallen to zero, but our standard of living has 
advanced remarkably since the Great Depression. In fact, we have prob-
ably already fulfi lled Keynes ’ s prediction that  “ the standard of living in 
progressive countries one hundred years hence will be between four 
and eight times as high as to - day. ”   2    

  Outlook by Top Economists 

 Today ’ s economists don ’ t appear to be as optimistic as Keynes, even as 
we enter another year of a dynamic, full - employment economy. I asked 
several well - known economists for recommendations that would give 
us sustained (long - term, not short - term) economic growth rates of 
6, 7, or maybe even 10 percent a year, eventually fulfi lling Keynes ’ s eco-
nomic nirvana. 

  “ Not possible! ”  most of them exclaimed.  “ I think it ’ s impossible to 
double the long - term growth rate in the U.S., ”  answered Harvard econ-
omist Robert Barro. David Colander of Middlebury College agreed. 
 “ The idea of doubling economic growth in ten years sounds very much 
like a central planning goal of the former Soviet system. ”  He quoted 
Herbert Stein:  “ Economic policy is random with respect to the perform-
ance of the American economy, but thank God there isn ’ t much of it. ”  

 On the other hand, a whole book of essays was recently devoted 
to charting a course toward higher growth rates. In the foreword to 
 The Rising Tide,  Dana Mead, CEO of Tenneco and former chairman 
of the National Association of Manufacturers, rejected the notion that 
the U.S. economy can ’ t exceed its secular long - term growth pattern 
of around 3 percent a year. He argued that faster economic growth 
is achievable without creating shortages, rising labor costs, and higher 
interest rates. As Jack Kemp stated,  “ We can raise the ceiling on growth 
by judicious changes in policy. ”   3   

 Of course, not all the economists in the book agree with Mead and 
Kemp. The late James Tobin, Yale professor and Nobel laureate, declared, 
 “ Although politicians freely promise faster growth, governments have 
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no handy set of tools for effecting it. ”   4   Apparently he hasn ’ t found the 
formula to fulfi ll his mentor Keynes ’ s dream of universal opulence. 

 Despite their skepticism of substantially higher growth rates, major 
economists do offer several ways to improve long - term prospects. The 
late Rudi Dornbusch of MIT recommended privatizing Social Security 
and education. Harvard economist Robert Barro urged a fl at - rate con-
sumption tax, exemption of savings from taxation, deregulation of labor 
and business, and a 10 percent cut in the size of government. Nobel 
laureate Robert Mundell warned against infl ating the money supply as a 
growth tool and instead favors slashing capital gains and income tax rates 
to encourage entrepreneurship and investing.  “ A lower level of govern-
ment spending would make more of the surplus of society available for 
capital formation and growth. A shift in government priorities from con-
sumption and redistribution to social overhead capital, improved edu-
cation, and investment in scientifi c and medical research would go far in 
raising the productivity of capital with a permanent effect on growth. ”   5    

  The Celtic Tiger: The Luck of the Irish 

 Ireland is an excellent example of potential change in economic growth. 
For years Ireland was known as the stepchild of Britain, suffering from 
rigid controls, underdevelopment, stagnation, violence, political instability, 
and even famine. As late as 1987, the unemployment rate was 17 percent. 

 But then things suddenly changed. Ireland joined the European 
Community, including the adoption of the new euro currency. It created 
a free - trade zone and worked out a deal with the trade unions to offer a 
fl exible, highly skilled labor force. Irish leaders aggressively courted mul-
tinational corporations in the United States and Europe by providing a 
well - educated but relatively cheap labor force and offering substantial 
tax breaks. Today Ireland has the lowest corporate tax rate in Europe, at 
12.5 percent. It recruits immigrants with advanced skills from other coun-
tries, especially those of Irish descent. It offers a stable, healthy government 
and an excellent infrastructure. (Of course, EC subsidies of up to 1.2 billion 
euro a year didn ’ t hurt, either.) 

 The results have been exceptional. For the past decade, the Republic 
of Ireland has grown three times faster than the rest of Europe and 

c25.indd   169c25.indd   169 2/6/08   10:06:14 AM2/6/08   10:06:14 AM



170 s o l v i n g  i n t e r n a t i o n a l  p r o b l e m s

twice as fast as the United States. In the last half of the 1990s, real GDP 
grew at a 10 percent annual rate. Employment growth was even more 
spectacular, rising 50 percent over the past decade. Unemployment, 
once 17 percent, is virtually nonexistent. Wages are also on the rise, and 
today the average income of the Irish worker is on par with the rest 
of Europe. The only downside is price infl ation, which is double the 
European rate. Ireland used to be considered a place to escape from. 
Now it ’ s a proud nation to embrace and escape to.  

  The Future Is Boundless 

 My own view is that we are selling America short by thinking that super-
growth cannot be sustained over the long run. Imagine how our standards 
of living could advance if we: 

  Slash federal spending to its legitimate functions, which undoubtedly 
means less than 15 percent of GDP.  
  Replace the current tax code with a simplifi ed 15 percent fl at tax.  
  Privatize Social Security, or better yet, let Americans make their own 
plans for retirement.  
  Establish a sound money standard that would discourage malinvest-
ment and the boom - bust business cycle.  
  Establish a fair system of justice that would free 90 percent of the 
lawyers in this country to become productive citizens.  
  Stop interfering in foreign military affairs.    

 Imagine the breakthroughs in medicine, transportation, housing, 
telecommunications, and science that could take place by adopting this 
laissez - faire program. It boggles the mind to think that we could double 
or triple our living standards in a short time. To quote Keynes:  “ Thus for 
the fi rst time since his creation man will be faced with  . . .  how to use 
his freedom from pressing economic cares, how to occupy his leisure, 
which science and compound interest will have won for him, to live 
wisely and agreeably and well. ”   6              

•

•
•

•

•

•
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Chapter                                                                         26    

The Marginal Tax 
Revolution 

 The Laffer Curve Goes Global           

  Arthur Laffer and the Reagan economic philosophy of lower taxes, less reg-
ulation and free trade, have never been more in vogue abroad — so much so 
that it has become the global economic operating system.   

— Stephen Moore,  WALL STREET JOURNAL   1     

 Supply - side economics  2   has largely been associated with the 
tax - cut movement, specifically with efforts to slash high mar-
ginal tax rates. Progressive taxation  3   coupled with growing 

inflation in the 1960s and 1970s created bracket creep, which moved 
middle - class income earners into higher tax brackets.  “ As tax rates 
rise one will get less saving, more consumption, less work, and more 
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unemployment, ”  Bruce Bartlett observes.  4   Supply - siders advocate a 
sharp reduction in marginal tax rates on income, capital gains, and 
other forms of wealth as a way to unleash entrepreneurship, innova-
tion, and risk taking, and to discourage investors and businesspeople 
from engaging in wasteful tax shelter loopholes. 

 What has led to the decline in progressive taxation in the United 
States and the Western economies? In many ways, it is the triumph of 
supply - side economics, especially the policy of cutting high marginal tax 
rates, as developed by economists Arthur B. Laffer, Jude Wanniski, Paul 
Craig Roberts, Bruce Bartlett, and Nobel laureate Robert Mundell. 

 Consider these supply - side arguments for lower marginal tax rates: 

   1.    Supply - siders believe in the triumph of entrepreneurship and the effi ciency of 
capitalism.  Cutting taxes, they say, stimulates economic growth by 
transferring more funds from the public sector, which they view as 
relatively ineffi cient and wasteful, to private enterprise, which they 
consider more productive. Real growth in the economy is seen as 
more benefi cial to the average worker than wealth redistribution 
schemes. Even John Kenneth Galbraith once admitted:  “ It is the in-
crease in output in recent decades, not the redistribution of income, 
which has brought the great material increase, the well - being of the 
average man. ”   5    

   2.    Cutting taxes increases revenues.  When tax rates are extremely high (at 
one point exceeding 90 percent), it is easier to cut the marginal tax 
rate than to reduce the average tax rates. In fact, by closing loop-
holes designed to circumvent onerous marginal rates, the reduction 
in marginal rates is offset by higher total revenues. Cutting marginal 
tax rates is a win - win situation for the politicians. Historically, when 
marginal rates have been cut, tax revenues have risen.  

   3.    Cutting marginal tax rates eliminates the need for wasteful and ineffi cient tax 
shelters, and reduces black - market activities.  Excessively high rates cause 
armies of accountants and attorneys to discover new ways to circum-
vent the tax man. As a result, huge new industries are created in real 
estate, foundations, and offshore trusts just to avoid confi scatory taxes. 
Reducing the marginal rate decreases the need for these tax shelters, 
as many people decide it is more economical simply to pay the tax, 
and money can be allocated to more profi table ventures. 
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    The tremendous growth of an untaxed underground economy is 
one indicator of excessive taxation and bloated, overregulated govern-
ment. Some economists estimate that half of Italy ’ s economy goes 
unreported. Growth in the underground economy should be a danger 
sign that taxation is excessive. Unfortunately, too often it is taken as 
a sign that government needs to get tough and crack down more on 
those who aren ’ t paying their fair share by increasing the penalties and 
hiring more IRS agents to catch tax evaders. However, many econo-
mists suggest that imposing a reasonable tax rate would make evasion 
less attractive and would result in increased voluntary compliance. 
After studying the underground economy, economist Dan Bawley 
concluded,  “ If the IRS were to make every effort to collect every cent 
due to it, America would be much closer to being a police state. ”   6    

   4.    Taxes distort incentives.  Economists William Baumol and Alan Blinder 
ask,  “ What would happen if we tried to achieve perfect equality by 
putting a 100 percent income tax on all workers and then divided the 
receipts equally among the population? No one would have any in-
centive to work, to invest, to take risks, or to do anything else to earn 
money, because the rewards for all such activities would disappear. ”   7   

    Supply - side economist Paul Craig Roberts argues that high pro-
gressive taxes are a strong disincentive to work, to invest, and to save. 
 “ Supply - side economics brought a new perspective to fi scal policy. 
Instead of stressing the effect on spending, supply - siders showed that 
tax rates directly affected the supply of goods and services. Lower tax 
rates mean better incentives to work, to save, to take risks, and to 
 invest. As people respond to higher after - tax rewards, or greater prof-
itability, incomes rise and the tax base grows, thus feeding back some 
of the lost revenues to the Treasury.  The saving rate also grows, pro-
viding more fi nancing for government and private borrowing. ”   8       

  Introducing the Laffer Curve 

 Supply - siders refer to the Laffer curve to support their contention that 
cutting marginal tax rates can stimulate economic growth and, under the 
right circumstances, increase tax revenues. The Laffer curve (Figure  26.1 ) 
shows a theoretical relationship between the tax level and revenues. It 
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was invented by Arthur B. Laffer, a former economics professor at the 
University of Chicago and University of Southern California, who 
drew the famous curve on a napkin at a Washington, DC, restaurant in 
the late 1970s to prove his point that tax cuts could potentially increase 
tax revenues.   

 According to the Laffer curve, an increase in tax rates will gener-
ate more revenues as long as the rates aren ’ t too high. But once the tax 
rate exceeds X, further increases in tax rates will actually shrink rev-
enues because higher tax rates discourage work effort and encourage 
tax avoidance and even illegal evasion. In Figure  26.1 , if tax rates have 
reached a prohibitive range, a tax cut (t

1
 to t

x
 ) could increase revenues 

(from r
1
 to r

x
 ). Supply - siders point to capital gains tax cuts in 1978 and 

1996 in the United States, when tax cuts actually increased revenues to 
the U.S. Treasury from capital gains. 

 Keynesians and other critics of the Laffer curve dispute where we 
stand on the Laffer curve. For example, they point out that when taxes 
were cut under President Reagan in 1981, the defi cit got worse, not 
better. Conversely, in 1994, when President Clinton pushed through 
Congress an increase in the federal income tax rate to 39.6 percent, 
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 Figure 26.1 Laffer Curve: A Tax Cut Can Increase Tax Revenues   
Source: Arthur B. Laffer and Associates
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supply - siders warned that the tax increase would reduce revenues, but 
revenues actually rose during an expansionary boom. There are many 
variables at work in the marketplace. 

 Supply - side economics has been closely associated with the Republican 
administrations of Ronald Reagan and George W. Bush, who advo-
cated a sharp reduction in marginal tax rates on personal and corporate 
income, capital gains, and dividends. Many other nations around the 
world have adopted supply-side tax cuts to stimulate economic activity. 
A tax cutting competition has developed in Europe, after Ireland cut 
its corporate tax rate to 12.5 percent. Other countries have followed, 
including the United Kingdom, Germany, and Austria. The latest is 
France under President Nicolas Sarkozy, who plans to cut the country ’ s 
business income tax by fi ve percentage points.  

  The Flat Tax Movement 

 In the preface to his study on the underground economy, Dan Bawley 
recommends that  “ the free society substantially reduce and simplify 
taxation rates. ”  That seems to be the direction many countries are taking. 
Supply - siders advocate a single low tax rate with a limited number of 
personal exemptions as the ideal tax system. The movement to elimi-
nate the current complex, loophole - ridden, wasteful tax system in the 
United States and replace it with a simple one - rate fl at tax is closely 
linked to the supply - side revolution. Following the publication of  Low 
Tax, Simple Tax, Flat Tax  by Robert E. Hall and Alvin Rabushka (1983), 
the movement to set one simple low income tax rate has gained support, 
especially in former Communist countries. 

 For example, in the early 1990s, post - Soviet Estonia was facing 
1,000 percent annualized infl ation rates and an economy weakening by 
30 percent over two years. Under Estonian Prime Minister Mart Laar, 
the small nation adopted a single tax rate for individuals and a zero 
corporate tax rate on reinvested profi ts, along with a deregulated econ-
omy. The results have been spectacular so far, with real GDP growth 
rates of 8 percent a year. 

 Other Eastern European countries have followed suit: Russia adopted 
a 13 percent fl at income tax in 2001; Ukraine chose the same fl at rate 
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in 2004; Slovakia introduced a 19 percent rate in 2004; Romania 16 
percent in 2005; Albania plans to set a 10 percent rate in 2008. Greece 
and Croatia plan similar fl at rates. The fl at tax movement is clearly 
spreading. What could be more fair and easy to calculate than everyone 
paying the same rate? 

 Hong Kong has also enjoyed a fl at 16 percent tax on individual 
income for many decades, and no tax on capital gains. Singapore has 
recently cut its tax rate to compete with Hong Kong. Other tax havens 
have adopted a zero income tax system, while compensating with other 
taxes on imports and corporate fees. However, so far no major indus-
trial nation has adopted a fl at tax system, although several nations have 
reduced the number of brackets. At last count, 14 nations have adopted a 
fl at income tax, 10 of them in former Iron Curtain countries. 

 In the United States, Steve Forbes, editor of  Forbes  magazine and 
author  of The Flat Tax Revolution  (2005), ran for president in 1996 and 
2000 on a platform endorsing a 17 percent fl at tax. His plan didn ’ t get 
very far. Clearly, there is more support for a fl at tax outside the United 
States.                   
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    The Debate over 
Economic Inequality 
 The Rich Get Richer, and the Poor Get  . . .            

  The modern market economy accords wealth and distribution income in a 
highly unequal, socially adverse and also functionally damaging fashion. 

  — John Kenneth Galbraith  1      

  After you adjust for infl ation, the wages of the typical American worker 
have risen less than 1 percent since 2000. 

  —  THE ECONOMIST  ( June 15, 2006)   

 The allegation is appearing everywhere: Real average wages are 
stagnating, and the distribution of wealth and income in the 
United States is becoming more unequal. In its cover story, 
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 “ The Rich, the Poor and the Growing Gap Between Them, ”  The Economist  
concludes,  “ Every measure shows that, over the past quarter century, 
those at the top have done better than those in the middle, who in turn 
have outpaced those at the bottom. ”   2   

 Inequality of income is substantially greater in the United States 
compared to other countries, as measured by the Gini ratio.  The Gini 
ratio is defi ned as a number between 0 and 1:  The numerator is the area 
between the Lorenz curve (see Figure  27.1 ) of the distribution and the 
uniform distribution line; the denominator is the area under the uni-
form distribution line. Thus, a low Gini coeffi cient indicates more equal 
income or wealth distribution, while a high Gini coeffi cient indicates 
more unequal distribution.   

 The Lorenz curve measures the percentage of a nation ’ s total income as 
earned by various income classes. Typically, it is divided into fi ve income 
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groups. In the United States, the highest fi fth (the highest income 
earners) usually earn 40 percent of the nation ’ s income, while the low-
est fi fth (the lowest - income earners) earn around 5 percent. Using the 
Lorenz curve, U.S. income appears to be seriously maldistributed, now 
the extreme case among the major industrial countries. 

 Critics of market capitalism are often misled by conventional meas-
ures of economic well - being, in particular the Lorenz curve and the Gini 
ratio. However, the Lorenz curve establishes an unfair and misleading 
guide for measuring social welfare. Suppose, for example, that an ideal 
line of perfect equality is achieved on the Lorenz curve, that is, the high-
est fi fth (top 20 percent of income earners) only receive 20 percent of 
the nation ’ s income, while the bottom fi fth (lower 20 percent) increase 
their share to 20 percent. What would this ideal mean? Everyone — the 
teacher, the lawyer, the plumber, the actor — earns the same amount of 
income!  3   

 Since few economists think equal wages for everyone is an ideal 
situation, why do they think moving toward perfect equality on the 
Lorenz curve is appropriate? Moreover, the Lorenz curve is unable to 
account for an increase in a country ’ s standard of living over time. It 
merely measures distribution of income, when in actuality each indi-
vidual ’ s personal standard of living may be increasing year to year. 

 To measure changes in social welfare, economists often rely on a 
second measure — average real income. This, too, has its shortcomings. A 
single statistic may mask improvements in an individual ’ s standard of living 
over time. For example, average real income shows hardly any change since 
the mid - 1970s. Yet other measures of well - being, such as consumer expen-
ditures and the quantity, quality, and variety of goods and services, show 
remarkable advancement over the past 35 years. Consumer spending rose 
a dramatic 50 percent per person in real terms during this period. As Ohio 
University professor Richard Vedder asks,  “ How many Americans in 1975 
had VCRs, microwaves, CD players, and home computers? ”   

  The Work of Stanley Lebergott 

 Stanley Lebergott, professor emeritus of economics at Wesleyan University, 
has probably conducted more work in this area than anyone else. Instead 
of relying on general measures such as average real income, he uses a more 
commonsense approach — looking at individual consumer markets in food, 
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clothing, housing, fuel, housework, transportation, health, recreation, and 
religion. His work is fascinating. 

 For example, he developed the measurements that appear in Table  27.1  
to demonstrate changes in living standards from 1900 to 1970.   

 In another work,  Pursuing Happiness,  Lebergott demonstrates repeat-
edly how American consumers have sought to make an uncertain and 
often cruel world into a pleasanter and more convenient place. Medicines 
and medical facilities, artifi cial lighting, refrigeration, transportation, com-
munication, entertainment, fi nished clothing — all have advanced living 
conditions .

 Regarding women ’ s work, Lebergott notes that weekly hours for 
household and family chores fell from 70 in 1900 to 30 by 1981. The 
1900 housewife had to load her stove with tons of wood or coal each 
year and fi ll her lamps with coal oil or kerosene. Central heating also 
reduced the housewife ’ s tasks. She no longer had to wash the carbon-
ized kerosene, oil, coal, or wood from clothes, curtains, and walls, nor 
sweep fl oors and vacuum rugs as persistently. Automated and mechani-
cal equipment reduced her labor further . . .  . By 1950, over 95 percent 
of U.S. families had the facilities [of  ] central heating, hot water, gas, 
electric light, baths, and vacuum cleaners.  4   

 Regarding water, Lebergott comments,  “ The average urban resident 
consumed about 20 gallons of water per day in 1900. Rural families 
had virtually no piped water; 55 percent did not even have privies . . .  . 

 Table 27.1 Living Standards, 1900 – 1970 

  Percentage of 
homes with  

  Among all 
families in 1900  

  Among poor 
families in 1970  

  Flush toilets    15    99  
  Running water    24    92  
  Central heating    1    58  
  One (or fewer) 
 Occupants per room    48    96  
  Electricity    3    99  
  Refrigeration    18    99  
  Automobiles    1    41  

   Source:  Stanley Lebergott,  The American Economy  (Princeton University Press, 1976), p. 8.  
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By 1990, American families devoted two days ’  worth of their annual 
income to get about 100 sanitary gallons every day, piped into the home. ”   5    

  Everything Is Cheap and Getting Cheaper 

 In their book,  The Myths of Rich and Poor,  W. Michael Cox, an econo-
mist at the Federal Reserve Bank of Dallas, and Richard Alm, a business 
writer for the  Dallas Morning News,  did an exhaustive study of the cost 
of basic goods and services in the United States. They conclude that the 
real prices of housing, food, gasoline, electricity, telephone service, home 
appliances, clothing, and other everyday necessities have fallen signifi -
cantly. Examples: In 1919, it took two hours, 37 minutes of work to buy 
a three - pound chicken. Today, it ’ s down to 14 minutes. In 1915, a three -
 minute long - distance telephone call from New York to San Francisco 
cost  $ 20.70. Today, it ’ s less than 50 cents, equal to two minutes of work 
at the average wage. In 1908, a Model T cost  $ 850, equivalent to more 
than two years ’  wages for an average factory worker. Today, the average 
worker toils only about eight months to buy a Ford Taurus. 

 Many products have fallen dramatically in price (real, if not nominal) 
over the past 25 years, including computers, radios, stereos and color 
televisions, telephones, microwave ovens, gasoline, soft drinks, and most 
airline tickets. Cox and Alm do point to two exceptions: medical care 
and higher education. But even in these two cases, they argue that the 
medical care is better than it used to be, and that the higher costs of an 
education result in higher lifetime income. Cox and Alm summarize, 
 “ As we enter the 21st century, Americans take for granted our ability 
to afford the trappings of the world ’ s most envied middle - class lifestyle. 
It ’ s the result of the decline of real prices in a dynamic economy, played 
out over and over. ”   6   

 More and more Americans have benefi ted from an increase in the 
quantity, quality, and variety of goods and services because of the nature 
of the free - enterprise system: Competition reduces costs, encourages 
new products and improved processes, and promotes quality improve-
ments. In the labor market, increased productivity leads to higher 
wages, which allows workers to buy better, cheaper products.  
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  Benefi ts to the Poor and Unskilled 

 Recent work by economic historians confi rm Lebergott ’ s fi ndings 
over longer periods. Karl Marx and David Ricardo predicted that, 
under capitalism, landlords and capitalists would gain at the expense of 
workers. But they could not have been more wrong. Gregory Clark, 
chair of the economics department at University of California, Davis, 
has summarized the fi ndings of numerous economic historians on the 
distribution of income since the Industrial Revolution. Amazingly, 
he concludes that return on land and capital has fallen in relation to 
wages as a percentage of GDP. He comes to the shocking declaration, 
 “ unskilled male wages in England have risen more since the Industrial 
Revolution than skilled wages, and this result holds for all advanced 
economies. The wage premium for skilled building workers has 
declined from about 100 percent in the thirteenth century to 25 percent 
today . . .  . Thus the payment per unit of unskilled labor rose farther as a 
result of the Industrial Revolution than the payment for land, the pay-
ment for capital, or even the pay per unit of skilled labor. ”   7   

 Moreover, according to Clark, the gap between men ’ s and women ’ s 
wages has been narrowing.  “ In the reindustrialized era women ’ s wages 
averaged less than half of men ’ s . . .  . Now unskilled female workers in the 
United Kingdom earn 80 percent of the male unskilled hourly wage. ”   8   

 Clark also looks at other factors besides income, including life expect-
ancy, health, number of surviving children, and literacy. He notes that 
the rich are still on average taller than the poor, and have a longer life 
expectancy, but the differences have narrowed. He concludes  “ the differ-
ences between rich and poor have probably narrowed since the Industrial 
Revolution. ”   9    

  Today the Poor Are Gaining 

 This kind of historical perspective is refreshing and eye - opening. The 
increase in the standard of living as measured by the quantity, quality, 
and variety of goods and services has increased dramatically and pro-
foundly in the nineteenth and twentieth centuries, for people of all 
incomes. In many ways, the poor have advanced the most and are now 
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capable of living in decent housing, owning an automobile, and enjoy-
ing many of the pleasures previously afforded by the wealthy. Cheap 
airline services allow them to travel extensively. Television gives them 
the chance to see sports events and musical shows previously limited to the 
rich and the middle class. Compared to yesteryear, every house today is 
a castle, every man is a king. As Gregory Clark concludes,  “ The envious 
have inherited the earth. ”   10                    
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    One Graph Says It All 
 The Development of the Economic Freedom Index           

  To talk about economic freedom is easy; to measure it, to make fi ne distinctions, 
assign numbers to its attributes, and combine them into one overall magnitude —
 that is a much more diffi cult task. 

  — Milton Friedman  1     

 W hat is the best way to produce and distribute goods and 
services to the greatest number of people and secure a 
prosperous economy? Should we opt for central planning, 

laissez faire, or somewhere in between? 
 Of all the various freedoms we enjoy, economic freedom remains the 

most controversial. Globalization, free trade, income inequality, monopoly 
power, immigration, price gouging, commercial fraud and deception — all 
these aspects of the laissez - faire capitalism are subjects of fi erce debates. 
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 Adam Smith, the eighteenth - century Scottish professor of moral 
philosophy, is considered the father of modern economics. His magnum 
opus,  The Wealth of Nations,  was published appropriately in 1776 as a 
declaration of economic independence. He called his program of unfet-
tered capitalism a  “ system of natural liberty, ”  which consisted of three 
parts: maximum freedom, competition, and justice. He declared:   

 Every man, as long as he does not violate the laws of  justice,  is 
left perfectly  free  to pursue his own interest his own way, and to 
bring both his industry and capital into  competition  with those 
of any other man, or order of men  2   (emphasis added).   

 Smith even went so far as to declare economic freedom a sacred right:   

 To prohibit a great people  . . .  from making all that they can of 
every part of their own produce, or from employing their stock 
and industry in a way that they judge most advantageous to 
themselves, is a manifest violation of the most sacred rights of 
mankind.  3     

 Using the symbol of the  “ invisible hand, ”  Adam Smith argued that 
his model of enlightened self - interest would benefi t all society.  “ He is 
led by an invisible hand  . . .  By pursuing his own interest he frequently 
promotes that of the society. ”   4   Most importantly, economic freedom 
would benefi t mankind; it would lead to economic growth and  “ uni-
versal opulence which extends itself to the lowest ranks of the people. ”   5   
In other words, giving people their economic freedom would lead to 
higher standards of living for everyone, both rich and poor.  

  Economic Freedom: A Cost or a Benefi t? 

 Adam Smith ’ s libertarian doctrine of laissez-faire — granting the liberty 
to do as you please as long as you don ’ t hurt others — is a relatively new 
concept. Monarchies and dictatorships have been taken for granted for 
most of history. After Smith ’ s groundbreaking work was published, the 
idea of civil and economic liberty began to be hotly debated. In par-
ticular, after the Great Depression and World War II in the twentieth 
century, laissez - faire capitalism became an unwelcome phrase in the 
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halls of government and on college campuses. Governments in America 
and abroad nationalized industry after industry, raised taxes, infl ated 
the money supply, imposed price and exchange controls, created the 
welfare state, and engaged in all kinds of interventionist mischief in an 
attempt to control the economy and prevent another depression. In 
academia, Keynesianism and Marxism became all the rage, and many 
free - market economists had a hard time obtaining full - time positions 
on college campuses. 

 The big - government economy was viewed by the establishment as 
an automatic stabilizer and growth stimulator. Starting in the late 1950s, 
many top economists argued that central planning, the welfare state, 
and industrial policy would lead to  higher  growth rates, contradicting 
Adam Smith. Incredibly, as late as 1985, Paul Samuelson (MIT) and 
William D. Nordhaus (Yale) still declared,  “ The planned Soviet econ-
omy since 1928  . . .  has outpaced the long - term growth of the major 
market economies. ”   6   Mancur Olson, a Swedish economist, also stated, 
 “ In the 1950s, there was, if anything, a faint tendency for the countries 
with larger welfare states to grow faster. ”   7   

 Henry C. Wallich, a Yale economics professor and former member 
of the Federal Reserve Board, wrote a book arguing that freedom leads 
to lower economic growth, greater income inequality, and less compe-
tition. In  The Cost of Freedom,  he boldly declared,  “ But the free market 
is not primarily a device to procure growth. It is a device to secure the 
most effi cient use of resources. ”  Furthermore, he stated,  “ The ultimate 
value of a free economy is not production, but freedom, and freedom 
comes not at a profi t, but at a cost. ”   8   And he was considered a con-
servative economist!  

  The New Enlightenment 

 Starting in the infl ationary 1970s, the attitudes of the establishment 
gradually shifted. In recent years defenders of Adam Smith ’ s philoso-
phy have gained ground and, since the collapse of the Berlin Wall and 
Soviet central planning in the early 1990s, have claimed victory over 
the dark forces of Marxism and socialism. Today, governments around the 
world are denationalizing, privatizing, cutting taxes, controlling infl ation, 
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and engaging in all kinds of market reforms. Market - friendly economists 
can now be found in most economics departments, and almost all of 
the most recent Nobel Prize winners in economics have been pro – free 
market. 

 Furthermore, new evidence demonstrates forcefully that economic 
freedom comes as a benefi t, not a cost. Looking at the data of the 
1980s, Mancur Olson concluded,  “ It appears that the countries with 
larger public sectors [government control] have tended to grow more 
slowly than those with smaller public sectors. ”   9   Contrast that with his 
statement about the 1950s.  

  The Creation of the Economic Freedom Index 

 In the 1980s, Michael Walker, president of the Fraser Institute in 
Canada, brought together a group of free - market economists to see 
if they could fi nd empirical evidence of the Adam Smith hypothesis, 
that more economic freedom leads to higher economic growth. 
Inspired by Milton Friedman and led by Alvin Rabushka of the 
Hoover Institution, these experts eventually constructed an  “ Economic 
Freedom of the World Index ”  for individual countries over time, based 
on fi ve areas of economic freedom — taxation, public spending, money 
and credit, economic regulation of business and labor, and foreign 
trade.  10   

 In the early 1990s, James Gwartney, professor of economics at Florida 
State University, became involved in the project and now is the lead 
economist in constructing the annual Economic Freedom of the World 
Index for the Fraser Institute. Since 1996, Gwartney has been assisted by 
co - author Robert Lawson, economics professor at Capital University. 
According to Gwartney and Lawson, the key ingredients of economic 
freedom are  “ personal choice, voluntary exchange, freedom to compete, 
and protection of person and property. ”   11   

 Under Gwartney and Lawson ’ s guidance, the index has become more 
complex. Initially, the index was based on 17 quantifi able components, 
such as government expenditures as a share of GDP. However, they soon 
discovered that important legal and regulatory elements were omitted 
from the index. To correct this defi ciency, new components were added 
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to the index during 1997 – 2000. It now contains 38 components that are 
divided into fi ve areas: 

   1.   Size of government expenditures and tax policy.  
   2.   Legal structure and security of property rights.  
   3.   Access to sound money.  
   4.   Freedom to trade internationally.  
   5.   Regulation of credit, labor, and business.    

 Using this criteria, the Economic Freedom Index objectively seeks 
to rank with a single number the level of economic freedom in over 
100 countries on an annual basis. The Fraser Institute also ranks states and 
provinces in North America. In 2007, they published for the fi rst time a 
world map of economic freedom, ranking each country by various colors.  

  Heritage/ Wall Street Journal  Study 

 Since 1995, every January the Heritage Foundation has also published 
its own annual Index of Economic Freedom. The index is copublished 
by the  Wall Street Journal,  accompanied by a world map ranking coun-
tries with different colors. Authors of the study have varied over the 
years, including Gerald P. O ’ Driscoll, Jr., Edwin J. Feulner (president of 
the Heritage Foundation), and Mary Anastasia O ’ Grady. 

 Heritage defi nes economic freedom as  “ the absence of government 
coercion or constraint on the production, distribution, or consumption 
of goods and services beyond the extent necessary for citizens to pro-
tect and maintain liberty itself. ”   12   The authors use 50 variables in 10 
broad categories to construct a rating for 157 countries: 

   1.   Trade policy (now called trade freedom).  
   2.   Fiscal burden of government (fi scal freedom).  
   3.   Government intervention in the economy (freedom from 

government).  
   4.   Monetary policy (monetary freedom).  
   5.   Capital fl ows and foreign investment (investment freedom).  
   6.   Banking and fi nance (fi nancial freedom).  
   7.   Wages and prices (labor freedom).  
   8.   Property rights.  
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   9.   Regulation (business freedom).  
   10.   Informal market activity (freedom from corruption).    

 In the Heritage formula, all 10 factors are weighted equally in 
determining an overall economic freedom score running from 0 to 100 
percent, with 100 indicating the highest degree of economic freedom 
and 0 the lowest. 

 The countries are divided into fi ve categories: 

  Free — countries with an average overall score of 80–100.  
  Mostly free — countries scoring 70 – 79.9.  
  Moderately free — countries scoring 60 – 69.9.  
  Mostly unfree — countries scoring 50 – 59.9.  
  Repressed — countries scoring 0 – 49.9.     

  Economic Freedom and Growth 

 Both the Fraser and Heritage studies reach similar conclusions, as doc-
umented in Figures  28.1  and  28.2    .
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 Both think tanks conclude that the greater the degree of freedom, 
the higher the standard of living (as measured by per capita real GDP 
growth). Nations with the highest level of freedom (e.g., United States, 
New Zealand, Hong Kong) grew faster than nations with moderate 
degrees of freedom (e.g., United Kingdom, Canada, Germany) and 
even more rapidly than nations with little economic freedom (e.g., 
Venezuela, Iran, Congo). 

 When Milton Friedman fi rst saw this graph, he exclaimed,  “ The 
actual correlation between the Economic Freedom Index and the rate 
of economic growth is most impressive. No qualitative verbal descrip-
tion can match the power of that graph. ”   13   

 The Fraser studies also fi nd that (a) low - income nations with high 
levels of economic freedom tend to grow faster than low - income nations 
with low levels of freedom, and (b) a legal structure that secures property 
rights and enforces contracts and rule of law is essential if a country is 
going to grow and achieve a high level of income. Overall, Gwartney 
and Lawson conclude:  “ This research has found that economic freedom 
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is positively correlated with per - capita income, economic growth, greater 
life expectancy, lower child mortality, the development of democratic 
institutions, civil and political freedoms, and other desirable social and 
economic outcomes. ”   14   

 But what about the data that seemed to demonstrate a positive 
correlation between big government and economic growth in the 
1950s and later? In the case of the Soviet Union, Gwartney and others 
generally agree that the data were faulty and misleading. In the case 
of Europe, perhaps the economic stimulus of rebuilding after the war 
overshadowed the growth of the welfare state. In other words, Europe 
grew in spite of, not because of, government. Once rebuilding was 
complete by the late 1950s, the weight of government began to be felt. 

 Several years ago I asked Professor Gwartney what surprised him 
the most in preparing the Economic Freedom Index.  “ It turns out, ”  
he said,  “ that the legal system — the rule of law, security of property 
rights, an independent judiciary, and an impartial court system — is the 
most important function of government, and the central element of 
both economic freedom and a civil society. It is far more statistically 
signifi cant than the other variables. ”  Gwartney pointed to a number 
of countries that lack a decent legal system, and as a result suffer from 
corruption, insecure property rights, poorly enforced contracts, and 
an inconsistent regulatory environment, particularly in Latin America, 
Africa, and the Middle East. Gwartney and Lawson wrote,  “ The enor-
mous benefi ts of the market network — gains from trade, specialization, 
expansion of the market, and mass production techniques — cannot be 
achieved without a sound legal system. ”   15    

  Ending Political Corruption: 
The Virtue of Being Rich 

 Economists are taking an increasing interest in comparative legal sys-
tems and ways to apply economic analysis to the problem of high -
 level corruption, payoffs, and the role of international organizations. 
Traditionally political analysts viewed corruption as a political and cultural 
issue outside the purview of the World Bank and economic institutions. 
But recent studies demonstrate that economic factors play a major role 
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in the level of corruption, especially in developing countries. Corruption 
can be at many levels: bribery of high - level offi cials; favoritism and 
nepotism; kickbacks and under - the - table commissions for lucrative 
state projects, misdirected foreign aid and loans that end up in Swiss 
bank accounts; below - market sales of valuable commodities, payoffs 
to avoid regulations, customs duties, and taxes; cronyism in concession 
awards; and infl uence peddling. Susan Rose - Ackerman, a Yale econo-
mist and legal authority on corruption, states,  “ Bribes represent illegal 
user fees, taxes, or access charges paid to public agents. These payments 
infl uence economic decisions ranging from the size and character of 
public investment projects to the level of compliance with business 
regulations. ”   16   

 Jakob Svensson, an economist at Stockholm University, has done 
extensive research on political corruption and the rule of law. As Figure 
 28.3  demonstrates, Svensson found that socialist and recently socialist 
economies show higher levels of corruption than others.   

 According to Svensson and other economists, corruption tends to 
decline as countries become more prosperous. Among factors he has 
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tested, Svensson found that educational level, openness to imports, 
 freedom of the press, and number of days to start a business all showed 
clear correlations between these variables and overall level of corruption.  17   

 But political analysts aren ’ t sure which comes fi rst: the rule of law 
or prosperity. Does prosperity come about by the state cracking down 
on corruption, or does higher income naturally lead to lower levels of 
corruption? Certainly when citizens achieve a higher level of owner-
ship in assets and property, they have a greater incentive to preserve 
those assets by demanding a better judicial and legislative system. Many 
Asian countries have grown rapidly at a time when cronyism and polit-
ical corruption were common. As  The Economist  reports,  “ Although 
most economists agree that corruption slows development, a corrupt 
country is nevertheless capable of rapid growth. Countries may be cor-
rupt because they are poor, and not the other way around. ”   18    

  Critique of the Economic Freedom Indexes 

 Some economists have been critical of the Fraser and Heritage efforts 
to measure economic freedom and link it to growth and other statistics. 
Their objections include the diffi culty of accurately measuring eco-
nomic freedom and comparing different countries. What items should 
be included, and how much weight should be given to each? Is Saudi 
Arabia more free than China? Why does Heritage give high scores of 
economic freedom to notorious welfare states such as Sweden and 
Denmark? Why should Singapore get such a high rating given its level 
of industrial policy and forced savings plans? Is a high level of  “ informal 
[black] markets ”  a sign of economic freedom or the lack of it? 

 Keynesians and Marxists also raise the issue of how objective the 
indexes and studies are, given that the economic freedom indexes are 
constructed by free - market economists. Despite statements by Milton 
Friedman and James Gwartney that they are objective empiricists, one 
always wonders to what extent subjective opinions affect their meth-
odology. Certainly the endorsement and copublishing of the Heritage 
freedom index by the  Wall Street Journal  give it credibility. In addition, 
the Fraser Institute offers an open forum to encourage debate on the 
index. Their Web site references peer - refereed papers on economic free-
dom issues (go to  http://www.freetheworld.com/papers.html ). 
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 Whether one agrees or not with the fi ndings of the economic freedom 
indexes published by the Fraser Institute or the Heritage Foundation, 
the indexes are gaining notoriety. According to Ed Feulner, president 
of the Heritage Foundation, political leaders are anxious to see how 
they rank each year, and there is evidence that they make decisions 
such as cutting taxes and lowering tariffs in a bid to increase their rank-
ing in the Economic Freedom Index.                                 
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    Amazing Graph
  Economists Enter 
Sacred Ground      

  Both liberal and strict religious groups are more dynamic when they have to 
compete for members on a level playing fi eld. 

  — Gary Becker  1     

 R    eligion is another area where economic research has recently
    made its mark. Laurence R. Iannaccone (George Mason University)
  is one of a handful of economists who specialize in religion 

and economics.  2   They even have founded their own organization, the 
Association for the Study of Religion, Economics, and Culture, which 
holds an annual meeting to discuss recent scholarship. 
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 In the late 1980s Iannaccone tested Adam Smith ’ s hypothesis that 
freedom of religion would lead to a higher level of attendance in church 
services. Smith believed that competition benefi ts religious groups because 
they are motivated to satisfy the needs of their members.  3   In testing this the-
ory, Iannaccone compared attendance at church and the degree of religious 
monopoly in various Protestant and Catholic countries between 1968 and 
1976. His test produced a striking result: Church attendance varied inversely 
with church concentration in Protestant nations. Church attendance among 
Protestants was high in freely competitive nations, such as the United States, 
and low in countries monopolized by a single Protestant denomination, 
such as Finland. In short, the more religious freedom a nation enjoys, the 
more religious people are (as measured by church attendance).  4   

 Soon after Iannaccone ’ s study was completed, two sociologists 
applied market principles to the history of American religion and came 
to the same conclusion: Religion thrives in a free - market environment. 
Roger Finke (Purdue) and Rodney Stark (University of Washington) 
found the United States to be almost a perfect experiment in what they  
termed an unregulated, free - market, religious economy. By the start 
of the American revolution, religious persecution had largely ended, and 
tolerance gradually gave way to religious freedom. The largest denomi-
nations sought to become a tax - supported state religion, and even 
formed cartels aimed at preventing competition, but all efforts failed. 
Most states followed Virginia ’ s lead in opposing any state church. 

 Finke and Stark came to the following remarkable fi ndings using 
their explicit market model in studying religion in America. 

 First, fi erce competition and the constant evolution of new religions 
in America have resulted in a steady rise in church participation over the 
past two centuries. Amazingly, America shifted from a nation in which most 
people took no part in organized religion to a nation in which nearly 
two - thirds of American adults do.  5   (See Figure  29.1  below.)    

  The Impossible Dream of One Faith 

 The socioeconomists found, second, that it is impossible for one faith 
to dominate the nation in an environment of relentless competition. 
In colonial times, the Congregationalists and Episcopalians domi-
nated. But they could not cope with the fi erce competition from the 
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Methodists, Catholics, and Baptists during the frequent revival periods 
of American history. Just as no corporate monopoly lasts forever, so 
also does it seem impossible for a mainstream religion to stay on top 
for long. Finke and Stark conclude that no religion, no matter how 
successful in the short run, can convert the whole world. Christians 
just don ’ t seem to be content with one church, just as consumers can ’ t 
agree on one car model or one type of tennis shoes. Over time, all 
markets — whether for automobiles, shoes, or religions — tend to show 
an increase in quantity, quality, and variety. As Finke and Stark dem-
onstrate, despite the constant call for all Christian groups to be as one, 
unifi cation efforts have repeatedly failed. The conventional wisdom that 
 “ all churches are alike ”  is inaccurate. Diversity is the lifeblood of reli-
gious life in America. 

 Third, Finke and Stark discovered that mainstream churches which 
compromised their principles and eliminated their  “ strong doctrines ”  
invariably experienced widespread defection and ultimate failure, while 
churches that maintained high doctrinal standards, such as the Catholic 
Church, prospered. In other words, the market rewards the quality of 
religious worship.  “ We argue repeatedly that religious organizations can 
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thrive only to the extent that they have a theology that can comfort 
souls and motivate sacrifi ce. ”   6   

 Fourth, the scholars refuted the popular belief that urban communities 
are less religious than those in country life. Debunking the preachers ’  myth 
that city life is  “ wicked and secular, ”  Finke and Stark provide evidence that 
church attendance rates are higher in cities than in rural areas.  7   

 In sum, we can see that the principles of economics are universal. 
Incentives, competition, quality, and choice apply not only to the material 
world, but to the spiritual realm as well. Perhaps peace and prosperity could 
be established in the Middle East by applying the principles of competition, 
choice, and free markets in business and in religion.                   
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Peace on Earth, 
Good Will toward Men 

 The Case for Religious Competition           

  A great multitude of religious sects  . . .  might in time [become] free of every 
mixture of absurdity, imposture, or fanaticism. 

  — Adam Smith  1      

  Closed economies are breeding grounds for intolerance, fanaticism, and 
violence. 

  — Gerald P. O ’ Driscoll, 
Jr.,  WALL STREET JOURNAL    

 H istory is replete with religious wars between Protestants and 
Catholics and Muslims and Jews. Today ’ s hostilities in the 
Middle East have a religious origin. Is it possible to have 
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peace on earth, good will toward men among countries and religious 
faiths? 

 According to Leonard Read, founder of the Foundation for Economic 
Education, true freedom means practicing the Golden Rule and preserv-
ing the God - given rights of the individual as declared in the Declaration of 
Independence.  “ Everyone is completely free to act creatively as his abilities 
and ambitions permit; no restraint in this respect — none whatsoever. ”   2   

 What do economists have to say about military and religious con-
fl ict? The latest edition of the  Index of Economic Freedom,  published by the 
Heritage Foundation and the  Wall Street Journal,  shows that many parts of 
the world are  “ mostly unfree ”  or  “ repressed, ”  as judged by the level of cor-
ruption, taxation, protectionism, infl ation, black markets, and government 
interventionism. Of the 157 nations surveyed, over half (81) receive a nega-
tive grade. Most telling, the area of the world with the highest concentra-
tion of  “ repressed ”  freedom is the Middle East, particularly Saudi Arabia, 
Iran, Iraq, Libya, and Afghanistan.  3   Judging from recent events, the Middle 
East confi rms Read ’ s thesis. Most of the Arab world continues to suffer 
from economic dislocation, political turmoil, and military confl ict.  “ When 
the wicked rule, the people mourn ”  (Proverbs 29:2). Economic journalist 
 Henry Hazlitt  summed it up well:  “ It is socialist governments, notwith-
standing their denunciations of imperialist capitalism, that have been the 
greatest source of modern wars. ”   4    

  Commerce and Trade Break Down Barriers 

 The Middle East is also known for dictatorships and religious intoler-
ance. It seems that economic repression goes hand in hand with politi-
cal and religious repression, just as economic freedom leads to political 
and religious freedom.  5   Montesquieu, Adam Smith, and other classical -
 liberal thinkers made the case that liberalized trade and the spirit of 
capitalism break down cultural, religious, and social monotheism, while 
destroying fanaticism and intolerance. Montesquieu saw many virtues 
in  doux commerce,  stating that the pursuit of profi t - making serves as a 
countervailing bridle against the violent passions of war and abusive 
political power.  “ Commerce cures destructive prejudices, ”  Montesquieu 
declared.  “ It polishes and softens barbarous mores . . .  .  The natural effect 
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of commerce is to lead to peace. ”   6   Adam Smith seconded Montesquieu 
and taught that the commercial society moderates the passions and pre-
vents a descent into a Hobbesian jungle. 

 Business encourages people to become educated, industrious, and self -
 disciplined. As economist Albert Hirschman observes,  “ The spirit of com-
merce brings with it the spirit of frugality, of economy, of moderation, of 
work, of wisdom, of tranquility, of order, and of regularity. ”   7   Business people 
are ultimately practical — they are by nature compromisers and tolerant 
of other viewpoints. In fact, the purpose of business is to fulfi ll the needs of 
others by developing and producing something someone else wants — for 
a price of course. John Maynard Keynes once said,  “ It is better that a man 
should tyrannise over his bank balance than over his fellow - citizen. ”   8   

 Economists Gerald P. O ’ Driscoll, Jr., and Sara J. Fitzgerald conclude, 
 “ The fact is that allies and trading partners are more likely to resolve 
differences than to resort to armed confl ict. ”  They cite a seminal study 
in which Solomon W. Polachek analyzed 30 pairs of countries from 
1958 to 1967 and found that higher levels of trade dampen confl ict. 
 “ Trade agreements dampen confl ict because such hostilities threaten 
the very economic benefi ts that states expect to achieve and are achiev-
ing from the agreements. The free exchange of goods builds wealth and 
prosperity for all concerned. ”   9    

  The Case for Religious Competition 

 What about religious freedom? The Middle East is also infamous for 
its lack of religious freedom and diversity. A few Protestant Christians 
live and worship there, but proselytizing is prohibited, even in Israel. 
Egyptians are divided into only two Muslim sects; there are virtually no 
Jews in the country, and no Christian missionaries. Islamic fundamen-
talists hate the West ’ s idea (as expressed originally by John Locke) of a 
free religious society where churches compete for members. According 
to Andrew Sullivan, America has achieved  “ one of the most vibrantly 
religious civil societies on earth, ”  and America  “ is living, tangible 
rebuke to everything they [Taliban and bin Laden] believe in. ”   10   

 Adam Smith contends that a state religion breeds fanaticism, intol-
erance, and persecution. Numerous examples of holy wars waged by 
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state - supported Christianity, Islam, and other religions demonstrate Smith ’ s 
thesis. But Smith goes further. He argues that creating a free,  competitive 
environment in religions would be benefi cial. Natural liberty, he said, 
favors  “ a great multitude of religious sects, ”  which would generate inter-
est in religion and encourage higher attendance at church.  “ In little 
religious sects, the morals of common people have been almost remark-
ably regular and orderly: generally much more so than in the established 
church. ”   11   According to Smith, religious competition would reduce zeal 
and fanaticism and promote tolerance, moderation, and rational religion. 

 In short, a good dose of open markets and competition in all walks 
of life could go a long way toward bringing peace, prosperity, and good 
will in this dangerous part of the world. Until that happens, they will 
shout  “   ‘ peace, peace, ’  when there is no peace ”  ( Jeremiah 8:11).            
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Part Five                     

PREDICTING 
THE FUTURE

In this fi nal section of EconoPower, I look at how the economics 
 profession has improved its ability to forecast the stock market, infl a-
tion, and the economy.  Economists used to be the butt of many jokes, 

but with several high-profi le cases of accurate predictions, the media is no 
longer laughing.   
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    New Yale 
Forecasting Model 
 Has the Irving Fisher Curse Been Lifted?           

  People in much of the world are still overconfi dent that the stock market, 
and in many places the housing market, will do extremely well, and this 
overconfi dence can lead to instability. 

  — Robert Shiller (2005)  1     

 Yale professor Irving Fisher (1867 – 1947) is the father of monetary 
economics and is considered by many economists ( for example, 
James Tobin and Milton Friedman) to be the greatest American 

economist who ever lived. Born in 1867 in New York, the son of a cler-
gyman, Fisher excelled in mathematics and graduated fi rst in his class at 
Yale University. Under the infl uence of Social Darwinist William Graham 
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Sumner, he developed an interest in economics, devoting the rest of his 
life to the study of money, prices, and the economy. After obtaining his 
Ph.D. from Yale, he married, had children, and settled down to living the 
life of a professor and author. He authored dozens of books on monetary 
economics, healthy living (having survived tuberculosis), and investing in 
the stock market. In 1918 he was elected president of the American Eco-
nomic  Association, and later helped found the Econometric Society. 

 A creative mind, he invented a card index system (today ’ s Rolodex), 
which he sold for Remington Rand stock. At the height of the Wall 
Street bull market, his Remington  “ A ”  stock was valued at  $ 10 million. 
In addition to teaching economics at Yale, Fisher became a fi nancial 
advisor and became known as the  “ Oracle on Wall Street, ”  and was 
quoted frequently in the fi nancial media. 

 Fisher was an incurable New Era optimist who believed that the 
Roaring Twenties would usher in a new and better world. He was a 
promoter extraordinaire of the bull market on Wall Street. With the 
Federal Reserve in control of the monetary system, Fisher was convinced 
that the business cycle had been abolished, and with stable prices in the 
1920s, he was unconcerned about the  “ orgy of speculation ”  on Wall 
Street, even though stocks had tripled on average in only seven years 
leading up to 1929. 

 When Boston fi nancial advisor Roger Babson warned investors of 
an impending crash in early September 1929, Fisher dismissed this dire 
prediction with his now infamous statement,  “ stock prices have reached 
what looks like a permanently high plateau. ”   2   His monetary theories 
completely failed him, and both his reputation and fi nancial status were 
destroyed in the 1930s. He never recovered, and died a broken man 
in 1947. 

 Yale University has never quite lived down Fisher ’ s famous forecast, 
and economists ’  forecasts have always been viewed with suspicion. As 
Paul Samuelson once commented in humor,  “ Economists have pre-
dicted seven of the past three recessions. ”  

 Interestingly, in 1988, three econometricians from Harvard and 
Yale reviewed the monetary model and data that Irving Fisher used to 
forecast the economy and, using modern - time series analysis, ran the 
most sophisticated regression analysis and econometric techniques to 
see if they could predict the crash and depression. They came to the 
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remarkable conclusion that Fisher  “ would be justifi ed in appearing 
optimistic about the economy on the eve of and in the months fol-
lowing the Crash. ”  Why? Not because Fisher ’ s model was defective, 
but because the 1929 stock market crash and the Great Depression was 
 “ unforecastable! ”   3   

 Reading this paper by three top econometricians was not especially 
comforting in light of recent fears of growing macroeconomic instability 
due to stock market and real estate bubbles that might unleash havoc 
around the fi nancial world.  

  A New Macro Model at Yale 

 But as I headed up to Yale University in the fall of 2006, I felt a sense of 
optimism about the future of economic forecasting—that maybe things 
weren ’ t as bad as I thought. There I met Robert Shiller, professor of 
economics, who had written a bestseller entitled  Irrational Exuberance,  
which was published in 2000 at the height of the bull market in tech-
nology stocks. In fact, the book was released in March, 2000, the very 
top of the Nasdaq market. In this prescient work, Shiller predicted that 
 “ the present stock market displays the classic features of a  speculative 
bubble,  ”  and warned that the future outlook for stocks was  “ likely to be 
rather poor — and perhaps even dangerous. ”   4   He was absolutely right, 
not only about the direction of the markets, but the timing. 

 Looking back, I fi rst thought his forecasting model was more 
coincidence than science, but then in late 2005 he came out with the 
second edition of  Irrational Exuberance.  In the new edition, he added 
a chapter on U.S. real estate, where he pointed clearly to an unprec-
edented and unsustainable  “ rocket - taking - off  ”  effect in home values 
starting in 1997.  “ We are increasingly feeling worried and vulnerable, ”  
he declared, warning investors that a similar  “ market bubble ”  could be 
a  “ dangerous ”  investment. Within a year, real estate prices in the hottest 
markets (especially Florida, California, and Nevada) peaked out, culmi-
nating in falling prices, higher inventories, and a collapse in the sub-
prime mortgage lending in 2007. 

 When I interviewed Professor Shiller, my fi rst question was,  “ Given 
your incredible success in predicting the tops in stocks and real estate, 
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and David Swensen ’ s spectacular returns managing the Yale endowment 
fund, has the Irving Fisher curse fi nally been lifted from Yale University? ”  
He was hopeful.  “ Well, I suppose so, ”  he responded with a grin. 

 In one way Shiller is like Fisher. In addition to being a full - time pro-
fessor, Shiller is a businessman - economist and entrepreneur. He recently 
founded a company called MacroMarkets LLC, which helps create new 
marketplaces, including Exchange Traded Funds (ETFs), to expand risk 
management. He helped create a futures and options market on the 
Chicago Mercantile Exchange for U.S. residential real estate (at the top 
of the market!). For more information on his company, go to  www
.macromarkets.com . 

 On a more serious note, how is Shiller ’ s forecasting model distinct 
from the econometric models of the past that have failed to antici-
pate changes in the trends in stocks, bonds, and real estate? His book, 
 Irrational Exuberance,  is a study in human behavior and the psychology 
of speculation in fi nancial markets.  “ Behavioral and fi nancial econom-
ics are gaining a lot of momentum and is the most exciting thing that ’ s 
happening in economics now. But it tends to be in the business school, ”  
he told me. 

 He works with other behavioral economists, such as Richard Thaler 
at Chicago and Karl Case at Wellesley College, and organizes behavioral 
fi nance workshops at the National Bureau of Economic Research to 
examine market bubbles in stocks, bonds, real estate, and commodities, 
and how markets become overvalued or undervalued from historical 
trends due to infl uences of the media, government policy, and  “ animal 
spirits, ”  Keynes ’ s phrase for herd instinct.  “ Ultimately, we learn how to 
forecast by looking at past episodes, ”  Shiller remarks.  5   When markets 
move outside the normal long - term trend, on either side, it does 
not mean for sure that recent movements in prices are unsustainable 
and must return to the long - term direction, but it is time to be cau-
tious.  “ My approach in behavioral economics is to look for insights, and 
not just the data. One must look at the broadest possible picture to see 
what ’ s going on. One must use your intuitive faculties, and recognize 
patterns, ”  he explained. 

 According to Shiller, an astute observer can do well in the fi nancial 
markets.  “ It is a competitive business, and most money managers can ’ t 
beat the market. But there is a reward to sound, intelligent research. 
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Successful investing requires inspiration, a special effort of commitment 
of time and energy, and attention and focus. One of the reasons inves-
tors make mistakes is because they don ’ t pay enough attention. People 
are capable of extraordinary brilliance, but they don ’ t often know 
where to apply it. They end up following the herd and not thinking 
independently. It ’ s not just a matter of smarts. It ’ s a matter of being able 
to sustain interest. ”               
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    Forecasting Elections 
 Economists Do It Better!           

  It is the competition of profi t - seeking entrepreneurs that does not tolerate the 
preservation of false prices . . .  . 

  — Ludwig von Mises  1     

 In the spring of 1988, three economists at the University of Iowa —
 Forrest Nelson, Robert Forsythe, and George Newmann — were 
having lunch together and the subject of the Michigan Democratic 

Primary came up. The polls had shown Michael Dukakis ahead in the pri-
mary, but Jesse Jackson turned out to be the surprise winner the night 
 before.  “ How could the pollsters be so wrong? ”  asked one of the econo-
mists.  “ If traders on the COMEX in Chicago set the November price of 
corn that badly, they would be out of a job! ”  said another. It was the last 
comment that got the economists thinking. Could there be a futures 
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 market in political races where traders might do a better job of forecasting 
elections than the pollsters? 

 Thus began the Iowa Electronic Markets (IEM) program. Since 1988, 
the economics faculty at the Henry B. Tippie College of Business at the 
University of Iowa, steeped in statistics and economic analysis more than 
political science, has offered its own version of predicting elections. IEM 
offers futures contracts on the outcome of presidential and congressional 
elections, and occasionally important senate races. Traders bet money (up 
to  $ 500 per person) on who is going to win the presidential race and 
whether Republicans or Democrats will control Capitol Hill.  

  Which Forecasts Better: Gallup or  IEM ? 

 What have been the results? So far the evidence is clear that IEM traders 
as a whole do a much better job than professional pollsters in predict-
ing election outcomes, and at far less expense. Summarizing the evidence 
from 49 IEM election markets between 1988 and 2000, fi nancial econ-
omists from Iowa concluded that (a) election - eve prediction errors by 
IEM traders averaged less than 2 percent, ( b) polling proved to be more 
volatile during the election campaign, and (c), approximately 70 percent 
of the time, IEM traders bettered the pollsters in predicting the percent-
age outcome of each election during the campaign period.  “ The market 
[IEM] appears to forecast the election outcomes more closely than polls 
months in advance, ”  they state.  2   And this despite the fact that IEM trad-
ers differ greatly from a representative sample of voters. 

 The three Iowa professors recently updated the statistics and found 
that the IEM has improved its ability to predict elections compared to the 
professional pollsters. They conclude:  “ We compared market predictions 
to 964 polls over the fi ve presidential elections since 1988.  The market 
is closer to the eventual outcome 74 percent of the time. Further, the 
market signifi cantly outperforms the polls in every election when fore-
casting more than 100 days in advance. ”   3    

  Who Won in 2000: Bush or Gore? 

 The IEM has run markets in fi ve U.S. presidential elections. The 
political futures markets predicted with great accuracy the election 
of George H. W. Bush in 1988, Bill Clinton in 1992 and 1996, and 
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George W. Bush ’ s reelection in 2004. What about 2000? Here the 
Iowa futures market predicted an extremely close race. According to 
the futures market, George W. Bush and Al Gore were neck - and - neck 
from May until September, when Gore opened a slight lead. Through 
the debates, Gore ’ s lead evaporated, and Bush barely pulled ahead. But 
two days before the election, the lead switched to Gore. Then, fi nally, 
on election eve, it barely switched back to Bush. In contrast, the polls 
showed Bush with large leads from April through mid - August, a 
 relatively large Gore surge (the traditional convention bounce) until 
mid - September, and a relatively large Bush resurgence into the elec-
tion night.  “ Thus, through the election, the IEM showed a close race 
in absolute terms and a closer race than the polls did. ”   4   

 However, the IEM traders still predicted a slight victory in the 
popular vote for Bush on election night, when in fact Gore won by 0.2 
percent while still losing the electoral college by one vote. Thus, inter-
estingly, traders who paid approximately  $ 510 on election eve betting 
that Bush would win, lost their entire investment, while those who paid 
approximately  $ 480 betting that Gore would win, earned  $ 1,000 payoff. 
The winner - take - all market for president was based on plurality of 
votes, not electoral college votes. For both Republican and Democratic 
traders, the 2000 presidential election was a bittersweet experience. 

 Like the futures markets in Chicago and New York, IEM specula-
tors can still be on the wrong side of the trade, and the overall market 
consensus can, like the pollsters, still make mistakes. Another prediction 
error occurred in the 2006 congressional elections. The IEM traders 
predicted that the Democrats would win the House (accurate) and that 
the Republicans would retain the Senate (inaccurate). The best we can 
say is that the futures markets in politics do tend to minimize errors —
 they are right most of the time. But so are the polls.  

  Why Speculators Outperform Pollsters 

 The more interesting question is: Why are futures traders better fore-
casters of elections than professional pollsters? Is it luck, or do they 
have some economic advantages? Economists give two basic reasons. 
First, traders appear to have a stronger profi t motive in predicting the 
outcome of an election. Because they are putting their own money at 
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risk, they tend to be more confi dent in their predictions, and willing 
to spend the time and effort to investigate more deeply the potential 
strength and weaknesses of candidates. Admittedly, Gallup and other 
professional pollsters also have a fi nancial interest in making accurate 
forecasts of elections, but they are at a decided disadvantage. The estab-
lishment media poll potential voters with the question,  “ If the election 
were held today, who would you vote for? ”  To be more accurate, they 
should be asking voters,  “ Who would you bet to win the election in 
November? ”  Consequently, the public has less of a vested interest in 
taking the question seriously. Their answers can be fi ckle, and some-
times they may even lie. As a result, published polls vary signifi cantly 
over time and between polling surveys. Sometimes the polls are down-
right wrong, the most famous being the Truman - Dewey presidential 
election of 1948. 

 Second, the market aggregates the diverse information of traders in 
a more dynamic, effi cient manner. The Austrian economist F. A. Hayek 
suggested this point years ago when he noted that markets have a dual 
role. They allocate resources to their most productive use, and, through 
the discovery process, they rapidly provide information about the value 
of these resources.  5   

 Traditional methods of predicting elections, such as polling, have 
some diffi culty in estimating the dynamic forces at work during an 
election, while IEM traders incorporate polls, marketing surveys, eco-
nomic data, charismatic appeal, and other information to improve their 
predictive power. Individual voters have little incentive to become 
experts on the outcome of an election — they tend to vote their con-
science or vested interest — while the speculator needs to take into 
account as much relevant information as possible to be successful in 
the marketplace. 

 Who is likely to win control of the House and the Senate or the 
Presidency in November? Check out  www.biz.uiowa.edu/iem .  You can 
watch the results whether you bet or not.            
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What Drives the 
 Economy and Stocks 
 Consumer Spending or Business Investment?           

  Though not one in a thousand recognizes it, it is business, not consumers, 
that is the heart of the economy. When businesses produce profi tably, they 
create income - paying jobs and then consumers spend. Profi table fi rms also 
purchase new equipment because they need to modernize and update all 
their tools, structures and software. 

  — Larry Kudlow,  KUDLOW AND COMPANY,  CNBC - TV   

 We hear it all the time on the news: 

   “ What the consumer does is the most important thing. ”   
   “ If the consumer stops spending, we ’ re in big trouble. ”   

   “ If the consumer doesn ’ t spend the tax cut, it won ’ t help the recovery. ”   
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   “ The Consumer Expectations Index is down this month . . .  . This is 
bad news for the economy and the stock market. ”     

 During the most recent 2001 – 2003 global recession, most reporters 
focused on consumer spending. In 2001, the French government, fear-
ful that their citizens were not buying enough, increased government 
spending by 6 percent. Slowing retail sales in Europe  “ will spoil the 
party, ”  warned  The Economist  magazine. In Japan, economic analysts con-
tended that Japanese consumers were saving too much, and the only way 
to jump-start the giant Asian economy was to get Japanese consumers to 
stop saving and start spending. 

  “ What the consumer does is the No. 1 issue for the economic out-
look, ”  stated Edward McKelvey, senior economist at Goldman Sachs. 
In the United States, pundits on CNN and CNBC frequently warned in 
2001,  “ If the Bush tax rebates are saved, and not spent, they will do 
nothing for the economic recovery. ”  

 Yet the reality is that consumer spending is the effect, not the cause, 
of a productive, healthy economy. Renewed business spending on capital 
goods, tax cuts, lower interest rates, and productivity are more signifi cant 
than a spurt in consumer spending. In a business cycle turnaround, pro-
duction and investment come fi rst, followed by retail spending.  

  The Importance of Say ’ s Law 

 This truth prevails in the marketplace: It ’ s supply — not demand — that 
drives the economy. Productivity and saving are the keys to economic 
growth. This principle was discovered and developed by the brilliant 
French economist Jean - Baptiste Say in the early nineteenth century 
and is known as Say ’ s Law.  1   

 Say used an agricultural example in his textbook to prove Say ’ s Law. 
Suppose a farming community has a good harvest.  “ The greater the 
crop, the larger are the purchases of the growers. ”  On the other hand, 
what happens if there is a shortfall or famine?  “ A bad harvest, on the 
contrary, hurts the sale of commodities at large. ”  

 To use a modern example, look at Seattle. When Bill Gates cre-
ated Microsoft, many employees became wealthy, even millionaires, and 
Seattle ’ s economy boomed. Consumer spending rose rapidly. But what 
happened when the federal government sued Microsoft in the late 
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1990s, and Microsoft stock fell? The boom ended in Seattle for a while, 
and consumer spending slowed down. It is clear in the business cycle 
that business spending drives the economy; consumer spending follows.  

  What the Leading Economic 
Indicators Are Telling Us 

 Let ’ s examine how important consumer spending and the investment 
sector are when it comes to the leading economic indicators. Here we 
see that both sectors infl uence economic performance, but the busi-
ness sector appears to play a stronger role. If we look at the Index of 
Leading Economic Indicators in nine major countries, which is pub-
lished monthly by the Conference Board ( www.conferenceboard.org ), 
here are the results: 

  Of the nine leading indicators of Germany compiled by the Confer-
ence Board, two are linked to consumer spending: the consumer 
confi dence index and the consumer price index for services. The rest 
are connected to earlier - stage production, such as inventory changes, 
new purchases of capital equipment, and new construction orders.  
  Among France ’ s 10 leading indicators, 2 are consumer related, and the 
remainder are tied to commercial measures such as stock prices, pro-
ductivity, building permits, the yield spread, and new industrial orders.  
  The UK ’ s leading indicators are linked to export volume, new orders 
in engineering industries, inventories, housing starts, and money supply. 
The Consumer Confi dence Index is the lone consumer indicator.  
  None of Japan ’ s leading indicators are consumer related: overtime 
worked in manufacturing, business conditions survey, labor produc-
tivity, real operating profi ts, and new orders for machinery and 
construction.  
  Mexico ’ s six indicators include a monthly survey of inventories, 
industrial construction, stock prices, interest rates, and the cost of 
crude oil. Retail sales is a coincident indicator in Mexico.  
  In the United States, the Conference Board highlights the Consumer 
Confi dence Index, while the other nine indicators are only remotely 
related to fi nal use, such as manufacturers ’  new orders for consumer 
goods and materials, building permits, average weekly manufacturing 
hours, stock prices, and new orders for nondefense capital goods.     

•

•

•

•

•

•
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  What about the Consumer Confi dence Index? 

 But what about the Consumer Confi dence Index that the media high-
lights every month? Isn ’ t it a leading economic indicator? Indeed it is, 
but surprisingly the Consumer Confi dence Index appears to be more 
about business conditions than consumer attitudes. Here are the ques-
tions consumers are asked to determine their  “ expectations ” : 

   1.   Are current business conditions good, bad, or normal?  
   2.   Do you expect business conditions to be good, bad or normal over 

the next six months?  
   3.   Are jobs currently plentiful, not so plentiful, or hard to get?  
   4.   Do you expect jobs to be more plentiful, not so plentiful, or hard to 

get over the next six months?  
   5.   Do you plan to buy a new/used automobile/home/major appliance 

[Note: These are all durable consumer goods, not unlike durable 
capital goods] within the next six months?  

   6.   Are you planning a U.S. or foreign vacation within the next six 
months?    

 In other words, the much - touted  “ consumer ”  confi dence index is more 
a forecast on the outlook for business, employment, and durable goods than 
retail sales and consumer spending. It does not ask any questions about cur-
rent consumption patterns other than durable goods. It asks nothing about 
food, clothing, entertainment, and other short - term buying, because these 
expenditures seldom change from month to month.  

  Why Doesn ’ t the Conference Board Include 
 Corporate Profi ts as a Leading Indicator? 

 It should also be pointed out that corporate profi ts have been one of the 
best forecasters of recessions. In fact, corporate profi ts are usually the fi rst 
indicator of a coming boom or bust. They tend to peak a year before a 
recession offi cially begins. Yet oddly enough, the U.S. Leading Economic 
Indicators Index put out by the Conference Board does not include cor-
porate profi ts in its list of 10 indicators. Why? It ’ s because corporate prof-
its are released quarterly, and the U.S. Leading Economic Indicators Index 
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comes out monthly. Consequently, they don ’ t use corporate profi ts as an 
indicator, even though it ’ s better than most of the other business cycle 
statistics! This is just one example of the many methodological problems 
facing the Conference Board ’ s Index of Leading Economic Indicators. 

 The reality is that business and investment spending are the true 
leading indicators of the economy and the stock market. If you want to 
know where the stock market is headed, forget about consumer spend-
ing and retail sales fi gures. Look to manufacturing, capital spending, and 
productivity gains.  

  Beware of Keynes ’ s Law 

 The reason we hear so much about the consumer is because we are still 
under the infl uence of Keynesian economics, which teaches us  “ Keynes ’ s 
Law, ”  that demand creates supply . . .  . Keynes ’ s Law is just the opposite 
of Say ’ s Law, supply creates demand. According to Keynes, consumer 
spending drives the economy, and saving is bad when the economy is in 
a short - term contraction. 

 One of the reasons for this  “ consumer spending ”  myth is how we 
fi gure Gross Domestic Product (GDP). Economists note that personal 
consumption expenditures are the largest sector of GDP, representing 
approximately 70 percent. This statistic has led the press to make statements 
like this one from the Associated Press:  “ Analysts watch consumer spending 
closely because it represents roughly two - thirds of all economic activity. ”  

 But is consumption the largest and most important part of the 
economy? In fact, it ’ s not. Journalists should know that GDP is not meant 
to be a complete measure of all activity or spending in the economy. 
GDP measures only  fi nal  output of goods and services. It deliberately 
leaves out all intermediate production or goods - in - process, that is, all the 
sales of products in earlier stages of production, such as steel in car 
 production. Why? Because GDP is meant to measure only fi nished goods 
and services — usable products in homes, businesses, and government. To 
include spending at every stage of production would be double and 
triple counting. For example, in bread making, it would count both the 
wheat and the fl our in the value of the bread. Yet GDP is only inter-
ested in the fi nal usable product — the bread that people consume at home.  
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  Gross Domestic Expenditures ( GDE ): 
A New Measure of  Total Economic Activity 

 Economists are also interested in intermediate production processes, the 
stages   of   production that lead to fi nal output. This process begins in 
the earliest stages of commodity production resource development, 
such as R & D; then leads to manufacturing and semimanufacturing 
production; wholesale and distribution channels; and ultimately all the 
way to fi nal sales at the retail level. 

 To measure all transactions in the economy, we must add up all 
sales of goods and services at every stage of production, not just the 
fi nal stage. There are literally millions of intermediate transactions 
occurring prior to the sale of fi nished goods and services to fi nal users. 
In my book,  The Structure of Production,  I developed a new national sta-
tistic to measure total spending in the economy called Gross Domestic 
Expenditures (GDE).  2   

 For example, for 2005, I estimate that GDE — total spending in the 
economy — amounted to approximately  $ 27 trillion, compared to fi nal 
output (GDP) of  $ 12.5 trillion for 2005. As a percentage of GDE, personal 
consumer expenditures amounted to  $ 8.75 trillion, or only 32 percent 
of total spending in the economy, not 70 percent as previously reported. 
On the other hand, gross business expenditures — adding together pri-
vate investment and intermediate business spending — came to  $ 14.6 
trillion, or approximately 54 percent of GDE. Thus, we see that busi-
ness investment is substantially larger than consumer spending in the 
economy.  

   U.S.  Commerce Department Introduces 
New Macro Statistic 

 In years past, economists determined the value of intermediate produc-
tion through input - output statistics collected every fi ve years from cen-
sus and IRS data. In recent years, however, the Bureau of Economic 
Analysis (BEA) of the U.S. Commerce Department has recognized the 
need for an annual measure of total spending in the economy and has 
introduced a new national - income statistic called Gross Output (GO). 
It seeks to determine the value of output at all stages of production, 
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including services. However, while Gross Output is a step in the right 
direction, it is not a complete measure of total spending in the econ-
omy. It leaves out some wholesale and retail expenditures. Still, Gross 
Output measures almost twice the size of GDP.  3   

 In sum, stimulating consumer spending in the short run will 
undoubtedly encourage some lines of business activity. If people go on 
a buying spree at a local grocery store or mall, merchants and their 
suppliers will see sales and production rise. But the consumer spend-
ing binge cannot last when the credit card bills come due, and more 
spending by consumers is not likely to help construct a bridge, build a 
hospital, pay for a research program to cure cancer, or provide funds for 
a new invention or a new production process. Only a higher level of 
saving will do that. Thus, in nations following Keynesian proconsump-
tion policies, it is not surprising to see luxurious retail stores and malls 
alongside dilapidated roads and infrastructure. Their consumption/
investment ratio is systematically out of balance. Before he died, man-
agement guru Peter Drucker chastised the United States for a  “ crisis in 
productivity and capital formation ”  and  “ under investing on a massive 
scale. ”   4   

 Saving, investing, and capital formation are the principal ingredi-
ents of economic growth. Countries with the highest growth rates are 
those that encourage saving and investing, and invest in new produc-
tion processes, education, technology, infrastructure, and labor - saving 
devices. Such investing in turn results in better consumer products at 
lower prices. Such countries do not seek to artifi cially promote con-
sumption at the expense of saving. Stimulating the economy through 
excessive consumption or wasteful government programs may provide 
artifi cial stimulus in the short run, but cannot lead to genuine prosper-
ity in the long run. 

 Using our new statistic, GDE, we now see that cutting taxes on 
businesses and investments will have a dramatically favorable effect, far 
more than previously thought. When business investment represents over 
50 percent of the economy, not 15 percent, reducing investment taxes 
on interest, dividends, and capital gains can clearly have a multiplying 
impact on the nation ’ s economy. 

 In sum, it is capital investment, not consumer spending, that ultimately 
drives an economy. As Ludwig von Mises declared years ago,  “ Progressive 
capital accumulation results in perpetual economic betterment. ”   5              
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The Midas Metal 
 A Golden Comeback           

  A more timeless measure is needed; gold fi ts the bill perfectly. 
  — Mark Mobius, Templeton Money Manager    

  Gold maintains its purchasing power over long periods of time, for example, 
half - century intervals. 

  — Roy Jastram,  THE GOLDEN CONSTANT   1     

 W hen speaking of the Midas metal, I ’ m reminded of Mark 
Twain ’ s refrain,  “ The reports of my death are greatly exag-
gerated. ”  During the 1990s, after years of central - bank 

selling and a bear market in precious metals, the  Financial Times  declared 
the  “ Death of Gold. ”  But it wasn ’ t dead, it was hibernating.  
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  What ’ s Missing from This Picture? 

 During the disinfl ationary decades of the 1980s and 1990s, I battled 
with the editors of the  Wall Street Journal  and the  New York Times  about 
the importance of gold as an indicator of global infl ation and geopolitical 
instability. During this period, gold was relatively moribund, and the estab-
lishment press ignored the Midas metal. In the fi nancial pages, the  Times  
highlighted oil, not gold, as the best infl ation signal. The front page of the 
 Wall Street Journal  listed a dozen market indicators, including stocks, bonds, 
currencies, and commodities, including oil, yet omitted gold. 

 But that all changed in the new millennium. Gold came back to life 
in 2001, after the terrorists ’  attacks launched a new infl ationary era of big -
  government spending and easy money. It is now move than  $ 800 an ounce.  

  Return to the Gold Standard? 

 Following the Asian fi nancial crisis in 1997 – 1998, Mark Mobius, the 
famed Templeton manager of emerging markets, advocated the creation of 
a new regional currency, the  asian,  convertible to gold, including the issu-
ance of Asian gold coins.  “ All their M1 money supply and foreign reserves 
would be converted into asians at the current price of gold. Henceforth 
asians would be issued only upon deposits of gold or foreign - currency 
equivalents of gold. ”  Mobius castigated the central banks of Southeast 
Asia for recklessly depreciating their currencies. As a result,  “ many busi-
nesses and banks throughout the region have become bankrupt, billions of 
dollars have been lost, and economic development has been threatened. ”  
Why gold?  “ Because gold has always been a store of value in Asia and is 
respected as the last resort in times of crisis. Asia ’ s history is strewn with 
fallen currencies . . .  . The beauty of gold is that it limits a country ’ s ability 
to spend to the amount it can earn in addition to its gold holdings. ”   2    

  Not Just Another Commodity 

 Although Mobius ’ s monetary proposal has not gone anywhere, Asian central 
bankers, including the Bank of China, have continued to accumulate large 
amounts of gold. Recent studies give support to Mobius ’ s plan. According 
to these studies, gold has three unique features: First, gold provides a stable 
numeraire for the world ’ s monetary system, one that closely matches the 
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 “ monetarist rule. ”  Second, gold has had an amazing capacity to maintain 
its purchasing power throughout history, what the late Roy Jastram called 
 “ The Golden Constant. ”  And, third, the yellow metal has a curious ability 
to predict future infl ation and interest rates. 

 Let ’ s start with gold as a stable monetary system. With most com-
modities, such as wheat or oil, the  “ carryover ”  stocks vary signifi cantly 
with annual production. Not so with gold. Historical data confi rm that 
the aggregate gold stockpile held by individuals and central banks always 
increases and never declines.  3   Moreover, the annual increase in the 
world gold stock typically varies between 1.5 and 3 percent, and seldom 
exceeds 3 percent. In short, the gradual increase in the stock of gold 
closely resembles the  “ monetary rule ”  cherished by Milton Friedman 
and the monetarists, where the money stock rises at a steady rate. 

 Compare the stability of the gold supply with the annual changes in the 
paper money supply held by central banks. The G - 8 money -  supply index 
rose as much as 17 percent in the early 1970s and as little as 3 percent in 
the 1990s and 2000s. Moreover, the central banks ’  monetary policies were 
far more volatile than the gold supply. On a worldwide basis, gold proved to 
be more stable and less infl ationary than a fi at money system. 

 Critics agree that gold is inherently a  “ hard ”  currency, but complain 
that new gold production can ’ t keep up with economic growth. In 
other words, gold is too much of a hard currency. As noted, the world 
gold stock rises at a miserly annual growth rate of less than 3 percent 
and oftentimes under 2 percent, while GDP growth usually exceeds 3 or 
4 percent and sometimes 7 or 8 percent in developing nations. The result? 
Price defl ation is inevitable under a pure gold standard. Critics are correct 
that gold - supply growth is not likely to keep up with real GDP growth. 
Only during major gold discoveries, such as in California and Australia 
in the 1850s or South Africa in the 1890s, did world gold supplies grow 
faster than 4 percent a year. Because of defl ationary pressure, the chances 
of going back on a classical gold standard are remote.  

  Gold as an Infl ation Hedge 

 What about gold as an infl ation hedge? Berkeley professor Roy Jastram 
and others have demonstrated the relative stability of gold in terms 
of its purchasing power — its ability to maintain value and purchasing 
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power over goods and services over the long run. But the emphasis 
must be placed on the long run. In the short run, gold ’ s value depends 
a great deal on the rate of infl ation and therefore often fails to live up 
to its reputation as an infl ation hedge. 

 The classic study on the purchasing power of gold is  The Golden 
Constant: The English and American Experience, 1560 – 1976,  by Roy 
W. Jastram, late professor of business at the University of California, 
Berkeley.  The book, now out of print, examines gold as an infl ation 
and defl ation hedge over a span of 400 years.  

  Two Amazing Graphs 

 Jastram ’ s work and updated data by the American Institute for Economic 
Research in Great Barrington, Massachusetts, tell a powerful story: 

 1.   Gold always returns to its full purchasing power, although it may 
take a long time to do so  .

  2.  The price of gold became more volatile as the world moved to a fi at 
money standard beginning in the 1930s. Note how gold has moved 
up and down sharply as the pound and the dollar have lost purchasing 
power since going off the gold standard. (See Figures  34.1  and  34.2. )      

 In my economics classes at Rollins College and Columbia University, 
I demonstrate the long - term value of gold by holding up a  $ 20 St. Gaudens 
double - eagle gold coin. Prior to 1933, Americans carried this coin in their 
pockets as money. Back then, they could buy a tailor - made suit for one 
double eagle, or  $ 20. Today this same coin — which is worth between  $ 900 
and  $ 1,200, depending on its rarity and condition — could buy the same 
tailor - made suit. Of course, the double - eagle coin has numismatic, or rarity, 
value. A one - ounce gold - bullion coin, without numismatic value, is worth 
only around  $9 00 today. Gold has risen substantially in dollar terms but has 
not done as well as numismatic U.S. coins. 

 The price of gold bullion was over  $ 800 an ounce in 1980 and 
steadily declined in value for nearly two decades. Now it is making a 
comeback. Is gold a good infl ation hedge? Indeed, the record shows 
that when the infl ation rate is steady or declining, gold has been a poor 
hedge. The yellow metal (and mining shares) typically responds best to 
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 Figure 34.1 Purchasing Power of Gold and British Pound, 1560 – 2006   
Source: American Institute for Economic Research.
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 Figure 34.2 Purchasing Power of Gold and  U.S.  Dollar, 1792 – 2006   
Source: American Institute for Economic Research.
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accelerating infl ation. Over the long run, the Midas metal has held its own, 
but should not be deemed an ideal or perfect hedge. In fact, U.S. stocks 
have proven to be much more profi table than gold as an investment. 

 The work of Wharton professor Jeremy Siegel demonstrates that 
U.S. stocks have far outperformed gold over the past two centuries. 
Like Jastram, Siegel confi rms gold ’ s long - term stability. Yet gold can ’ t 
hold up to the performance of the U.S. stock market. As he demon-
strates in  Stocks for the Long Term,  stocks have far outperformed bonds, 
T - bills, and gold. Why? Because stocks represent higher economic 
growth and productivity over the long run. Stocks have risen sharply 
in the twentieth century because of a dramatic rise in the standard of 
 living and America ’ s free - enterprise system. 

 When price infl ation accelerates, industrial stocks tend to do poorly 
and gold stocks shine. As Siegel states, while stocks are excellent long -
 term hedges against infl ation, they  “ are not good shorter - term hedges 
against infl ation. ”   4   Price infl ation is the key indicator: When the rate of 
infl ation moves back up, watch out. Stocks will fl ounder and gold will 
come back to life. (See Figure  34.3 .)   
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 What ’ s left for the yellow metal? I see two essential functions for 
gold: fi rst, a profi table investment when general prices accelerate and, sec-
ond, an important barometer of future price infl ation and interest rates.  

  Gold as a Profi table Investment 

 Since the United States went off the gold standard in 1971, gold bullion 
and gold mining shares have become well - known cyclical investments. 
Investors should be warned of the volatile nature of gold and mining 
stocks, with mining shares tending to fl uctuate more than gold itself. 
The gold industry can provide superior profi ts during an uptrend and 
heavy losses during a downtrend. 

 One of the reasons for the high volatility of mining shares is their 
distance from fi nal consumption. Mining represents the earliest stage of 
production and is extremely capital intensive and responsive to changes 
in interest rates.  5   Gold stocks should not be viewed as buy and hold 
investments, given their inherent volatility.  

  Gold as a Forecaster 

 However, gold has the amazing ability to forecast accurately the direc-
tion of the general price level. In the mid - 1990s, John List (then an 
economist at the University of Central Florida and now at Chicago) and 
I developed a forecasting model for infl ation. We tested three commod-
ity indexes (Dow Jones Commodity Spot Index, crude oil, and gold) to 
determine which one best anticipated changes in the Consumer Price 
Index (CPI) between 1970 and 1992. It turned out that gold proved to 
be the best indicator of future infl ation as measured by the CPI. The lag 
period is about one year. That is, gold does a good job of predicting the 
direction of the CPI a year in advance. (All three indexes did a poor job 
of predicting changes in the CPI on a monthly basis.) 

 In sum, if you want to know the future of price infl ation, watch 
the gold traders at the New York Mercantile Exchange. If gold enters a 
sustained rise, expect higher infl ation in the future. 
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Today,  the Wall Street Journal and CNBC highlight the price of 
gold. Fed chairmen and G - 7 central bankers watch it closely. Referring 
to the easy - money, low - interest-rate strategy of the Federal Reserve in 
2003 – 2004, the  Wall Street Journal  editorialized,  “ The Fed was feeding 
infl ationary expectations that hadn ’ t been seen since the late 1970s. The 
price of gold is one rough proxy for those expectations, and the gold 
chart suggests the magnitude of its mistake. ”   6   

 Gold is the ultimate indicator.                           
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Chapter                                                                         35    

Is Another Great 
Depression Possible?           

  The American economy is depression - proof. 
  — Milton Friedman (1954)  1     

 I s another Great Depression possible, with collapsing stocks,  plunging 
corporate profi ts, and skyrocketing unemployment of 25 percent or 
more? Most economists agree with Milton Friedman who gave a 

speech on this topic in Sweden in 1954, arguing that government leaders 
and central bankers now understand the basic inner workings of the 
economy and have the technical tools to prevent a full - scale collapse. He 
referred to several institutional changes that make such an event incon-
ceivable, such as federal bank deposit insurance; abandonment of the 
 international gold standard; and the growth in the size of government, 
including welfare payments, unemployment insurance, and other built - in 
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stabilizers. Most importantly, the Federal Reserve knows not to repeat 
the mistakes of the past and how to avoid a monetary collapse at all costs 
(mainly injecting liquidity into the marketplace and banking system). 

 Certainly, Friedman’s prediction of no more depressions has been 
proven correct so far. We ’ ve had numerous contractions and recessions 
in the economy, and even a few stock market crashes, but we have avoided 
the big one, a massive Great Depression similar to the 1930s debacle. 

 Yet, I would like to suggest that even though another Great Depression 
may not be probable, it is certainly not impossible. We are depression -
  resistant, but not depression - proof. Before explaining, let ’ s review the signifi -
cance of the Great Depression, why it occurred, why it lasted as long as it 
did, and how we got out of the Depression.  

  The Impact of the Great Depression 

 The Great Depression of the 1930s may be a dim memory now, but its 
impact is still being felt in policy and theory. The prolonged Depression 
created an environment critical of laissez - faire policies and favorable 
toward ubiquitous state interventionism throughout the Western world. 
The Depression led to the Welfare State and boundless faith in Big 
Government. It caused most of the Anglo - American economics profes-
sion to question classical free - market economics and to search for radical 
anticapitalist alternatives, eventually converting to the new economics of 
Keynesianism and demand - side economics. 

 Prior to the Great Depression, most Western economists accepted the 
classical virtues of thrift, limited government, balanced budgets, the gold 
standard, and Say ’ s Law. While most economists continued to defend free 
enterprise and free trade on a microeconomic scale, they rejected tradi-
tional views on a macroeconomic level in the postwar period, advocating 
consumption over saving, fi at money over the gold standard, defi cit spend-
ing over a balanced budget, and active state interventionism over limited 
government. They bought the Keynesian argument that a free market was 
inherently unstable and could result in high levels of unemployed labor 
and resources for indefi nite periods. They blamed the Great Depression 
on laissez - faire capitalism and contended that only massive government 
spending during World War II saved the capitalist system from defeat. In 
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short, the Depression opened the door to widespread collectivism in the 
United States and around the world. 

 Fortunately, free - market economists have gradually punctured holes 
in these arguments, and the pendulum has slowly shifted toward a rees-
tablishment of classical free - market economics. Three questions needed 
to be addressed: What caused the Great Depression? Why did it last so 
long? Did World War II restore prosperity? Economic historian Robert 
Higgs had dubbed these three arenas of debate the Great Contraction, 
the Great Duration, and the Great Escape.  

  The Cause of the Great Contraction 

 Many free - market economists had attempted to answer the fi rst ques-
tion, including Benjamin M. Anderson and Murray N. Rothbard,  2   but 
none had the impact equal to Milton Friedman ’ s empirical  studies on 
money in the early 1960s. His was the fi rst effective effort to destroy 
the argument that the Great Depression was the handiwork of an inher-
ently unstable capitalistic system. Friedman (and his co - author, Anna 
J. Schwartz) demonstrated forcefully that it was not free enterprise, but 
rather government — specifi cally the Federal Reserve System — that caused 
the Great Depression. In a single sentence underlined by all who read 
it, Friedman and Schwartz indicted the Fed: From the cyclical peak in 
August 1929 to a cyclical trough in March 1933, the stock of money 
fell by over a third.  3   (This statement was all the more shocking because 
until Friedman ’ s work, the Fed didn ’ t publish money supply fi gures, 
such as M1 and M2!) 

 Friedman and Schwartz also proved that the gold standard did 
not cause the Depression, as some Keynesian economists have alleged. 
During the early 1930s, the U.S. gold stock rose even as the Fed per-
versely raised the discount rate and allowed the money supply to shrink 
and banks to collapse.  4    

  The Prolonged Slump 

 Economic activity and employment stagnated throughout the 1930s, 
causing a paradigm shift from classical economics to Keynesianism. 
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Friedrich Hayek, the Austrian economist who challenged Keynes in 
the 1930s, was so disheartened about the state of the free - world econ-
omy that he abandoned the study of economics in favor of political 
philosophy. 

 Why did the Depression last so long? Many free - market economists 
have picked up where Murray Rothbard ’ s  America ’ s Great Depression  left 
off, at the time Franklin Delano Roosevelt took offi ce in 1933. Gene 
Smiley (Marquette University) attempted an Austrian perspective on 
the perverse role of fi scal policy in the 1930s. I summarized the causes 
of stagnation and persistent unemployment, such as the Smoot - Hawley 
Tariff, tax increases, government regulation and controls, and prolabor 
legislation.  5   

 More recently, Robert Higgs of the Independent Institute has 
made an in - depth study of the 1930s ’  malaise and focused on the lack 
of private investment during this period. According to Higgs, private 
investment was greatly hampered by New Deal initiatives that destroyed 
investor and business confi dence, the key to recovery.  6   In short, the 
New Deal prolonged the depression.  

  What Got Us Out? 

 In another brilliant study, Higgs attacked the commonly held view that 
World War II saved us from the Depression and restored the economy to 
full employment. The war gave only the appearance of recovery, when 
in reality private consumption and investment declined while Americans 
fought and died for their country. A return to genuine prosperity — the 
true Great Escape — did not occur until after the war ended, when most 
of the wartime controls were abolished and most of the resources used 
in the military were returned to civilian production.  7   Only after the war 
did private investment, business confi dence, and consumer spending 
return to form.  8   

 In sum, it has been a long and hard - fought war to restore the case 
for free - market capitalism. Finally, through the path - breaking work of 
Friedman, Rothbard, Smiley, Higgs, and other scholars, we can now say 
the battle has been won.  
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  Can It Happen Again? 

 But what if government offi cials forget the lessons of the Great 
Depression? Here are several scenarios: 

   1.   The government could destabilize the economy by promising too 
much in entitlements, welfare payments, and war spending, threat-
ening bankruptcy and massive infl ation.  

   2.   The government could cause economic malaise and permanent 
recession by imposing excessive regulations, bureaucracy, and taxes 
on business and trade.  

   3.   A series of unexpected events could trigger a major fi nancial accident —
 a run on the dollar, a real estate crisis sudden shifts from one class of 
assets (such as government bonds) to another (such as gold, or a hard 
currency), a major terrorist attack, or a natural disaster — that could 
overwhelm the monetary authorities.    

 As long as the global fi nancial system is built on a volatile, destabiliz-
ing infl ationary policy coupled with a fragile fractional reserve  banking 
system and laissez - faire global markets, the possibility of fi nancial chaos 
and a subsequent economic cataclysm should not be discounted. For 
years governments have been able to respond effectively to a variety of 
crises, and the markets have recovered. But the most recent fi nancial 
panic is surely not the last, and one should never underestimate the abil-
ity of the global marketplace to react in unpredictable ways.            
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Chapter                                                 36    

Today ’ s Most 
Infl uential Economist?           

  But half a century later, it is Keynes who has been toppled and ________  , 
the fi erce advocate of free markets, who is preeminent. 

  — Daniel Yergin and Joseph Stanislaw  1     

 F ill in the blank. Who is the mysterious economist named above? 
Most of my colleagues named Milton Friedman, but in Daniel 
Yergin and Joseph Stanislaw ’ s bestseller book and PBS series, the 

Chicago economist runs a close second to  . . .  F. A. Hayek, the Austrian 
economist! 

 Why Hayek? Because, according to Yergin and Stanislaw, Hayek has 
done more than any other economist to debunk socialism in its many 
forms — Marxism, communism, and industrial planning — and to pro-
mote free markets as an alternative system. Hayek ’ s infl uence perfectly 
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illustrates John Maynard Keynes ’ s remark that politicians,  “ madmen in 
authority, ”  are the  “ slaves of some defunct economist. ”   2   

 Indeed, Hayek ’ s infl uence has been ubiquitous. As Yergin and 
Stanislaw point out,  The Road to Serfdom  greatly affected Margaret 
Thatcher in reforming Great Britain and raised doubts about industrial 
planning. Hayek ’ s criticisms of Keynesianism ( A Tiger by the Tail  ) called 
into question defi cit spending and the ability of the state to fi ne - tune 
the economy. His theory of decentralized knowledge and competition 
as a discovery process has had an impact on microeconomic theory and 
experimental economics. His work on the trade cycle and the dena-
tionalization of currencies has infl uenced monetary policy. His co -
 founding of the Mont Pelerin Society spread the gospel of free markets, 
property rights, and libertarian thought throughout the globe. And his 
books have been translated into several languages, including Chinese.  3   

 Yergin and Stanislaw ’ s revelation in  The Commanding Heights: The 
Battle Between Government and the Marketplace That Is Remaking the World  
is a monumental victory for market - based economics. It is all the more 
remarkable given Yergin ’ s background as an establishment journalist and 
author of  The Prize,  a Pulitzer Prize – winning book about big oil.  

  Other Austrian Heroes: Drucker 
and Schumpeter 

 In the early 1990s, I argued in  Economics on Trial  that the  “ next econom-
ics ”  would be the Austrian model, with its focus on entrepreneurship, 
microeconomics, disequilibrium, deregulation, savings, free enterprise, 
and sound money. But which Austrian economist to choose from? The 
most best - known Austrian in business circles is the late Peter Drucker, 
known for his emphasis on entrepreneurship, innovation, and investment 
capital as well as his denunciations of big government, excessive taxa-
tion, and Keynesian economics. For Drucker, the large corporation was 
the ideal social institution,  “ the modern free, non - revolutionary way ”  
and superior to big government as an ideal social institution for citi-
zens. Drucker ’ s style of management is Austrian through and through. 
Time, expectations, new information, and potential change in produc-
tion processes — all Austrian focal points — are constantly emphasized in 
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his writings and consultations. The manager must be an entrepreneur, 
not just an administrator. Innovation is essential. 

 In fi nancial circles, the premier Austrian economist is Joseph 
Schumpeter, who was born in Austria and taught at Harvard University 
until his death in 1950. He emphasized entrepreneurship, the dynamics 
of competitive markets, and the cycle of  “ creative destruction. ”  In fact, 
Peter Drucker predicted in an article,  “ Modern Prophets: Schumpeter 
or Keynes? ”  that  “ it is Schumpeter who will shape the rest of this cen-
tury, if not for the next thirty or fi fty years. ”   4    

  A Tale of Two Cities 

 Yergin and Stanislaw rightly point to two schools of free - market eco-
nomics responsible for the shift from government to private enterprise 
as the solution to world economic problems.  “ And the eventual victory 
of this viewpoint was really a tale of two cities — Vienna and Chicago, ”  
declare the authors.  5   

 In the judgment of many economists, Milton Friedman and the 
Chicago school have had even a greater infl uence than Hayek and 
the Austrians. Yergin acknowledges Friedman as  “ the world ’ s best - known 
economist, ”  noting that  “ the Chicago School loomed very large ”  in 
its sway on monetarism at the Federal Reserve and economic policy 
(under Ronald Reagan). And, of course, all top - ten textbooks in eco-
nomics have signifi cant sections on Friedman and his theories (mon-
etarism, natural rate of unemployment, welfare reform, privatization). 
Friedman and the Chicago school have mounted an effective counter -
 revolution to Keynesianism.  

  The Great U - Turn 

 But Keynes ’ s principal rival in the 1930s was Hayek. Teaching at the 
London School of Economics, Hayek defended the classical model 
of thrift, balanced budgets, the gold standard, and free markets, while 
Keynes (Cambridge University) promoted the  “ new economics ”  of con-
sumption, defi cit spending, easy money, and big government. Keynes 
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won the fi rst battle for the hearts of economists, and his brand of  “ mixed 
 economy ”  swept the profession. Hayek fell out of favor and went on to 
write about law and political science. The task of dethroning Keynes fell 
to Friedman; he has accomplished it masterfully. 

 After he won the Nobel Prize in economics in 1974, Hayek and 
the Austrians have had a rebirth. Equally, Friedman and the Chicago 
school have come out of obscurity into prominence. Fifty years ago the 
Keynesian - collectivist consensus expressed the sentiment,  “ The state is 
wise, and the market is stupid. ”  Today, the growing consensus is just the 
opposite:  “ The market is wise, and the state is stupid. ”  

 But it may be too early to break out the champagne and celebrate 
the triumph of free - enterprise capitalism. Battles have been won, but the 
war is never over. As Milton Friedman states,  “ Freedom is a rare and deli-
cate fl ower. ”              
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    Economics for 
the 21st Century           

  Nature has set no limit to the realization of our hopes. 
  — Marquis de Condorcet   

 R ecently I came across the extraordinary writings of the Marquis 
de Condorcet (1743 – 1794), a French mathematician with an 
amazing gift of prophecy in the Enlightenment. Robert Malthus 

(1766 – 1834) ridiculed Condorcet ’ s optimism in his famous   Essay on Pop-
ulation  (1798). Today Malthus is well known, and Condorcet is forgotten. 
Yet it is Condorcet who has proven to be far more prescient. 

 In an essay written over 200 years ago, translated as  “ The Future 
Progress of the Mind, ”  Condorcet foresaw the agricultural revolution, 
gigantic leaps in labor productivity, a reduced work week, the consumer 
society, a dramatic rise in the average life span, medical breakthroughs, 
cures for common diseases, and an explosion in the world ’ s population. 
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 Condorcet concluded his essay with a statement that accurately 
describes the two major forces of the twentieth century: the destructive 
force of war and crimes against humanity, and the creative force of global 
free - market capitalism. He wrote eloquently of   “ the errors, the crimes, the 
injustices which still pollute the earth, ”  while at the same time celebrating 
our being  “ emancipated from its shackles, released from the empire of fate 
and from that of the enemies of its progress, advancing with a fi rm and 
sure step along the path of truth, virtue and happiness! ”   1   

 As we enter the New Millennium, the public has focused on the 
history of the twentieth century. Condorcet ’ s essay refl ects two char-
acteristics of this incredible period. First, the misery and vicious injus-
tices of the past hundred years, and second, the incredible economic 
and technological advances during the same time.  

  The Crimes of the Twentieth Century 

 Paul Johnson ’ s  Modern Times,  by far the best twentieth - century history 
of the world, demonstrates powerfully that this century has been the 
bloodiest of all world history.  2   Here is a breakdown of the carnage:           

 Civilians Killed by Governments

Country (in Millions) Years
Soviet Union 62 (1917–91)
China (communist) 35 (1949– ) 
Germany 21 (1933–45)
China (Kuomintang) 10 (1928–49)
Japan  6 (1936-45)
Other  36 (1900– )
Total 170 Million  

      Civilians Killed in War 

Type of  War (in Millions)    
   International wars       30   
   Civil wars       7   
   Total       37 million    
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           Economists use a statistic to measure what national output could 
exist under conditions of full employment, called Potential GDP. Imagine 
the Potential GDP if the communists, Nazis, and other despots hadn ’ t 
used government power to commit those hateful crimes against human-
ity. Another great French writer, Frederic Bastiat (1801 – 1850), wrote an 
essay in 1850 titled  “ What Is Seen and What Is Not Seen. ”   3   We do not 
see the art, literature, inventions, music, books, charity, and good works of 
the millions who lost their lives in the Soviet gulags, Nazi concentration 
camps, and Pol Pot ’ s killing fi elds.  

  The Economic Miracle of the 
Twentieth Century 

 Yet the twentieth century was also the best of times, for those who 
survived the wars and repression. Millions of Americans, Europeans, 
and Asians were emancipated from the drudgery of all - day work by 
miraculous technological advances in telecommunications, agriculture, 
transportation, energy, and medicine. The best book describing this 
economic miracle is Stanley Lebergott ’ s  Pursuing Happiness: American 
Consumers in the Twentieth Century  (Princeton University Press, 1993). 
Focusing on trends in food, tobacco and alcohol, clothing, housing, fuel, 
housework, health, transportation, recreation, and religion, he demon-
strates powerfully how  “ consumers have sought to make an uncertain 
and often cruel world into a pleasanter and more convenient place. ”   4   
As a result, Americans have increased their standard of living at least 
tenfold in the past 100 years. 

 What should be the goal of the economist in the new millen-
nium? Certainly not to repeat the blunders of the past. In the halls of 
Congress, the White House, and academia, we need to reject the bru-
tality of Marxism, the weight of Keynesian big government, and the 
debauchery of sound currency by interventionist central banks. Most 
important, ivory - tower economists need to concentrate more on 
applied economics (like the work of Lebergott) instead of high math-
ematical modeling. Throughout this book, I have highlighted the out-
standing and sometimes astonishing advances of the applied economists 
in personal fi nance, business, law, and religion. 
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 As far as a positive program is concerned, the right direction can 
be found in an essay on the  “ next economics ”  written by the great 
Austrian - born management guru Peter F. Drucker almost 20 years ago: 
 “ Capital is the future  . . . , the Next Economics will have to be again 
micro - economic and centered on supply. ”  Drucker demanded an eco-
nomic theory aiming at  “ optimizing productivity ”  that would benefi t 
all workers and consumers.  5   Interestingly, Drucker cited approvingly 
from the work of Nobel Prize winner, Robert Mundell who is famed 
for his advocacy of supply - side economics and a gold - backed interna-
tional currency.  

  Beware the Enemy 

 Market forces are on the march. The collapse of Soviet communism 
has, in the words of Milton Friedman, turned  “ creeping socialism ”  into 
 “ crumbling socialism. ”  But let us not be deluded. Bad policies, socialis-
tic thinking, and class hatred die slowly. Unless we are vigilant, natural 
liberty and universal prosperity will be on the defensive once again. We 
need to deregulate, privatize, cut taxes, open borders, control infl ation, 
balance the budget, and limit government to its proper constitutional 
authority. We need to teach, write, and speak out for economic liberali-
zation as never before. Let our goal for the coming era be: freedom in 
our time for all peoples!                
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