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FEconomics in
Three Lessons

[The] suffering [of poverty] is unnecessary because
over the centuries a [market] system has been worked
out to create “the wealth of nations”—all nations. To
bring that system to all the world’s poor is. .. our chief

. . 1
unfinished business.

—Michael Novak
1933-2017






Lesson One

Sustainability






(hapter One

Henry Hazlites
Invaluable Insight

osT OF Us would agree that the principal
l \ / ‘ difference between children and real adults
is that the latter look ahead, consider conse-

quences, act responsibly and sustainably.
Sustainability is not, however, just the essence of
maturity. It is, in addition, the essence of logic and of
economics. Economics in the final analysis is grounded
in logic. Good economics is always logical, which means
that it is clear, orderly, organized, relevant, complete,

consistent, and above all sustainable.

Economics is not directly about morality. But logic,

economics, and the concept of sustainability have much

% 5



6 % EcoNoMICS IN THREE LESSONS

to teach us about morality as well. In his book, Moral

Foundations, the ornithologist, naturalist, and philoso-

pher Alexander Skutch observed that:

People . .. might tell us that. .. morality . ..
is not lying, not stealing, not killing, not
coveting, not cheating, [not] ... injuring
one’s neighbor. If asked what common fea-
ture unites all these interdicted activities,
they would find it difficult to answer. They
might say that all these forbidden activities
cause people pain. . .. This is true enough,
but ... competition in trade or the profes-
sions brings much loss and sorrow to those
who fail in it; . . . the punishment of chil-
dren makes them unhappy; and the prac-
tice of medicine and dentistry are abundant
sources of pain even to those who ultimately
benefit. ... The common feature which unites
the activities most consistently forbidden by
the moral codes of civilized peoples is that by
their very nature they cannot be both habitual
and enduring, because they tend to destroy

the conditions which make them possible.2

Sustainability is not only the essence of maturity,
logic, economics, and morality. It is also the founda-
tion for human happiness. As the ancient Greek phi-

losopher Epicurus wrote:
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The... chiefgood is care in avoiding unde-
sired consequences. Such prudence is more
precious than philosophy itself, for all the
other virtues spring from it. It teaches that
it is impossible to live pleasurably without
also living prudently, honestly, and justly;
[nor is it possible to lead alife of prudence,
honor, and justice] and not live pleasantly.
For the virtues are closely associated with
the pleasant life, and the pleasant life can-

not be separated from them.

By far the best treatment of the theme of sustain-
ability in economics is found in Henry Hazlitt’s mas-
terpiece, Economics in One Lesson, a book published
in 1946 that became a surprising best seller and that
continues to instruct to this day. Hazlitt introduces his

book as follows:

This book is an analysis of economic falla-
cies that ... have ... become a new ortho-
doxy ... [despite] their own self-contradic-
tions. . .. There is not a major government
in the world at this moment. .. whose eco-
nomic policies are not influenced, if they
are not almost wholly determined, by accep-
tance of some of these fallacies. Perhaps the
shortest and surest way to an understand-

ing of economics is through a dissection of
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such errors, and particularly of the central

error from which they stem.
He then continues in the book itself:

[ That] economics is haunted by more falla-
cies than any other study known to man....
is no accident. The inherent difficulties of
the subject would be great enough in any
case, but they are multiplied a thousand fold
by ... the special pleading of selfish inter-
ests. ... While certain public policies would
in the long run benefit everybody, other
policies would benefit one group only at
the expense of all other groups. The group
that would benefit by such policies, hav-
ing such a direct interest in them, will ar-
gue for them plausibly and persistently. It
will hire the best buyable minds to devote
their whole time to presenting its case. And
it will finally either convince the general
public that its case is sound, or so befud-
dle it that clear thinking on the subject be-

comes next to impossible.

In addition to these endless pleadings of
self-interest, there is a second main factor
that spawns new economic fallacies every
day. This is the persistent tendency of men

to see only the immediate effects of a given
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policy, or its effects only on a special group,
and to neglect to inquire what the long-run
effects of that policy will be not only on that
special group but on all groups. It is the fal-

lacy of overlooking secondary consequences.

In this lies almost the whole difference be-
tween good economics and bad. The bad
economist sees only what immediately strikes
the eye; the good economist also looks be-
yond. The bad economist sees only the di-
rect consequences of a proposed course; the
good economist looks also at the longer and
indirect consequences. The bad economist
sees only what the effect of a given policy
has been or will be on one particular group;
the good economist inquires also what the

effect of the policy will be on all groups.

The distinction may seem obvious. ... Doesn’t
every little boy know that if he eats enough
candy he will get sick? ... Do not the idler
and the spendthrift know, even in the midst
of their glorious fling, that they are heading
for a future of debt and poverty?

Yet when we enter the field of public econom-
ics, these elementary truths are ignored. There
are men regarded today as brilliant econo-

mists who deprecate savingand recommend
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squandering on a national scale as the way
of economic salvation; and when anyone
points to what the consequences of these
policies will be in the long run, they reply
flippantly, as might the prodigal son of a
warning father: “In the long run, we are all
dead.” And such shallow wisecracks pass as

devastating epigrams and the ripest wisdom.

But the tragedy is that, on the contrary, we
are already suffering the long-run conse-
quences of the policies of the remote or re-
cent past. Today is already the tomorrow
which the bad economist yesterday urged
us to ignore. The long-run consequences of
some economic policies may become evi-
dent in a few months. Others may not be-
come evident for several years. Still others
may not become evident for decades. But
in every case, those long-run consequences
are contained in the policy as surely as the

hen was in the egg, the flower in the seed.

From this aspect, therefore, the whole of eco-
nomics can be reduced to a single lesson, and
that lesson can be reduced to a single sentence.
The art of economics consists in looking not
merely at the immediate but at the longer ef-

fects of any act or policy; it consists in tracing
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the consequences of that policy not merely

for one group but for all groups. ...

It is true, of course, that the opposite error
is possible. In considering a policy, we ought
not to concentrate only on its long-run re-
sults to the community as a whole. This is
the error often made by the classical econ-
omists. It resulted in a certain callousness
toward the fate of groups that were imme-

diately hurt by policies. . . .

But comparatively few people today make
this error. . . . The most frequent fallacy by
far today, the fallacy that emerges again
and again in nearly every conversation that
touches on economic affairs, the error of
a thousand political speeches, the central
sophism of the “new” economics, is to con-
centrate on the short-run effects of policies
on special groups and to ignore or belittle
the long-run effects on the community as

a whole.

We have stated the nature of the lesson,
and of the fallacies that stand in its way,
in abstract terms. But the lesson will not
be driven home, and the fallacies will con-
tinue to go unrecognized, unless both are

illustrated by examples. . . .
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There is no more persistent and influen-
tial faith in the world today than the faith
in government spending. Everywhere gov-
ernment spending is presented as a panacea
for all our economicills. . .. Is there unem-
ployment? That is obviously due to “insuf-
ficient private purchasing power.” The rem-
edy is just as obvious. All that is necessary
is for the government to spend enough to

make up the “deficiency.”

An enormous literature is based on this
fallacy, and, as so often happens with doc-
trines of this sort, it has become part of an
intricate network of fallacies that mutually
support each other. We cannot explore that
whole network at this point. ... But we can
examine here the mother fallacy that has
given birth to this progeny, the main stem

of the network. . . .

A certain amount of public spending is nec-
essary to perform essential government func-
tions. A certain amount of public works— of
streets and roads and bridges and tunnels, of
armories and navy yards, of buildings to house
legislatures, police, and fire departments—is
necessary to supply essential public services.

With such public works, necessary for their
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own sake, and defended on that ground alone,
Iam not here concerned. I am here concerned
with public works considered as a means of
“providingemployment” or of adding wealth
to the community that it would not other-

wise have had.

A bridge is built. If it is built to meet an in-
sistent public demand, if it solves a traffic
problem or a transportation problem oth-
erwise insoluble, if, in short, it is even more
necessary than the things for which the tax-
payers would have spent their money if it
had not been taxed away from them, there
can be no objection. But ... . for every dol-
lar that is spent on the bridge, a dollar will
be taken away from taxpayers. . .. [What-
ever] the bridge costs . . . the taxpayers will
lose. ... They will have that much taken away
from them which they would otherwise

have spent on the things they needed most.

Therefore for every public job created by
the bridge project, a private job has been
destroyed somewhere else. We can see the
men employed on the bridge. We can watch
them at work. The employment argument
of the government spenders becomes vivid,

and probably for most people convincing.
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But there are other things that we do not
see, because, alas, they have never been per-
mitted to come into existence. They are the
jobs destroyed by the ... [funds] taken from
the taxpayers. All that has happened, at best,
is that there has been a diversion of jobs be-
cause of the project. More bridge builders;
fewer automobile workers, radio techni-
cians, clothing workers, farmers. . .. What
has happened is merely that one thing has

been created instead of others. . . .

I have deliberately chosen the most favorable
example... [from among] public spending
schemes. . .. T have not spoken of the hun-
dreds of boondoggling projects that are in-
variably embarked upon the moment the
main object is to “give jobs” and “to put
people towork. .. ” It is highly improbable
that the projects thought up by the bureau-
crats will provide the same net addition to
wealth and welfare, per dollar expended, as
would have been provided by the taxpay-
ers themselves, if they had been individu-
ally permitted to buy or have made what
they themselves wanted, instead of being
forced to surrender part of their earnings

to the state. .. .}
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The lead character in the film 7he Big Short, about
the Crash of 2008, says simply that “Short-term think-
ing and fraud do not work.” In saying this, he was

echoing Hazlitt.






Lesson Two

The Free Price System”

* Most of the facts and text for Lessons Two and Three have been drawn
from other books by the author, including in particular Free Prices
Now!, Are the Rich Necessary?, Where Keynes Went Wrong, and Crony
Capitalism in America.






(hapter Two

The Central Role
Played by Free Prices

[Soviet] socialism collapsed because it did not
tell the economic truth.

—Opystein Dahle®

HY IS THE human race so poor? Why do
billions still lack enough even to eat? As
this author noted in an earlier book, even

a small sum of money, such as $10, if compounded at
3% over 1,000 years, would produce a sum equal to
twice the world’s wealth today. It should be ridicu-
lously easy, over time, to end human poverty. Why have
we failed to do so?

Failure to cooperate, to work together is the obvious
answer. There is very little each of us can do alone, but

there is endless opportunity in organizing ourselves

o
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to work constructively together in an ever broaden-
ing circle. Like children, we refuse to do what is clearly
in our long-term interest to do. We either think only
of the short term, or sacrifice the common and greater
good for the immediate benefit of our particular group.
Moreover, we cover up and lie about what we are doing,
lie both to ourselves and others.

How can we do better? First of all, we must be assured
of our physical safety and the safety of our property.
How can we consider the long term if our life and prop-
erty are at risk at any moment from human predators,
whether criminal or sanctioned by government? It is
difficult to consider the long term if everything we have
can be stolen at any moment. But safety and protection
from theft is not enough either. In addition, we need an
honest system of mutual exchange that everyone can
rely on. A corrupt and dishonest economic system does
not create wealth; it destroys it.

The most reliable barometer of economic honesty is
to be found in prices. Honest prices, neither manipu-
lated nor controlled, provide both investors and con-
sumers with reliable economic signals. They show,
beyond any doubt, what is scarce, what is plentiful,
where opportunities lie, and where they do not lie.

A corrupt economic system does not want hon-
est prices, honest information, or honest results. The
truth may be inconvenient or unprofitable for power-

ful government leaders or private interests allied with
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them. Typically, throughout human history, these
leaders and special interests have sought to use their
power to manipulate and control prices to their own
advantage.

Much of the time, powerful price manipulators and
controllers are accompanied and assisted by ideologists
or theoreticians, special pleaders for hire, as described
by Hazlitt. These professional advisors—skilled verbally
or in mathematics—confidently argue that dishonest
prices are really honest; honest prices are really dishon-
est; the resulting chaos is really order; and a future filled
with jobs and plenty lies ahead with just a few more
manipulations or controls. Sometimes the arguments
are presented with calculated deceit, sometimes with
muddled sincerity.

Can it really be this simple, that job growth and eco-
nomic prosperity will follow if we provide a safe envi-
ronment and allow economic prices to tell the truth,
free from the self-dealing and self-interested theories
of powerful special interests? That is the central thesis
of this lesson, and each chapter will explore it from an
additional angle. What is needed to pull humanity out
of dire poverty is a free price system, one that is neither
manipulated nor controlled.

If prices are not free, an economic system cannot be
expected to function properly. What happens there-
after will depend on the degree of price manipulation

or control. If it is not extreme, the economy may limp

% 21
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along, impaired, not realizing its full potential, but
not in overt crisis.

If the undermining of free prices is extreme enough,
the system will visibly falter and may even collapse, as
in 1929 or 2008. In this case, capital, jobs, and people’s
lives are destroyed. Ironically, the crisis often leads
to a government response entailing even more price
manipulation or control, which guarantees even more
trouble, if not immediately, then down the road.

A further irony of all this is that a large majority of
professional economists, including those aligned on
the political “left” as well as “right,” respond to surveys
by indicating that they generally oppose “government
price controls.” The problem is that most government
price manipulations and controls are not advertised as
such. They may be stealthy by design, or they may just
take a form that is not easily recognized for what it is.
Whatever form they take, they are doing untold dam-
age to the hopes and prospects of anyone who depends

on the economy, especially the poor.



(hapter Three

What Prices Do for Us

MAGINE GETTING UP one morning and discover-
I ing that there are no longer any prices. What com-

plete chaos there would be, chaos that would soon
lead to shortages, starvation, and social collapse! With-
out any prices, we would be back to a barter system, and
the world’s present population could not even be fed,
housed, or clothed by barter. Prices help us survive and
thrive by enormously simplifying economic life. They
do not tell us everything, but they tell us enough to
make decisions.

Let’s say that I am a tomato sauce producer. If the
price of tomato sauce is higher than the price of the
inputs (tomatoes, olive oil, spices, glass jars, labels, pro-
cessing facilities, etc.), I will probably decide to make

tomato sauce.

R
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I do not know why these prices are what they are. Is it
because demand is rising or falling? Or is it supply? I do
not need to know in order to produce (or to consume).
Prices lead me and other market participants to act in
ways that balance demand and supply and, by doing so,
to give people as much as possible of what they want.

What happens if the flow of information from prices
is interrupted by government price manipulations or
controls? If T am unaware of what is happening, I may
make poor decisions. If I become aware of what is hap-
pening, I may become afraid to make any decisions at
all. Either way, my employees may lose their jobs or at
least their raises.

During the eighteenth century, there were frequent
bread shortages in France. This is when Queen Marie
Antoinette is supposed to have exclaimed, when told
that the peasants were starving from lack of bread,
“Why, let them eat cake!” The French government was
not much more sensible in dealing with the crisis. It
placed price controls on bread, since scarcity was driv-
ing the price higher.

The intention was to make bread more affordable.
The cost of growing wheat was also rising, however, so
that the wheat farmers realized they would have to sell
at a loss. Not surprisingly, they stopped planting, and
the price of bread rose even higher.

Jacques Turgot, Controller-General of France, tried to

introduce free price reforms. But government officials and
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allied business interests—crony capitalists, in today’s
terminology—aquickly forced his resignation. This in
turn sealed the fate of the regime, and eventually cost
the monarch his life as well as that of his wife Marie

Antoinette. In 1770, Turgot wrote that

[The French monarchy] fanc[ied] that it
ensured abundance of grain by making the
condition of the cultivator more uncertain

and unhappy than that of all other citizens.’

Governments have imposed outright price controls on
goods for thousands of years. King Hammurabi literally
carved prices in stone on a monument placed in ancient
Babylon about four thousand years ago. As demand and
supply shifted, one can only imagine the havoc caused by
these legally mandated, never-changing prices.

The communist government that followed the Rus-
sian Revolution of 1917 faced a particularly trouble-
some decision about prices. Its leaders knew that they
intended to abolish private property and private prof-
its. In that case, what to do about prices? Should they
be kept? It seemed unimaginable to abolish prices com-
pletely. But with private property and private property
transactions outlawed, who would set prices and how
would it be done?

This was complicated by a curious omission on Karl
Marx’s part. The founder of communism had never,
in all three fat volumes of his work Capizal, bothered
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to explain exactly how his version of socialism would
work. There was no blueprint on which to draw nor
even specific instructions about prices or profits.
Faced with this quandary, the Soviet planners decided
that public officials would set prices and any profits
would accrue to the state. British economist John May-

nard Keynes praised these efforts:

Let us not belittle these magnificent experi-
ments or refuse to learn from them. ... The
Five Year Plan in Russia, the Corporative
state [devised by Mussolini] in Italy;...and
state planning [under] democracy in Great
Britain. ... Let us hope that they will all be

6
successful.

Economist Ludwig von Mises sharply disagreed with
this. He argued in a 1920 article (“Economic Calcula-
tion in the Socialist Commonwealth”) and a 1922 book
(Socialism) that the Soviet system was unworkable.
Prices set by government officials could not possibly
provide the information needed to make efficient deci-
sions about the allocation of capital and labor.

A flourishing modern economy requires billions of
such decisions. How could government officials, how-
ever expert, know enough or learn enough to make
sense of all the masses of price interrelationships or even
be able to define them? Journalist John Gunther, author
of Inside USA in 1946, wrote that:
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It goes without saying. . . that some degree
of government intervention and control in
economic life has become a necessity . . . be-
cause of the enormously increased complex-

ity...of the modern world. ...”

But Gunther got it backward. The more complex an
economy becomes, the more hopeless it is for govern-
ment officials to try to control it by fiat. The Soviet plan-
ners, including some brilliant minds, tried every imagin-
able stratagem to make it work without a system of free
market prices within a framework of competition. Over
time, they developed many systems of equations that may
have helped alittle, but no system of equations could cope
with the multidimensionality of an economy, something
that private prices, directed by no one, manage with ease.

As von Mises said:

It is not enough to tell a man not to buy on
the cheapest market and not to sell on the
dearest market. ... One must establish un-
ambiguous rules for the guidance of con-

) .. 8
duct in each concrete situation.

Von Mises student Friedrich Hayek added that

markets are a
discovery system.

They discover what is scarce, what is available. They

communicate it through prices.
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Communist and many other economists tried to
prove von Mises and Hayek wrong, but never got very
far. By 1960, the Soviet Union, having abandoned
many failed price systems, still had five to nine in oper-
ation simultaneously, according to different accounts,
and probably did not actually know how many it had.
None of them worked, despite the expedient of “bor-
rowing” prices from market economies in Europe
and elsewhere.” This failure led directly to the fall of
communism.

The fall of communism is not a reason for govern-
ments of so-called market economies to congratulate
themselves. They may not attempt to control all prices,
as the Soviet planners did. But they are not allowing

prices to tell the economic truth either.



(hapter Four

The Role of Profits in

Driving Down Prices

ROFITS ARE AN integral part of any free price sys-

P tem. If people are free to set the prices for what

they are selling, they will naturally try to set the

price high enough to earn a profit. This actually works
to everyone’s, not just the seller’s, advantage.

Some people believe that a profit margin (what the

producer earns over and above cost) makes goods or

services more expensive. Philosopher Ted Honderich

expresses this viewpoint:

If there are two ways of [ producing] some
valuable thing, and the second way involves

not only the costs of [ producing] it. .. but
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also [unnecessary] profits of millions or
billions of dollars or pounds, then . .. the
second way is patently and tremendously

less efficient.”®

Honderich could not be more wrong. Imagine that

my tomato sauce business (earlier in this chapter) is earn-

ing a very fat profit. Most likely I will take those prof-

its and use them to increase production. I will want

to increase production in order to earn even more fat

profits. Other tomato sauce producers will likely do

the same, and some companies not presently making

tomato sauce may also be lured into the business by

the high profit margin. As a direct result, the supply

of tomato sauce will most likely rise, the price will fall

because of the expanded supply, and profit margins

will then shrink. If profit margins shrink too much,

supply may fall too far, and prices rise again. Through-

out this trial and error process, consumers are signal-

ing how much tomato sauce of what kind they want.

Prices and profits relay their decisions.

The chief point to take away from all this is that the

quest for profits in a competitive market increases sup-

ply. Increased supply in turn lowers, not raises prices.

If profit is eliminated, prices will tend to rise, not fall.

This is exactly what happened in France when govern-

ment restricted the price of bread in order to make

it more affordable. The result was that bread became

much more expensive if it could be found at all.
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The quest for profits also drives businesses to try to
lower their costs—the prices they pay. The best way to
lower business costs is to invest profits in equipment,
facilities, or worker training. Businesses that fail to
invest in order to lower their costs will soon find them-
selves losing out to competitors.

If a business succeeds in reducing its costs, this
may increase profits, but usually not for long. Studies
consistently show that over time the money saved by
becoming more productive is used to increase worker
pay or reduce consumer prices. Why? Because busi-
nesses have to compete for workers and customers and
will lose them if they do not keep wages going up and
consumer prices going down.

It is not necessary for workers even to be in short
supply for this effect to be felt. No business can suc-
ceed if a competitor attracts away the best workers,
and even one competitor is enough to take away cus-
tomers with lower prices. Since workers are also con-
sumers, rising wages with falling consumer prices is a
formula for helping the average person.

If profits are not just temporarily high in an indus-
try, but seem to be stuck for a long time at a high pla-
teau, and no one seems to be manipulating or control-
ling prices by creating a monopoly with the backing
of powerful government officials, it tells us that there
is some economic problem to be overcome, some bot-

tleneck interfering with commerce. High profits then
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signal opportunity for the entrepreneur who can over-
come the bottleneck.

For example, wheat was historically very difficult to
get from farmer to market without spoiling or being
caten by rats, which enabled the hauler to charge high
prices and earn a large profit. This eventually led entre-
preneurs to invest in rat proof containers and also in
better transportation. The price of fish also fell dra-
matically as entrepreneurs invested in better ships and
then refrigerated ships, thereby cutting out many mid-
dle merchants and seaports. From a free price system
perspective, the temporarily high profit margins did
their work. They attracted ingenuity and capital and
the combination helped solve an economic problem.

Even Karl Marx, of all people, agreed that the profit
system reduces prices, although he still wished to abol-
ish it. He stated in the Communist Manifesto of 1848:

The cheap prices of its commodities are the
heavy artillery with which [the profit system]
compels all nations, on pain of extinction,

to adopt the [ profit] mode of production.”



(hapter Five

Who Are the Bosses

in a Free Price System?

ARX WAS RIGHT that profits drive down

l \ / ‘ prices. But don’t average people, and espe-
cially the poor, benefit from these lower

prices? Why then did Marx say that the profit system
is run by the rich for the benefit of the rich? Wasn’t he
being inconsistent, or at least confusing? If it is inconsis-
tent or confusing to hold that profits drive down prices
but nevertheless help the rich instead of the poor, why
did history professor and contemporary Marxist How-

ard Zinn deepen the mystery further by arguing that

the profit motive . .. has ... distorted our
whole economic and social system by mak-
ing profit the key to what is proclucc:cl.IZ
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Economist Ludwig von Mises explains why Marx
and Zinn are incorrect, why the free price (and profit)
system especially benefits and, without government
intervention to create and protect monopoly, is ulti-

mately controlled by the many, not the few:

Mass production [is] the fundamental prin-
ciple of [profit-seeking] industry. . . . Big
business, the target of the most fanatic at-
tacks by the so-called leftists, produces . . .

for the masses."”

Economist Milton Friedman develops this idea

further:

Progress . .. over the past century . . . has
freed the masses from backbreaking toil and
has made available to them products and ser-
vices that were formerly the monopoly of
the upper classes. .. ."* The rich in Ancient
Greece would have . . . welcomed the im-
provements in transportation and in medi-
cine, but for the rest, the great achievements
of  profit seeking] have redounded primar-

ily to the benefit of the ordinary person.”

Henry Hazlitt is even more specific:

The overwhelming majority of Americans. ..
now enjoy the advantages of running water,

central heating, telephones, automobiles,
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refrigerators, washing machines, [electronic
music], radios, television sets—amenities
that millionaires and kings did not enjoy

) 6
a few generations ago.I

We must of course now add air conditioning and
computers, which in some form are owned by a major-
ity of poor people in America.

What about today’s luxury goods? They represent
a much smaller part of the economy than production
for the masses, but cannot be said to benefit the masses.
Or do they? Many of today’s luxury goods will become
tomorrow’s necessities for everyone.

When luxuries first appear, they are almost always
expensive; only people with considerable means can
afford them. But as production grows, costs fall, so that
more and more people, and eventually most people can
afford them. This is how telephones, electricity, auto-
mobiles, and computers got their start as consumer
items. If there had been no luxury buyers, such products
would never have gotten a start, and no one would have
them now.

Von Mises offers an additional point. Average con-
sumers not only benefit from a free price (and profit)

system. They also largely control it:

Descriptive terms which people use are often
quite misleading, In talking about modern cap-
tains of industry and leaders of bigbusiness, for
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instance, they call a man a “chocolate king” or
a“cotton king” or an “automobile king.” Their
use of such terminology implies that they see
practically no difference between the mod-
ern heads of industry and those feudal kings,
dukes or lords of earlier days. But the differ-
ence is in fact very great, for a chocolate king
does not rule atall, he serves. This “king” must
stay in the good graces of his subjects, the con-
sumers; he loses his “kingdom” as soon as he
is no longer in a position to give his custom-
ers better service and provide it at lower cost

than others with whom he must compete.”

Yes, kings of old might incite a rebellion through
weak or poor rule and might also face invasion from
abroad, but the economic “king” is in a much more
precarious position. Every day his “subjects” vote with
their purchases and therefore every day he must earn
their “vote” anew. In this environment, it is possible,
although very rare, to become rich in a short time, but
it is easy to lose one’s fortune in a short time, especially
if one has loans that cannot be repaid.

The concept of consumer economic control was artic-
ulated in 1928 by British economist Edwin Cannan.

He wrote that

[some] try to convince the wage-carners

that they are working not for the public and
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not for the consumers of the things or ser-
vices which they produce, but for the cap-
italist employer, [but this is just political]
plropaganda.Ig

Beatrice Potter, a founder with her husband Sidney
Webb of Fabian Socialism, disputed Cannan:

In the business of my father everybody had
to obey the orders issued by my father, the
boss. He alone had to give orders, but to

. 1
him nobody gave any orders. ?
Ludwig von Mises in turn corrected Potter:

This is a very short-sighted view. Orders
were given to her father by the consumers,
by the buyers. Unfortunately [ Potter] could

20
not see these orders.

As we shall see in subsequent chapters, producers
often try to escape the sovereignty of the consumer and
the accompanying discipline of market competition.
They do this by creating monopolies and by other means,
but they usually require the assistance of government to
succeed for very long. When this happens, it is no longer

a free price system, but a crony capitalist system.






(hapter Six

“Spontaneous Order”
from Free Prices

N A GENUINE free price system, which governments
Ihistorically have never allowed, consumers as a
whole would lead the economy. No one person or
elite would have much say about the direction we take.
Some people find this idea disturbing. Would it not lead
to chaos? Can any system thrive which is unguided, rud-
derless, subject to no visible commands? Would this not
lead to trouble? The answer is quite simple: no.
A system led by consumers will produce by far the
best outcome for consumers. Whom should an econ-
omy serve if not consumers? As we have noted, all work-

ers are consumers, although not all consumers are workers.

% 39
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Our economic system should not revolve around the
supposed needs of workers and certainly not around the
supposed needs of business owners, but rather around
the needs of consumers and then everyone, workers and
business owners included, will benefit.

A system led by consumers is an example of what
Michael Polanyi called a

21
spontaneous order.

Some of our most important and reliable human sys-
tems work this way. Everything works admirably with
no commands from any government guiding author-
ity. In the case of religion, the US constitution forbids
government direction or control. This was a major
departure from historical precedent, since previously
government and religion had almost always been com-
bined in some way in human societies. And most peo-
ple would agree it was a necessary and fruitful reform.

But there is much more in our society that is not
directed in any way by government. For example, who
directs human language? The French Academy has
attempted to direct how people speak French, but no
one pays much attention. Our common law has accu-
mulated over the centuries in a similar way, unguided
by any central government authority. If we do not need
government controlling our religion, our language, or
the evolution of our common law, why do we need gov-

ernment controlling our economic price system?
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Social philosopher Walter Lippmann wrote of the

uncoordinated, unplanned, disorderly

individualism**

of a free market economy, but he was wrongabout it being

unplanned. As economist Friedrich Hayek explained:

This is not a dispute about whether plan-
ning is to be done or not. It is a dispute
as to whether planning is to be done cen-
trally, by one authority for the whole eco-
nomic system, or is to be divided among

many individuals.”

Dividing economic leadership among billions of peo-
ple creates a much more reliable and ordered system
than any form of central control. It is also the only pos-
sible safeguard against monopoly, because in a central-
ized, government-controlled system, economic preda-
tors need only make a deal with the government to create
an unassailable monopoly.

It is often argued that the defect of a free price sys-
tem is that it will over time fall into the hands of a
few predatory business concerns. But when we look
closely at economic history, this is almost impossible
to do without government collusion. It is government
that holds the power to fine, jail, or kill. It is govern-
ment which can bankrupt through prolonged legal
proceedings. Without these powers protecting them,
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would-be monopolists have little chance of destroy-
ing all competition.

Putting the economy into billions of hands rather
than into the hands of a few government leaders is also
a safer approach. There is no way to avoid economic
mistakes, but if decisions are made by individual pro-
ducers and consumers, they will be made on a small
scale, and therefore easily corrected, unlike the often
catastrophic mistakes of central planners.

The failure of the Communist planners is a warning.
So is President Franklin Roosevelt’s failure to end the
Great Depression. So is the Crash of 2008, primarily
caused by US Federal Reserve and other central bank
errors, which we will explore further in this book. Adam

Smith explained this basic point in 1776:

The statesman, who would attempt to direct
private people in what manner they ought
to employ their capitals, would not only
load himself with a most unnecessary atten-
tion, but assume an authority which could
safely be trusted, not only to no single per-
son, but to no council or senate whatever,
and which would nowhere be so danger-
ous as in the hands of a man who had folly
and presumption enough to fancy himself

. .2
fit to exercise it.”*



(hapter Seven

The Essential Role of
Loss and Bankruptcy

HE ENTIRE PRICE and profit system is objec-
Ttively scored. If you make investments, you
either make a profit or you suffer a loss. There
is no ambiguity about it, provided that accounting is
honest. If you suffer large enough losses, and especially
if you have debts to repay, you may go bankrupt. This

is extremely important. As economist Wilhelm Ropke

has explained:

Since the fear of loss appears to be of more
moment than the desire for gain, it may be
said that our economic system (in the fi-

nal analysis) is regulated by bankruptcy.”

R
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It is the special genius of the profit system that it per-
suades people to change or at least to accept change in
order to win a profit or to avoid a loss. Human beings
are often reluctant to accept change, even when change is
necessary or desirable. Governments and their bureaucra-
cies are, as a general rule, notoriously unwilling to change.

Why does the United States still maintain 54,000
troops in Germany in 2012, at very great expense, so
many years after the end of World War II and the Cold
War with the Soviet Union? Germany spends barely
more than one percent of its gross domestic product on
defense, much less than the United States. Why is the
once-thriving city of Detroit bankrupt, with so many
of its buildings boarded up or completely abandoned?
Why do government leaders promise to balance their
budgets, but fail to reach agreement on how to do it
and just keep falling deeper and deeper in debt, to the
point that the debt can never realistically be repaid at
all? The reason is that governments, even democratic
governments, do not have any built-in mechanism to
force needed change, as the profit system forces failing
businesses to change.

Governments are also reinforced in their resistance
to change by entrenched economic interests that bene-
fit from the status quo. It is the industries of today, not
the emerging industries of the future, that have money
to spend on elections and thus access to government

leaders. These entrenched interests use all their influence
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with government to try to outlaw or at least slow down
upstart competitors offering better ways of doing things.
When they get into really deep trouble, they demand
and receive public bailouts.

Passing laws to restrict such crony behavior is diffi-
cult enough; enforcing them is impossible. Nor is it a
panacea to break up the largest companies. There are
economies of scale to be gained from large-scale pro-
duction, so that an artificial limit on company size
will just result in economic inefficiency and needlessly
higher prices. These matters are best left to consumers
to sort out through a truly free price system operating
within a framework of competition.

Karl Marx recognized that the free price system
pushes people to create or at least accept change. He did

not like this and characterized it as

uninterrupted disturbance of all social con-
ditions, everlasting uncertainty and agita-
tion. . . . All fixed, fast-frozen relations are

.. } . 26
sweptaway.... All thatis solid melts into air.”

Well, perhaps, but economic growth assumes change.
Without change, the human race would still be hunting
and gathering. Very few of us would have been born or
would have survived in such a precarious environment.
Even so, at any given moment, the forces opposing
change in a society are usually stronger than the forces

favoring it.
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Outside of a free price and profit system, the only
way to achieve change is through government coercion.
This is unlikely because, as noted, governments usually
oppose change. Even in the few instances where a rev-
olutionary government demands change, whether for
good or ll, it is not usually able to bend people to its will
for very long. Human beings devise passive-aggressive
strategies to resist orders from above. Sheer terror, as
practiced by Stalin, can overcome this kind of resistance
for a time. But even the most brutal methods will ulti-
mately falter, and how can an economy possibly inno-
vate, grow, and thrive in a climate of fear and murder?

Russia and China recognized this when they finally
abandoned the Stalinist and Maoist systems of terror,
but each has still clung to residual methods of govern-
ment control and coercion. It is not surprising that,
as a result, Russian economic growth has been poor.
Chinese economic growth is hard to gauge because of
phony government statistics and also marred by tre-
mendous environmental devastation. But as in Russia
the economy is beset by tremendous corruption, all of
which continually threatens the economic gains that
have been made through the reduction in terror.

The most effective human regulation is self-regu-
lation, regulation that people voluntarily choose for
themselves. The free price system is the prime example
of a self-regulatory system and the greatest success story

in human history. Through a combination of carrots
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and sticks, it leads people to want to make the changes
that ultimately improve our standard of living.

Price manipulations and controls by government
are often described as regulations. But to the degree
that they undermine the natural regulation of the free
price system, they actually destabilize our economic and
social system. Human societies’ economies require the
additional regulation of a legal system. Everyone needs
to understand and abide by the rules of the game. But
insofar as so-called government regulation undermines

market regulation, it is dysregulating.






(hapter Eight

What About Inequality?

HE FREE PRICE SYSTEM indisputably produces
unequal economic outcomes. About this, the
economist John Maynard Keynes said that

I want to mold a society in which most of
the [economic] inequalities and causes of

. . 27
inequality are removed.

Most people tend to agree with this—until they think
through what it would mean to try to achieve it
Consider, for example, the French Revolutionary slo-
gan “liberty, equality, fraternity” On close inspection,
there is something completely illogical about this. The
ideals of liberty and equality are incompatible. If people
are free, they will behave differently, which will lead to

R
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different outcomes. If I save and my friend does not, in
the long run I should end up with a higher income, per-
haps much higher. Should this be forbidden? And if so,
how to forbid it? If government deprives us of liberty,
ostensibly to enforce equality, as was done in the Soviet
Union, the enforcers will themselves become a higher
class with special privileges.

The enforcement of an ideology of equality has pro-
duced some of the most barbarous episodes in world his-
tory. Consider the story of a group of idealistic Ameri-
cans from the Upper Midwest who in the 1930s decided
that they did not want to live in a society propelled by
“greed,” but would instead volunteer their services in the
“worker’s paradise” of the Soviet Union. This led them
to save, hire a boat, and embark for Russia.

On arrival, the volunteers were met by Soviet offi-
cials and were marched, perhaps singing Socialist songs,
toward a work camp. There they were brutally enslaved
and put to hard labor with little food and insuffi-
cient clothing or shelter to withstand the cold. Few
are believed to have survived. Better-known inci-
dents include the massacre in Cambodia by Pol Pot of
everyone with a degree of education, the extermination
of the Kulaks by Stalin, and the Great Leap Forward
and Cultural Revolution of Mao in China—in all of
which many millions died.

To recognize that liberty and equality are logical oppo-

sites, or to cite such episodes, does not, however, make
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a complete argument against the desire to find a bal-
ance where freedom is subject to rules and where we
can achieve a more equal society.

None of us want to see other people in need. Most
of us think that we should try to help those who, for
whatever reason, are suffering or living in abject pov-
erty. The real problem is not lack of complete equal-
ity, but rather that some people simply do not have
enough. The inescapable question is how best to go
about addressing this problem. Is it to earn money and
give a portion to charity, in addition to helping others
get a start in the market system by educating, train-
ing, and hiring them? Or is it to restrict free prices and
profits, or even to abolish the free price and profit sys-
tem altogether?

To answer this, we will have to ask what works best.
But we will also need to consider morality. American
Socialist Michael Harrington has stated that

[the profit system] is outrageously unjust.

Is this right? Are incomes determined by the free price
and profit system both

arbitrary
and
inequitable,

as John Maynard Keynes asserted ?**
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It is hard to see how our incomes are in any sense
arbitrary. They are determined, like everything else in
the free price system, by demand and supply. Norman
Van Cott has explained that

our incomes—be they large, small or some-
where in between—reflect (1) our use-
fulness to our fellow citizens and (2) the
ease with which fellow citizens can find

substitutes for us.”’

It is natural to object that people are not commodi-
ties. But our labor is not our self. Our labor (unlike our
self) is a commodity and can be priced like any other
commodity. This is not unjust. It is reality.

Most government policies designed to alleviate the
reality of labor as commodity just backfire. A mini-
mum wage means that young people are never hired
and are therefore never trained. A minimum govern-
ment guaranteed income (or its equivalent in free ser-
vices such as housing, food, and medicine) means that
some people may not choose to be hired, which even-
tually will bankrupt the system. The idea that govern-
ment can train workers is fanciful. Only real work can
train workers. Even the best education is not real train-
ing although it is useful if it instills basic knowledge
and good personal work habits.

It is also true that there is a large element of luck

in this. Some of us are indeed lucky to be born with
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brains, to attend good schools, or even to inherit money.
All of these things make it easier to get more money.
But getting money is not the only, or even the most
important, way that we are lucky or unlucky. As econ-

omist Robert Sowell has noted:

The difference between a factory worker
and an executive is nothing compared to the
difference between being born brain-dam-
aged and being born normal, or the differ-
ence between being born to loving parents

rather than abusive parf:nts.30

The principle of equality of opportunity does not
mean that everyone has the same opportunity. Life will
not permit that. It means that society should not delib-
erately discriminate against anyone, and it is consistent
with a free price system. Indeed a free price system logi-
cally demands it. A business owner in a free price sys-
tem who refuses to serve customers or hire people based
on some personal prejudice will just lose access to cus-
tomers or the best employees and thereby lose ground
against the competition.

But if we are going to try to level all the playing fields
and create equality of outcome, where do we start? And
how can we do it without robbing people of their right
to live life as they see fit? For example, do you want every-
one to have the same medical care? What if you person-

ally think that the medical care in question is harmful
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rather than helpful? There is always a great deal of dis-
agreement in medicine, which is the only reason there is
medical progress.

Will we insist on the same drug for the same malady?
But is it the same malady, given our biological differ-
ences? Research suggests that most drugs are only effec-
tive for a minority of those who take them, because we
are all very different biologically. The same drug and
dose for infant, young, middle-aged, and old? If not,
who will choose the drug or define the age brackets?
And on what basis? In the end, any such efforts defy
common sense and logic as well as our right to make
our own choices about ourselves, so long as we do not
aggress against or harm others.

Even if this is acknowledged, some will want to
restrict free prices in an effort to reduce inequality, if
only a bit. Economist Arthur Okun, a chairman of the
President’s Council of Economic Advisors during the

1960s, personally favored

. .31
complete [economic] equality,

but thought that sacrificing some economic efficiency
and growth for greater “equity” would be a reasonable

compromise.

The trouble with this idea is that personal incomes
are prices. When government tries to manipulatc or
control these prices, the result is not likely to be income

redistribution. It is more likely to be wealth destruction.
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Wealth is not something we pick up on the beach and
share among ourselves. It has to be created through hard
work, investment, insight, and oversight. Schemes of
redistribution just reduce or destroy it for everyone, with
particularly unfortunate consequences for the poor.

Wealth may be rapidly destroyed when taxed. Estate
taxes take chosen investments carefully chosen over a
lifetime, often by the most experienced and successful
investors, and liquidate them so that government can
spend more. This is not a good trade-off for the econ-
omy because private investment is the engine of job cre-
ation. Even larger-scale wealth taxation would mean so
many shares and properties dumped onto markets to
be converted into cash that market values of all assets
would collapse. The only alternative would be for the
government to become the owner of the assets. The
Communists tried that and it did not succeed.

Another important point to keep in mind about
inequality has been noted by economist Milton

Friedman:

Nowhere is the gap between rich and poor
wider, nowhere are the rich richer and the
poor poorer, than in those countries that

do not permit the free market to operatc:.32

There is extensive evidence to support Friedman’s
assertion, including a notable World Bank study from
economists David Dollar and Aart Kraay.33
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Why Greed Is Not “Good”

in a Free Price System

E HAVE ALREADY seen that the price sys-
tem encourages us to value, or at least
accept, change, but it teaches us much

more besides. It also teaches us to work hard, to defer
gratification, to save rather than spend on ourselves.
As a corollary of this, it encourages us to be patient,
to keep our eyes fixed on the long term, which means
decades at least, not just the short term.

For example, if I start a business with $50,000 in ini-
tial sales and grow this at a fairly rapid 15% a year, it will
take eighteen years to reach $400,000. In another eigh-
teen years, sales will reach $3.2 million; in another eigh-
teen years, $25.6 million. If I survive for another eigh-

teen years, I will see $205 million. As these numbers

o
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suggest, for a long time, the business will seem to be pro-
gressing at a snail’s pace. But if the growth rate can be
maintained, the compounding of even larger numbers
will produce stupendous returns. One more eighteen
years to compound, and the business will have grown to
$1.6 billion in annual sales.

The founders of McDonald’s and of Coca-Cola sold
out in the first few years, and thus missed a chance
to become enormously rich. The lesson is clear: have
faith, stick with it, and do not let the first money you
earn go to your head.

What else does the price system teach us? Critics say
that it teaches us to be selfish and greedy. Is that true?
The philosopher and novelist Ayn Rand, a famous
defender of “free markets,” would have answered: cer-
tainly, and a good thing at that.

Rand assumed that everyone is greedy, and that free
markets directed aggression into constructive chan-
nels. This is not a new idea. Samuel Johnson, eigh-

teenth-century wise man and wit, suggested that

there are few ways in which a man can be
more innocently employed than in getting

money.”*
Economist John Maynard Keynes quipped

it is better that a man tyrannize over his

bank balance than over his fellow-citizens.*’
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Keynes was not a proponent of the “greed is good”
school, but did state that

avarice and usury must be our gods for a
little longer still. For only they can lead us
out of the tunnel of economic necessity
into daylight.*®

Eighteenth-century economist Adam Smith offered
a memorable defense—not of greed, but of rational
self-interest, which does not seek to take from others

what is rightfully theirs—when he declared that

it is not from the benevolence of the butcher,
the brewer, or the baker, that we expect our
dinner, but from their regard to their own
interest. We address ourselves, not to their
humanity but to their self-love, and never
talk to them of our own necessities but of

their 'gldvantages.37

... He generally, indeed, neither intends
to promote the public interest, nor knows
how much he is promoting it. . . . He in-
tends only his own gain, and he is in this,
as in many other cases, led by an invisible
hand to promote an end which was no part

.. . 38
of his intention.}

The motivational speaker Zig Ziglar turned this into

some useful personal advice:



60 <« EcoNomICs IN THREE LESSONS

You can have everything in life you want,
if you'll just help enough other people get
what they want.”?

Adam Smith went on to argue that

whenever commerce is introduced into any
country, probity[,] punctuality[,] ... econ-
omy, industry, [and] discretion . . . always
accompany it. These virtues in a rude and

barbarous country are almost unknown.*>#'

But, according to Smith, it is rational self-interest that

promotes these personal and civic virtues.

Could Rand, Keynes, and even Smith be mistaken
about the values taught by the free price system? Yes.
This systemis not teachingus to be greedy, or even direct-
ing that greed into more constructive channels. Nor is it
only promoting rational self-interest. It is instead teach-
ing us to stop thinking about our own needs and wishes
and start focusing on the needs and wishes of others, in
particular our employees and customers. If we try to do
this only from rational self-interest, we will not find it
easy. If we care genuinely about others and about our
contribution to society, it will be much easier to stay the
course, which typically is very long and demanding.

A brash, young entrepreneur may think he is enter-
ing business to become rich or famous or enjoy life.

But he will soon learn that the rewards are distant and
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uncertain while the personal sacrifices are immediate.
Most people do not like to work seven days a week,
watch every penny of personal expense, or give up con-
trol over their own time.

We have already seen that a “boss” of a successful
business is not just a “boss,” but also a willing servant of
others. Someone may “fake” this attitude for a while,
but will ultimately be found out. Predation, exploita-
tion, parasitism—all of these may augment the profits
of a single transaction or a single year. But the worth of
a business is defined as the “present value” of all future
profits, and in a free price system, free of government-
created and -protected monopolies, predatory prac-
tices do not amplify but rather destroy future profits.

If a business owner must put the needs of employ-
ees and customers first, what about competitors? Is not
market competition a cutthroat, dog-cat-dog business,
with predation the rule rather than the exception? Once
again, this is a false picture.

Most competition takes place within an organized,
cooperative framework, similar to the Olympics. Olym-
pic athletes can be as competitive as they like, but must
conform to the rules of fair competition, which also
include no collusion, or they will lose their medals, as
some have done.

In some cases, business competition is much more
collegial than sports. Wheat farmers, for example,

technically compete with one another, but think of
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themselves as colleagues, not competitors. Competi-
tors in other industries may behave very differently. In
any case, there is only one durable way to out-compete
other firms, and that is to serve your employees, and
through them, your customers, better and better. This
is the only true competitive advantage—anything else
is ephemeral.

Young people sometimes eschew business and enter
government or the non-profit sector because they want
to make the world a better place. But if they consider,
they will realize that businesses exist to meet the tangi-
ble needs of people, just as government and non-profits
do. And of course some people enter public service for
anything but altruistic reasons: they may be attracted by
the lure of fame or power rather than money.

Values inculcated by the free price system are demand-
ing. They often take generations to learn. Once learned,
they make the world not only a more productive place,
but a better place in which to live.

It is not surprising that proponents of the free price
system led the battle against world slavery in the eigh-
teenth and nineteenth centuries. And they were not
only opposed to slavery. They were also opposed to
nationalism, tribalism, racism, and sectarianism as well.

The free price system teaches us to tolerate, work
with, and ultimately appreciate people of all lands and
conditions. If we do not, we will lose our best employees

and many potential customers. As noted before, this is
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not just a matter of calculation. Either we believe it or
we do not. In the long run, people will not be fooled.

Economist George Stigler understands all this:

Important as the moral influences of the mar-
ketplace are, they have not been subjected to
any real study. The immense proliferation of
general education, of scientific progress, and
of democracy are all coincidental in time and
place with the emergence of the free enter-
prise system of organizing the marketplace. I

believe this coincidence was not accidental. **

Economist Geoffrey Martin Hodgson does not under-

stand free price system values:

The firm has to compete not simply for profit
but for our confidence and trust. To achieve
this, it has to abandon profit-maximization,
or even shareholder satisfaction, as the ex-

clusive objectives of the orgamization.43

This is hopelessly wrong. The only way we can maxi-
mize profits is to earn the confidence and trust of our
customers. These two activities are not mutually exclu-
sive. They are one and the same.

Economist John Kenneth Galbraith, past president
of the American Economic Association, and best-sell-
ing author, also demonstrates a complete lack of under-

standing when he writes that
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there is nothing reliable to be learned about
making money. If there were, study would

be intense and everyone with a positive IQ

would be rich.**

But it is not a high IQ, or a business degree, that
enables us to make money. It is a strong desire to serve
others, not just ourselves, along with sound judgment
about how to go about it, since, in business as in life,

good intentions are not enough.



Lesson Three

Enemies of the
Free Price System
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Crony Capitalism

HE STRUGGLE TO establish free and honest

| prices in competitive markets is thousands of
years old. For most of that time, powerful pri-

vate interests, allied with even more powerful govern-
ment officials, protected the opposite system of manip-
ulated or controlled prices that has persisted through
every era and always dominated the economic system.
For most of history, this state of affairs never really
had a name. It was just the “system” and everyone
accepted it as the norm. Human beings were orga-
nized into tribes. Tribes had rulers, wealthy people
allied themselves with the rulers, and below them the
common people subsisted on what the powerful and

rich did not take for themselves.

R
0‘0
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During the eighteenth century, when critics finally
emerged in numbers, it began to be called mercan-
tilism. In the twentieth century, it had many names,
but in this book will be called crony capitalism.* The
advantage of this terminology is that it makes a clear
distinction between this system and the concept of
capitalism. Whatever the merit or demerit of the con-
cept of capitalism (which in turn depends on how the
term is defined), it is not the same as crony capitalism.
The latter may for publicity purposes pretend to sup-
port a free price system, but this is just camouflage
for its utter and usually ruthless rejection of a free
price system.

The very earliest historical record of what might now
be called crony capitalism dates to ancient China. Han
Dynasty annals tell us that the Emperor Wu-di (155-87
BCE) decided that government must control the econ-
omy, and castrated his advisor Sima Qian for daring to
dispute his view. Although Wu-di said that he was set-
ting up monopolies granted by the state in salt, iron,
and other basic commodities in order to protect the
common people from greedy merchants, his monop-
olies really just made a few merchants colossally rich,
and ensured a steady stream of kickbacks from them to

court officials and to the Emperor himself.

* William Safire reported in 1998 that he had traced the first appearance of
this phrase to a 1981 Time Magazine article written by unidentified staff.
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Almost two thousand years later, the Scottish econ-
omist Adam Smith restated Sima’s case in words strik-

ingly reminiscent of the early Chinese master’s own:
gly y

The natural effort of every individual to bet-
ter his own condition, when suffered to ex-
ert itself with freedom and security, is not
only capable of carrying on the society to
wealth and prosperity, but of surmounting
an hundred impertinent obstructions with
which the folly of human laws too often en-

cumbers its operations.45

In the meantime, the middle and later Roman
emperors imitated Wu-di. They granted monopolies,
instituted price controls punishable by death, debased
the currency by stripping precious metals from coins,
exacted ever harsher taxation, and reaped a whirlwind
of corruption and economic collapse As economist

Jesus Huerta de Soto has written:

Roman civilization did not fall as a result of
the barbarian invasions. It undermined itself
from within through its own economic pol-
icies, although serious plagues also played
a part in decimating and demoralizing the

} 6
populatlon.4

In Sung China (tenth century, CE), merchants were

classed with undertakers and other “unclean” groups,47
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and the government did not hesitate to confiscate mer-
cantile fortunes that came to its attention, a pattern that
persisted throughout Chinese imperial history. The
great historian of commerce and capitalism, Fernand

Braudel, acknowledges that

In the vast world of Islam, especially prior to
the eighteenth century, ownership was tem-
porary, for there, as in China, [property] le-
gally belonged to the prince. When the [rich
person] died, his seigneury and all his pos-
sessions reverted to the Sultan of Istanbul or
the Great Mogul of Delhi.** [In addition,]
André Raymond's recent study of eighteenth
century Cairo shows us that the great mer-
chants there rarely were able to maintain
their positions for more than a generation.

They were devoured by political society.*

The historian David Landes records the same thing
in Japan. He cites the case of Yodoya Tatsugoro, scion of
the leading commercial family in Osaka. The family had
made itself immensely rich, had also performed many
services to the nation, and had regularly lent money to
the ruling classes. These loans could not be refused, but
once made, they led to strained relations In the end,
all the family’s money was confiscated by the govern-
ment on the grounds that Yodoya was “living beyond

his social status.”*°
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Landes describes an even more predatory environ-
ment in the Ottoman (Turkish) empire of the four-

teenth—early twentieth centuries:

The Ottomanshad... taken over a region once
strong, now enfeebled—Ilooting as they went.
Now they could no longer take from outside.
They had to generate wealth from within, to
promote productive investment. Instead, they
resorted to habitand tried to pillage the inte-
rior, to squeeze their own subjects. Nothing,
not even the wealth of high officials, was se-

cure. Nothing could be more self-destructive.”’

Looking back over world history, and especially more
modern history, governments have gradually become
wiser than the Ottoman Sultans. They have learned that
it is better to let private capital accumulate, to pluck the
goose of private enterprise, not to kill it. But even so
they are tempted to make “minor deals” that turn out to
be anything but minor in their consequences. For exam-
ple, in seventeenth-century France, the rich woolen,
silk, and linen producers persuaded the government to
ban the import or production of cotton cloth, which
was then a new product, in order to protect themselves
from competition. On one level, this produced rather

comical results as government spies began

peering into coaches and private houses and

reporting that the governess of the Marquis
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de Cormoy had been seen at her window
clothed in calico of a white background
with big red flowers, almost new.”*

All was not gossip and amusement, however. Enforce-
ment of the rules led many thousands of ordinary peo-
ple to be executed or sent into gruesome labor on ships.
Perhaps most importantly, Britain created its industrial
revolution and surged ahead economically by produc-
ing cotton textiles, while France’s refusal to allow cotton
meant that it stagnated and fell far behind.
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[ aissez-Faire
Contra the Cronies

N REVIEWING A very few ronytories from the long
I history of crony capitalism, we confront a paradox.

Government exists to protect us from private vio-
lence, theft, and fraud. But, once it is established, who
will guard us from the guardians? We can walk away
forever from a bad boss, merchant, or customer, but we
cannot walk away from the government.

Given the extreme difhiculty of establishing effective
and honest government, it is not surprising that most
human beings have remained in desperate poverty
during the thousands of years of recorded, so-called
civilized life. Until the eighteenth century, the human

economy as a whole barely grew at all, and even since

73
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then the rate of growth has not been exceptional. Why
is this? Economist John Maynard Keynes wrote that

The destruction of the inducement to in-
vest by [a tendency to keep what wealth one
had under a mattress] was the outstanding
evil, the prime impediment to the growth of

wealth, in the ancient and medieval worlds.*

But Keynes neglected to mention that people hid their
money because they feared theft, and they especially
feared theft by government. He was even more fanciful or
perhaps disingenuous in suggesting that twentieth-cen-
tury governments would decide economic issues based
on “long views, the general social advantagel,] and collec-
tive wisdom.”* All of this seems to have been premised
on government officials doing what he told them to do.
At other times, Keynes described government officials
as “boobies.”*

The most-often proposed remedy for this problem is
to try to rein in the state and especially to restrict its role
in the economy. The case for a state that acts only as an
economic umpire, not an economic leader, that scrupu-
lously limits itself to setting rules that apply to every-
one, that does not try to intervene to assist any person
or persons, or otherwise pursue its own economic aims
and objectives—that case has been made in many eras
and in many countries. Boisguilbert asked the French

government in the early eighteenth century to “/aissez-
t in the early eighteenth century to “
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faire la nature, by which he meant to get out of the way
of commerce.’®

Advocates of laissez-faire thought they were apply-
ing basic logic to the problem at hand: if crony capi-
talism represents an illicit alliance of government and
private interests in the economy, the only sure way to
combat it is to separate economy from state, just as the
US constitution separates church from state.

This doctrine, embraced by many of the leading
minds of the late eighteenth and early nineteenth centu-
ries in Britain, America, and elsewhere, including most
of the American founders, was not, as most think today,
an attempt to hold down the working classes or give free
rein to abusive bosses. They were not advocating sweat-
shop conditions for workers or child labor.

On the contrary, these reformers began by secking
to free middle-class merchants from the strangling eco-
nomic cronyism of the courts. Over time, they came to
embrace a multitude of beliefs that came to be known
as “liberalism,” and then later “classical liberalism,” to
differentiate them from Franklin Roosevelt’s version of
the term. Had these reformers not succeeded to at least
a small degree in Britain and then the United States, it
is very doubtful that the Industrial Revolution of these
two countries would ever have happened, or would have
subsequently spread to other countries.

The early laissez-faire reformers generally agreed

that banning slavery, child labor, or inhuman working
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conditions is legitimately part of the umpire’s role. Brit-
ish Member of Parliament Richard Cobden (1804—
1865), one of the principal leaders of the movement
(and over a century later cited by US President Ronald
Reagan as a key influence on his thinking), insisted on
getting government out of a leadership role in the econ-
omy. But he voted for restrictions on child labor as well
as for more child education. Like other laissez-faire
reformers, he also fought for broadening the right to vote
and the removal of restrictions on women and Jews.””

American churches, constitutionally separated from
government, and mostly governed within their own
moral framework, are still subject to strict national laws.
The laissez-faire idea was that the economy should
operate in a similar way. In this view, there is no dis-
cipline more severe than market discipline, which is
why businesses try so hard to escape it with govern-
ment assistance. The discipline of market competi-
tion, which compels producers to justify everything
they do in order to win and hold customers, will pro-
vide more protection for workers and especially chil-
dren than laws alone, especially when the govern-
ment enforcers of law can be bought.

Advocates of laissez-faire have long become accus-
tomed to having their words distorted or fall on deaf
ears in most countries and most eras. Not long before
the French Revolution, Jacques Turgot was appointed

Comptroller-General of France and tried in twenty
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brief months to reform the tottering economic sys-
tem along free price, competitive market lines. But he
was forced to resign, thereby sealing the fate of Louis
XVI and the old regime. Etienne Bonnot, the Abbé
de Condillac, exclaimed that “experience teaches [gov-
ernment] nothing. How many mistakes have been
made! How many times have they been repeated! And
they are still repeated!”58

Although laissez-faire reforms failed in this instance
and throughout most of history, they made a little head-
way in Britain and America in the late eighteenth and
carly nineteenth century. The historian Lord Macaulay

observed that, as a result, at least in Britain,

profuse government expenditure, heavy
taxation, absurd commercial restriction,
corrupt tribunals, disastrous wars, perse-
cutions, conflagrations, inundations, have
not been able to destroy capital so fast as
the exertions of private citizens have been

able to create it.*”’
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Today's Crony Capitalism

NE CAN ONLY imagine what the nineteenth-
O century laissez-faire reformers would have
thought of life at the beginning of the twenty-
first century in Zimbabwe, a country once described as
the “breadbasket” of Africa, but which writhed in mis-
ery under the iron grip of Robert Mugabe’s government.
Land redistribution schemes had turned over much of
the best cropland to Mugabe supporters who had not
the slightest knowledge of farming. As a result, over half
of the country’s 12 million people were on the brink of
starvation. In many cases, government opponents were
forcibly relocated to remote rural areas with no means
of subsistence at all.
In towns, gasoline supplies had long since disap-

peared, although rumors caused people periodically
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to race to closed pumps to see if anything had arrived.
Everything was price controlled, often at a price well
below the cost of production. To avoid evasion of the
price controls, no “new” product, brand, or packag-
ing could be sold without prior written permission
from one of the ministries, which always of course
required a bribe. The economy as a whole was esti-
mated to be imploding at a rate of 10% a year, but prop-
erty and market values had already lost 99% of their
previous value.®° Throughout all this, Mugabe gave
speeches railing against “greedy entrepreneurs, ruth-
less markets and the forces of globalization.”6I

Nor was rampant crony capitalism limited to poor
or small countries. Many of the American, European,
Chinese, and Russian mega-rich of the 1990s and 2000s
got their vast new wealth through government favors
or connections or by understanding how government
worked. This was just as true on Wall Street in the US
as in Beijing or Moscow. Wall Street had first use of
all the new money printed by the Federal Reserve dur-
ing the “bubble years” beginning in the mid-1990s. It
made as much profit in the first three years under Pres-
ident Obama as in the prior eight years under Presi-
dent George W. Bush, notwithstanding the interven-
ing Crash that helped elect Obama on a platform of
“hope and change.”

Following the Crash of 2008, Sol Sanders, columnist

for a “conservative” newspaper, wrote that President
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Obama should “begin weekly meetings in closed ses-
sion with a group of recognized private-sector leaders to
brainstorm recovery strategy and tactics.”* No worse
advice can be imagined. Such a meeting—behind closed
doors no less—would not be a recipe for job creation.
It would be a recipe for more of the cronyism that had
already destroyed millions of jobs and brought the econ-
omy to the brink of ruin in the Crash.

Whom would the president invite? Which of the
powerful private economic interests that despise open,
honest, competitive markets and conspire with govern-
ment to prevent any change from threatening them?
Would it be the then head of the president’s outside
economic council, the CEO of General Electric, which
had just been rescued by the government and was also a
major government contractor? The heads of the major
banks that had been bailed out and were still being
bailed out by the Federal Reserve? A firm like Gold-
man Sachs which, although not a bank, had been given
access to the loan window at the Fed as if it were a bank,
and thus could borrow billions of newly created govern-
ment money at close to zero cost?

Would it be the heads of drug companies whose
government-granted monopolies have been zeal-
ously guarded, with threats of jail as well as fines, by
the Food and Drug Administration (FDA), an agency
drug companies directly fund? The head of General

Motors, also recently bailed out by government, in
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a way that blatantly violated bankruptcy law, that
took every last penny from the mom and pop bond
and warranty holders, and turned the company over
to the same union that had destroyed it? Monsanto,
whose controversial GMO seed, food, and insecti-
cide/herbicide products had been virtually strong-
armed into other countries by the US government, as
Wikileaks documents revealed?

Such access to government leaders in a crony capi-
talist economy is worth a lot. How much? Here is one
measure. When word of Timothy Geithner’s selection
to be President Obama’s treasury secretary leaked, the
stocks of companies considered close to him imme-
diately jumped by an average of 15%. This is hardly
surprising. Geithner had already saved many of these
companies billions of dollars when, as president of the
New York Fed, he had quietly vetoed a plan for banks
to take losses on their contracts with failed insurer
AIG, and had instead decided that the government,
that is the taxpayers, would absorb the loss.®*

Eighteenth-century economist Adam Smith warned

that

People of the same trade seldom meet to-
gether, even for merriment and diversion,
but the conversation ends in a conspiracy
against the public, or in some contrivance

to raise prices.
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How much worse, then, if these merchants are meet-
ing behind closed doors with the president of the US
or secretary of the Treasury? The Obama White House
presumably understands the potential value of such
meetings, because it first offered to provide full logs of
all White House visitors, pointedly excluding the first
nine months, and then began scheduling lobbyist visits
outside the White House, at the nearby Jackson Place
offices, where the promise of logs was deemed not to
apply, or even at coffee houses.®

By the end of President Obama’s eight years in 2016,
the New York Times, a fervid supporter, claimed that the
administration had enjoyed an unparalleled scandal-
free record. Here are just a few counterfactual examples.
When the President finally got his tax increase on the
rich passed at 2 A.M. on January 1, 2013 (the “fiscal cliff”
bill), in the very same legislation he included massive
federal giveaways to favored industries donating to him.
The giveaways more than canceled any revenue gain to
the treasury from the tax increases. In effect, taxes on
the rich had not been increased; money had just been
shifted from one group of the rich to another.

Obama’s stimulus bill of 2009, supposedly about
infrastructure projects such as roads and bridges,
directed much of its money to friendly state and local
governments to cover their expanding payrolls and
deficits, as well as to friendly private interest donors.

According to one study, 71% of the funds going to
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green energy grantees benefiting from the bill were
also friendly political donors.*¢

Many of these crony system players were not even US
citizens. About 70% of the money newly minted by the
Fed after the 2008 Crash went to support foreign banks.
An MSNBC headline read: “Wind at Their Backs:
Powerful Democrats Help Chinese Energy Firm Chase
Stimulus Money.” The article explained how Senator
Reid (D-NV) received campaign money from a Chi-
nese project’s backers.”” Under US law, foreign nation-
als may legally contribute to US federal and state cam-
paigns, so long as they hold a green card. A complaint
was also filed with the Federal Election Commission of
massive money coming into the Obama campaign from
overseas with no real idea of its source. The FEC appar-
ently buried the complaint.

The goal of cronyism is of course to form lucrative alli-
ances that serve the purposes of both special interests
and government ofhicials. There is also an understanding
that enmity between these powerful forces can be costly
for both. The classic example was when “citizen” chal-
lenges began to be filed during the Nixon administration
in the early 1970s to take away the lucrative television
broadcast licenses of the Washington Post. Ben Bradlee,
the Post’s editor, later described the Post’s reaction:

Our stock price nosedived as the word got
out that the Post was going to lose its TV

station income. It was a scary time, and it
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had an absolutely critical impact on us in-
ternally. From that time on we knew Nixon
hated us and we reciprocated. Without that,
the Post would never have behaved so confi-
dently in its reporting of Watergate [which

s 68
led to Nixon’s resignation].

As this clearly states, a crony battle over TV licenses
was instrumental in the destruction of a presidency.

Most of the many “deals” involving the president or
Congress, like the story of the Post’s TV licenses in 1973,
are rarely covered by the press. Most crony capitalism
operates on a more prosaic level behind closed doors,
and receives even less coverage. For example, the US
Department of Agriculture is supposed to protect the
public from contaminated meat. But when small meat
producers proposed to test each cow slaughtered for
mad cow disease, a deadly illness transferable to humans,
the Department repeatedly ruled in the early 2000s that
such testing could not be done.

In issuing this edict, the department sided with large
meat producers who not only wished to avoid the cost
of testing, but also wanted to use the power of gov-
ernment to prevent smaller producers from gaining a
sales advantage from doing so. The regulators saw large
meat packers, not the general public, as their clients.®®
To learn about this, one had to consult trade publi-

cations, because the larger media could not care less.
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Smaller-scale deals take place every day in statehouses
and city halls, with even less scrutiny.

A few committed believers in government control
of the economy, and especially of prices, are willing
to admit that their ideas have not lived up to expecta-

tions. Nevertheless, as Ludwig von Mises pointed out,

Government interference with business is still
very popular. As soon as someone does not
like something that happens in the world, he
says: “The government ought to do some-
thing about it. What do we have a govern-

o)
ment for?”’

Philosopher Michael Novak, who once believed in
state leadership himself, shakes his head at this:

One of the most astonishing characteris-
tics of our age is that ideas, even false and
unworkable ideas, even ideas which are no
longer believed in by their official guardians,
rule the affairs of men and run roughshod
over stubborn facts. Ideas of enormous de-
structiveness, cruelty, and impracticality re-
tain the allegiance of elites that benefit from
them....”" [or feel that abandoning them

would] violate . . . a taboo.”*
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The Crony Capitalist

Conundrum

CONOMIC TEXTBOOKS REFER somewhat mis-
E leadingly to “public” and “private” sectors. Before
the rapid expansion of the federal government
by the George W. Bush and Obama administrations,
the public sector (including federal, state, and local)
was thought to represent about a third of the economy.
The non-profit sector, often overlooked, accounted for
another 10%. This math suggested that just a bit over
half of the economy was “private, for-profit.” But taking
into account companies that are directly or indirectly
controlled by government, at least two-thirds of the
economy is really in the government sphere.
The term Government Sponsored Enterprise (GSE)
is often applied to so-called private enterprises that have
been founded by government and still enjoy public

support of one kind or another. Pre-eminent examples
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include the mortgage giants Fannie Mae and Freddie
Mac. It is appropriate, however, to apply the term GSE

more broadly to include:

» The defense industry (sells mostly to the

government)

m Healthcare, drugs, housing, banking, finance,
agriculture, food, autos, broadcasting, rail-
roads, trucking, airlines, education (closely reg-
ulated, subsidized, price supported, protected,

or cartelized by government)

» Law and accounting (expanded through govern-
ment regulation and allowed to earn enormous

fees in areas such as medical malpractice law)

» Unions (exempted from anti-trust law and

favored in many other ways)

m Other niche organizations such as the American
Association of Retired Persons (AARP) (which
ostensibly exists to influence government,
although it has become in effect a large business

conglomerate aided and assisted by government)

It is clear enough why all these “private” firms and
organizations reach out and try to ally themselves with
public officials:

What Special Interests Want from Government

m Sales

» Favorable regulations
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» Exemption from regulation

m Regulation that discourages new or small

competitors

m Access to credit

m Access to cheap credit

m Loan guarantees

= Monopoly status

= Extension of monopoly status (patents and
copyrights)

» Noncompetitive bidding or contracts

m Subsidies

m Bailouts

m Promise of a future bailout (which reduces

current cost of credit)

m Protection from competitors, domestic or

foreign
m Favorable price restrictions

m Targeted tax breaks
There is a quid pro quo for all this of course:
What Public Officials Want from Private
Interests
u Campaign contributions

m Direct campaign assistance

m Indirect campaign assistance
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Assistance with “messaging”

Money (illegal if a bribe, but not necessarily in
other cases, e.g. assistance with a loan or access

to a “sweetheart” investment)

Support from “foundations” related to campaign

contributors
Regulatory fees to support agency jobs

Jobs for friends, constituents, or eventually

themselves
Travel, entertainment, other “freebies”

Power, control, and deference

After the 2008 Crash, commentator Michael Bar-

one noted that many people expected US voters to turn

against “Big Business” and “market solutions” in favor of

more

‘Big Government.””? But it is difficult to draw such

distinctions when Big Business, Big Finance, Big Labor,

Big Law, and Big Government all merge together into a

single conglomerated entity, one that seems devoted to

its own welfare rather than the public good.
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The Progressive Paradox

N THE PRIOR CHAPTERS, we noted that more gov-
ernment, and especially more government of the
economy, produces the unintended consequence of
more crony capitalism. This is an especially troublesome
point for political progressives, who see more and bigger
government as a way to control greedy private interests.
Senator Bernie Sanders, candidate for the Demo-
cratic Party presidential nomination in 2016, claimed

in his speeches that:

I am a proud progressive, prepared to stand
with the working families of this country;
prepared to take on powerful special inter-
ests which wield enormous power over the

economic and political life of this country.”*

R
0‘0
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What are we to make of this? Progressivism as a polit-
ical movement began with one simple idea. Special
interests comprised of rich people and corporations had
too much power and were using it to the detriment of
ordinary people. Progressives would deploy the power
of government to regulate and quell these special inter-
ests. But there was a logical problem: the more gov-
ernment intervened in the economy, the more special
interests sought to infiltrate government, which became
increasingly corrupted.

Columnist George Will summarizes what might be

called the progressive paradox as follows:

[Progressives] have a rendezvous with re-
gret. Their largest achievement is today’s re-
distributionist government. But such gov-
ernment is inherently regressive: It tends to
distribute power and money to the strong,

including itself.

Government becomes big by having big
ambitions for supplanting markets as so-
ciety’s primary allocator of wealth and op-
portunity. Therefore it becomes a magnet
for factions muscular enough, in money or
numbers or both, to bend government to

their advantage.75

The fifteenth to sixteenth-century Dutch philoso-

pher and reformer Erasmus wrote that
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acity grows rich through the industry ofits
citizens only to be plundered by the greed

. 6
of prmces.7

This was not a complete account. When government
plunders, it usually does so in alliance with powerful
private interests, which may include prominent citi-
zens or, in a democracy, strategic voter blocs, includ-
ing voter blocs assembled on cultural as well as on
economic grounds.

How then can government be expected to restrain
the special interests with which it is closely allied?
The more government “runs” the economy, the more
private interests will insinuate themselves into poli-
tics and vice versa. Money and power will flow back
and forth through ever more corrupted channels.
Average citizens will always end up getting the short
end of the stick, as they did during and after the
Crash of 2008.

Progressive thinkers deal with this paradox in strik-
ingly different ways. Some simply deny the problem.
The Economist magazine, itself generally progressive,
criticized leading progressive (and Keynesian) econo-

mist Joseph Stiglitz for taking the easy tack of denial:

After [Stiglitz] has condemned today’s
policymakers so roundly as incompetent
and beholden to special interests, [his] pre-

scription [for] better regulation . . . and



94 < EcoNOMICS IN THREE LESSONS

[his] broader faith in government activism
sounds perverse. If policymakers failed as
miserably as Mr. Stiglitz believes, then he
ought to be far more worried about the
potential for government failure in the fu-
ture. That dissonance is a glaring weakness

in Mr. Stiglitz’s [position].””

Economist Bryan Caplan, discussing a book about
crony capitalism by the “Marxist” historian Gabriel

Kolko, similarly remarked that

strange as it scems, [Kolko] sees the unholy
alliance of business and government as an

8
argument for government.7

Progressive economist Jeffrey Sachs at least acknowl-
edges the paradox when he writes, in his book, The
Price of Civilization, that

yes, the federal government is incompe-
tent and corrupt—but we need more, not

less, of it.

This prompted Congressman Paul Ryan to respond,

in a review, that Sach’s position

would be comical if it were not deadly

serious.”’

Some progressives are troubled by the illogic of their

position and recognize the need for change. After all,
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is not a desire for change at the heart of progressivism?
Is this not what the word is supposed to mean? Others
have taken the opposite and (again paradoxical) stance
of becoming reactionaries opposed to any change. Here
is what Southern Methodist University (SMU) health
policy analyst John Goodman said about progressive

voters after the 2012 presidential election:

If you are one of the folks who voted [as a
progressive] in the last election, what did you
vote for? ... Here are three things for start-
ers: (1) no reform of the public schools, no
reform of the welfare systems, and no reform
of labor market institutions that erect barri-

ers between new entrants and good jobs. . ..

The first three policies you voted for mean
that those on the bottom rung of the income
ladder are not going to get a helping hand
to get on a higher rung. As far as those with
the least income and wealth are concerned,
you voted for status quo all the way. And to
rub salt in the wound, the very people you
voted for will be telling the world at every
opportunity how much they care about the
poor—even as they do everything to im-

pede their economic mobility!

Here are three more things you voted for: (1)

no reform of the tax system, (2) no reform
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of Social Security, Medicare, Medicaid and
other entitlements, and (3) no serious effort
to deal with mounting deficit spending and

ever-increasing national debt. . ...

The second set of policies you voted for adds
up to another bottom line: with respect to
the nation’s fiscal health, you voted again for
status quo all the way. There is no mystery
about the problem we face. We've prom-
ised more than we can afford. According
to the Congressional Budget Office, if we
continue on the path we are on the federal
government will need to collect two-thirds
of the income of the middle class and more
than 90% of the income of high-income

families by mid-century.

The idea of progressives as reactionaries will be
an affront to most progressives, but where the shoe
fits, they will have to wear it. Nor is it the most sear-
ing indictment. An even more disturbing idea is that
many progressives, like many late twentieth century
Soviet Communists, have lost their faith and, behind
a mask of superficial pieties, are mainly focusing on
what side their bread is buttered. On anything from a
small to a large scale, they have become crony capital-

ists themselves.

People in this category include:
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m Progressive teachers who mainly focus on getting
higher pay or who talk up a lottery for education,
even though lotteries just take money away from
those who have the least;

m Progressive union members fighting for benefits
at the expense of usually poorer non-union mem-
bers, not to mention workers in other countries

who may be desperately needy;

m Progressive seniors who do not mind being sub-
sidized by young people who are on average the
poorest group of all;

m Government workers who see themselves as
serving their fellow citizens, especially those less
advantaged, but who demand salaries, health
insurance, and sometimes grossly inflated retire-
ment benefits far in excess of what comparable
workers in private industry earn and far beyond

what taxes will support.

To see how far progressivism has fallen, we need
only consult what John Gunther wrote about Progres-
sivism in his book Inside USA, published in 1946:

The age of the Pleistocene marauders and
despoilers has passed . . ., is as dead as Tu-
tankhamen. . .. The permanent, durable
ground swell is progressive. ... This is a coun-
try that believes in two things above all—

8o
progress and reform.
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But even Gunther worried about “selling out to the big
interests who were originally the opposition,” and given
the weaknesses of human nature and the imperfectabil-
ity of government officials, he had reason to worry.81

Today the children of the confident and committed
reformers may be talking the old progressive talk, but
they seem to have found a comfortable spot in the crony
capitalist system. They have traveled a long distance from
what may have been the idealism of their youth, still mir-
rored in the young people who intensely protest against
what they call “capitalism,” communicating through
their iPhones, digging up information on the internet
with iPads, or meeting up at Starbucks to recharge with
very costly varieties of caffeine, all with little or no per-
ceived irony, but at least with a still untainted sincerity.

The essence of the problem with all these versions
of progressivism was partly captured by investor and

author Jim Rogers when he wrote that:

Governments are terrible at engendering

prosperity and wealth.®

But it must be added that their efforts to create pros-
perity and wealth more often than not create corrup-
tion, and nothing is more deadly for sustained pros-
perity than corruption.

However well-intentioned progressive ideas of govern-
ment leading the economy may be, they always entail dis-
mantling of the price system, and this will not work. By
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now this should be clear enough. Endlessly repeating the
errors of the recent past will just make things worse, much
worse. Treasury Secretary Henry Morgenthau, President
Franklin Roosevelt’s close friend and heartfelt progres-
sive, admitted in 1939 that government leadership of the

economy had not rescued us from the Great Depression:

I'want to see this country prosperous. I want
to see people get enough to eat. We have
never made good on our promises. . ... I say
after eight years of this administration we
have just as much unemployment as when

8
we started and an enormous debt to boot.”

Walter Lippmann, another famous progressive who
believed deeply in the promise of government economic
leadership, finally agreed in 1943 that it tended to pro-

duce the opposite of what was intended:

This is the vicious paradox of the gradual
collectivism which has developed in west-
ern society during the past sixty years: it
has provoked the expectation of univer-
sal plenty provided by action of the state
while, through almost every action under-
taken or tolerated by the state, the produc-

) ) . 8
tion of wealth is restricted.”*

The customary progressive response to Lippmann’s

plaintive observation is that we just need an even
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stronger dose of the same medicine. But this defies
logic. Lippmann was reporting on sixty years of free
price destruction; we have had almost seventy more
years since. It is time to face reality and move on.

Some progressives try to distract themselves and
others from these economic failures by refocusing
progressivism on cultural issues. But the economic
issues cannot be avoided. Even if one espouses “mul-
ticulturalism” and “diversity” (as currently defined
by contemporary progressives along racial or gender
lines rather than, for example, diversity of opinion),
how can it be advanced in a failing and increasingly
corrupt economy?

Intellectual revolutions are always hard fought, and
the fighting takes a long time to play out. Social and
economic establishments are determined to preserve
their privilege. At first they mock their critics; any
argument for reform, however factual or logical, is
greeted with derision. What a joke! Once it becomes
clear that the other side is making its case and starting
to gain a foothold with the voting public, mockery is
succeeded by stony silence. Everything the critics say
is now ignored, lest more people hear about it. In the
next stage, the established elite finally acknowledges
its critics and comes out battling, using every device at
hand to try to destroy them. If this fails, and the critics
finally win the battle of public opinion, the old elite
simply says: “Oh, we knew that all along”



The Progressive Paradox + 101

Today the progressive elites are feeling besieged. They
are no longer just mocking their critics. They are find-
ing it more and more difficult to ignore them. The
third stage battle seems to have been joined, with the

final result still to be seen.
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Where Does This Leave

the Poor?

T IS IMPOSSIBLE to say how many people are poor
I in the United States and elsewhere. Government
statistics often intentionally obscure the facts. For
example, in the United States the biggest federal pov-
erty program, the Earned Income Tax Credit (EITC),
pays 27 million taxpayers $60 billion in cash. But like
Section 8 housing vouchers and Medicaid, EITC pay-
ments are excluded when the government totes up who
is poor and who is not.
Moreover, since the Crash of 2008, more and more
formerly middle-class people have slipped into a state of

near poverty. For example, they can no longer afford to
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buy a reliable automobile, and without a reliable auto-
mobile find their employment options limited not only
by the economy, but also by transportation barriers.
In addition, they may own a home that cannot find a
buyer, which means they cannot easily move to another
state with more jobs.

There is supposed to be a “social safety net” for the
truly poor, an array of government programs that was
greatly expanded after the Crash of 2008. Of that “net;”
GOP candidate Mitt Romney said during the 2012,

presidential campaign:

I’'m not concerned about the very poor.

We have a safety net there. If it needs re-
: .8

pair, I'll fix it. 5

Can there really be any doubt that it needs fixing? A
Senate subcommittee found that the US government
in 2012 was making “welfare” payments equivalent to
$168 per day for every household whose income fell
below the official poverty line. Since median income
of all Americans is $137 a day, it is clear that only a
small part of the $168 (equivalent to about $36,000 a
year) is actually reaching the poor.

Much of the money is going to other people, includ-
ing government workers who, supported by powerful
public unions, are indirect but prime beneficiaries of
poverty programs. Looking at all government transfer

payments, not just those included in the congressional
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study, a study suggests that only 36% of the money goes
to the bottom 20% of earners and even less to the truly
poor.86 The greater part of the money goes to house-
holds headed by 65-year-olds or older whose net worth
is a stunning 47 times greater than households headed
by under 35—year—olds.87

Another feature of the welfare spending is that it
does not just create disincentives to work. It actu-
ally taxes work at a far higher rate than that applied
through the regular tax code. As economist Thomas
Sowell has pointed out, a low-income individual may
find that the next $10,000 of earned income will
reduce federal benefits by $15,000, which in effect rep-
resent a150% “tax’ rate.®® This is completely unfair, but
remains largely unacknowledged, much less addressed,
by public policy.

When thinking about welfare spending, we should
also ask: where does the money come from? In part, it
comes from taxes paid by higher income earners. But
much of it is borrowed. When the time comes to pay the
interest or repay the debt, who will receive the money—
rich or poor? It will be the rich of course, either rich
Americans or rich foreigners or foreign central banks. It
will not be the poor.

Other government policies do not make things better.
The federal minimum wage was raised in steps to $7.25
during and after the Crash of 2008. This hurt impov-

erished, inexperienced young workers the most, so why
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would anyone be surprised that the teenage unemploy-
ment rate rose to 26% in 2009, 39% for black teenagers,
and 52% for all teenagers in Washington, DC?

Obamacare, President Obama’s signature and man-
datory medical insurance program, compounded this
problem by adding $2.28-$5.89 of cost per hour for
every full-time worker and more for part-time. How
can an uneducated worker gain the experience and track
record needed to earn such wages without work? And
yet how can he or she get the work with such mandated
wages? If they are lucky, teenagers work today as “interns”
for nothing. Why not at least allow a “training wage,” so
that idle teenagers could both learn and earn?

Obamacare also encouraged the creation of Account-
able Care Organizations, where medical professionals
were to be paid for health “outcomes” rather than on a
fee for service basis. Because low-income patients tend
to have worse “outcomes,” ACOs were almost guaran-
teed over time to minimize the number of such patients.
And who would decide the definition of a “good” out-
come in the first place?

Under market conditions, consumers ultimately
choose what is “good” or “bad” at a given price. By doing
s0, they also define what “healthcare” is. If the govern-
ment defines “healthcare,” it will ultimately be decided
by the strongest special interests, including the Ameri-
can Medical Association, the big hospitals, big insur-

ance and drug companies, and other players.



Where Does This Leave the Poor?

There is an even more basic problem for the poor.
Each year, the price of everything increases. In part,
the price increases are directly caused by government
rules and mandates. Recently, the federal government
required the installation of a “black box” in each auto-
mobile, which will give speed (and other potentially
incriminating information) in the event of a crash.
Like other government requirements, this will increase
the price of a car, making it that much harder for the
poor to buy one.

The “cash for clunkers” program created after the
Crash of 2008 was supposed to assist both the automo-
bile companies and low-income buyers, and to reduce
car pollution as well. It mostly produced a lot of unin-
tended consequences. First, it greatly reduced used car
supply, so that those prices rose, shutting out poor buy-
ers. Second, it resulted in many poor quality loans that
were followed by repossession. The buyer had lost his or
her used car and now had no car at all. And, finally, itled
to more air pollution, not less, because of the way that
car disposal rules were written. Parts that could have
been recycled were not, for fear of cheating, but were
instead incinerated.

Government licensing requirements raise the cost
of even the most basic services for the poor. Hair-cut-
ting costs more, because employees are not allowed
to learn by doing, but must take expensive, pre-

scribed courses. Childcare costs much more because
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the neighbor down the street is no longer allowed
to take your children for the day in return for a pay-
ment. These rules are all introduced as consumer pro-
tections, but more often than not protect cartels of
service providers, and invariably raise prices, which
hurts the poor most directly. Even the ability of the
poor to escape the ghetto is impeded by rules against
“gypsy” car services. And when local and state gov-
ernments keep expanding to create and enforce these
rules, the sales taxes may go up, which also hit the
poor hardest.

As important as all these price elevators are, they
are not the chief way that government raises prices
for the poor. As we have pointed out in earlier chap-
ters, the free price system tends to drive down prices,
while incontinent federal money creation keeps driv-
ing them up.

This is not especially hard on the rich. They gener-
ally know how to protect themselves or even turn the
inflation to their advantage by making shrewd invest-
ments in sectors where the new money created by the
Fed is blowing up bubbles. Meanwhile the middle
class and the poor must work harder and harder to
afford the same standard of living or, more likely, face
a declining standard of living.

There is no lack of excuses for what inflation does
to the poor. Alan Blinder, vice-chairman of the Fed
under President Bill Clinton, says that
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the harm [which] inflation inflicts on the

. 89
economy is often exaggerated.

Blinder seems to think that lowering interest rates by
printing more money will increase economic growth,
that this will help the poor and reduce income inequal-
ity, and that inflation is a small price to pay for these
gains. But none of this is actually true. Thwarting free
prices, relentlessly and mindlessly interfering with inter-
est rates and currencies in particular, leads to chronic
instability and job destruction. Rising prices just add
further to the miseries of the poor, as numerous stud-
ies have shown.”® Domingo Cavallo, Finance Minister
of Argentina in the 1990s, was right when he stated that
the poor are the foremost victims of inflation, followed
only by the middle class.

A variant of Blinder’s argument has been voiced by
Christina Romer, President Obama’s first Chairman of
the Council of Economic Advisors. Money printing,

she says

tends to lower the price of the dollar [which

is] good for ordinary families.””

Thebasicideahere is that consumer goods from China
will be cheaper. What this ignores is that other countries
will print just as much or more money in response, de
facto currency devaluations will escalate endlessly, and,
again, bubble and bust will follow, producing mainly

unemployment and suffering for the poor.
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Moreover, the very poorest of the poor will not be
able to afford even the cheap imported goods. They
will not even be able to afford to travel to a mall. They
will be lucky if food is sold anywhere near where they
live, and if it is, the price will likely be higher than else-
where because of security risks for the store owner and
lack of competition. If they are lucky enough to have a
job, nothing they produce is likely to be exported and
thus benefit from a wider market. All of this is equally
true for the American slum dweller as for a poor and
isolated Asian farmer.

If the poor are able to buy imported goods, the things
they need will probably have a higher tariff attached to
them than the luxury goods intended for the rich. This
is true in almost every country. For example, a study
by the Progressive Policy Institute in the US showed
that imported goods bought by poor or middle-class
people (e.g., clothes and shoes) had an average tariff
of 10.5% versus an average tariff of only 0.8% on luxury
goods.w' Tariffs are not only a tax, albeit a hidden tax;
they are a peculiarly regressive tax.

If we are at all serious about ending poverty, much less
improving the plight of the poor, we need to acknowl-
edge the utter perversity of what we are doing today, and
find a new way forward. Instead of focusing mostly on
the gap between rich and poor, that is, relative poverty,
we should focus more on absolute poverty, on getting

people to a safe and reasonably comfortable standard of
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living that opens up choices and opportunities. There
is not that much difference between having enough
money and having an infinite amount of it. The goal
should be to get everyone to “enough.” Government
policy should support this by leaving prices free to do
their job, not thwart it with toxic price manipulations

and controls.
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How the Fed Fits In

s WE sAwW in Lesson Two, a free price system
Adrives consumer prices down, not up. It gives

us a gradual reduction in prices, exactly what
we should want. Falling consumer prices are the payoff
for learning to produce goods and services more and
more productively.

Innovation and productivity, along with accompany-
ing consumer price reductions, define economic prog-
ress. They are especially helpful to the poor, who can
buy more and more with limited means. For everyone,
but especially for the poor, rising prices are a threat, and
also an admission of economic failure.

For most of the decades prior to the founding of the
United States Federal Reserve, US prices fluctuated

o
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but ended up where they started. A loaf of bread cost
no more at the dawn of the twentieth century than it
had during the Revolutionary War. Two years after the
US Federal Reserve began operation in 1914, consumer
price inflation soared. Since the Fed was charged with
controlling inflation, this was not a good harbinger for
the future. Thereafter prices tended to peak and crater,
but mostly rose.

As the Fed’s first century passed, the dollar had lost
a stunning 97% of its purchasing power, 90% just from
1950. By 2014, a consumer needed $33 to buy what one
dollar would have bought in 1914. Millionaires, defined
as people with a net worth of $1 million dollars, were no
longer even classed as “rich.”

Fed Chairman Paul Volcker, who was deservedly
admired and had temporarily beaten back inflation dur-

ing his tenure, conceded that:

If the overriding objective is price stability,
we did a better job with the nineteenth-cen-
tury gold standard . . . or even [with]“free
banking.”g3

After Volcker, government statistics about the rate
of inflation also became increasingly unreliable, espe-
cially during and after the Clinton administration.
The changes tended to depress the reported number,
which also served to reduce Social Security payments

owed by the government. Without these changes, the
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reported loss of purchasing power since the founding
of the Fed would look much worse.

Why and how has this happened? To get to the bot-
tom of this question, we must first ask what causes
consumer price inflation. A popular idea is that prices
rise when an economy grows too fast and becomes
“overheated.” But economic growth means that more
goods and services are being produced. This increase
in supply, as noted previously, should tend to reduce,
not increase prices.

By far the most important reason that prices rise and
stay high is that government has “printed”* new money
and injected it into the economy—either directly or
through the banking system. As the amount of money
circulating rises relative to the supply of goods and ser-
vices, the price of those goods and services expressed in
dollars naturally rises.

A simple example may help make this clear. If the
economy consisted entirely of two knives and $2, it
would be logical for each knife to be priced at $1. But
if the amount of money doubles to $4, without any
more knives being produced, the price of each of the
two existing knives would be expected to rise to $2.
Economist Milton Friedman summed this up in a

famous passage:

* This refers to electronic means of creating money, not just printing of

paper bills.
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Just as an excessive increase in the quan-
tity of money is the one and only impor-
tant cause of inflation, so a reduction in the
rate of monetary growth is the one and only

cure for inflation.”*

This is not entirely true. Consumer expectations
about the amount of money that will be created drives
consumer price inflation even more than the actual
amount that has been created, but the two are closely
linked, so Friedman’s point is still valid. The Federal
Reserve is responsible for and in many ways seeks to
control the quantity of money in the US. It therefore
follows that the Fed is responsible for the dollar’s col-
lapse in purchasing power since 1914.

Looking more closely at the dollar’s loss of purchas-
ing power, 90% was lost just since 1950, and most of
that since 1971, when the last link of the dollar to gold
reserves was severed by the Nixon administration. The
requirement of maintaining some gold reserve backing
the dollar had acted as a brake, however weak, on dol-
lar creation. Ironically, one of the framers of the Federal
Reserve Act, Senator Elihu Root, had considered mak-
ing a 100% gold-backed dollar part of the legislation, but
concluded it was unnecessary. He told colleagues the US
government would never dare to issue paper currency
backed by nothing. The framers of the Constitution,

including Alexander Hamilton, had assumed the same.
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As Hamilton pointed out in a letter,* the problem
with US dollars backed by nothing is that the govern-
ment can create as many of them as it wishes, without
any restraint at all, which is exactly what it did after
1971. And an unrestrained flood of new dollars will
eventually undermine the economy, either by creat-
ing too much debt, or by setting off hyperinflation,
either in consumer prices or asset prices or both.

Hamilton did not object to private banks issuing
notes that were the equivalent of paper money. That
was different, because it could be regulated by mar-
ket forces. If a private bank overdid it: “It will return

»95

upon the bank.

* Hamilton wanted a central bank, but he specifically warned against
governments or central banks printing paper money, as they do today:

The emitting of paper money by the authority of Govern-
ment is wisely prohibited. . . . Though paper emissions,
under a general authority, might have some advantage . ..
yet they are of a nature so liable to abuse—and it may even
be affirmed, so certain of being abused—that the wisdom of
the Government will be shown in never trusting itself with
the use of so seducing and dangerous an expedient. . .. The
stamping of paper is an operation so much easier than the
laying of taxes, that a government, in the practice of paper
emissions, would rarely fail . ... to indulge itself too far in the
employment of that resource . .. even to [the point of creat-
ing] ... an absolute bubble. [Alexander Hamilton, Report
to the House of Representatives, December 13, 1790, in
American State Papers, Finance, 1st Congress, 3rd Session,
no. 18, I, 67-76; also quoted in Jude Wanniski, 7he Way
the World Works: How Economies Fail—and Succeed (New
York: Basic Books, 1978), 204—5.]
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The Fed’s Conflict

of Interest

T IS ASKING for malfeasance to have a govern-

ment financier able to create money at will. It is a

fantasy to think that any institution can centrally
plan an economy. To combine these roles in the same
institution also represents a truly massive and destruc-
tive conflict of interest. It is an invitation for the gov-
ernment to do whatever it believes will best serve its
short-term interests, such as paying off friends and
getting through the next election, rather than what
will serve the long-term interests of the nation. And
it is an invitation that government officials have read-
ily accepted.

R
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Financier

ince the Fed was created by an act of Congress, why

does Congress not step in to reform the agency?
Thibault de Saint Phalle, author of 7he Federal Reserve:
An Intentional Mystery, explains that:

No one in Congress ever points out . ..
it is the Fed itself that creates inflation.
[ The reason for this is that] the Fed, by fi-
nancing the federal deficit year after year,
makes it possible for Congress to con-
tinue to spend far more than it collects in
tax revenues. If it were not for Fed action,
Congress would have to curb its spending
habits dramatically.”®

What exactly does de Saint Phalle mean by this?
How does the Fed help finance government deficit
spending when it creates new money? In most cases,
this is done indirectly.

The government borrows money by selling a bond,
let us say to a bank. The Federal Reserve then buys the
bond from the bank with newly “printed” money. In
effect, the government sells a bond to itself, but very
few people understand what is happening.

Most people believe that the largest creditors of the
US government, buyers of its bonds, are the Japanese

and Chinese governments. This is not correct. The
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largest owner of US government bonds is the US gov-
ernment itself, operating through the Federal Reserve.

A government is expected to finance itself through
taxes. Historically, governments hard up for money
have also created new currency to spend. In the 1920s,
Germany simply printed new marks. If a central bank
buys in a government bond, it is the functional equiva-
lent of printing new currency. Whatever the method—
taxes, currency printing, or buying in bonds—the
result is to transfer resources from the private sector
to government.

To see this more clearly, assume that an economy con-
sists of $1 and miscellaneous goods and services. Gov-
ernment may either levy 25¢ in taxes or “print” 33.3¢ in
new money for its own use. Either way government now
has the wherewithal to command 25% of all economy-
wide goods and services. (25¢ is a quarter of $1.00 and
33.3¢ is a quarter of $1.00 plus 33.3¢.) Private businesses
and individuals are left with 75%.

Even if governments do not create money in order to
finance their own deficits directly, an expansion of the
money supply will still enable them to borrow more.
This is because rising consumer prices steadily reduce
the real value of the debt. If I lend $1,000 to anyone,
the borrower gets $1,000 in purchasing power. If the
borrower repays me after twenty years, and there has
been inflation of a little over 3.5% a year in the interim,

I only get back $500 in purchasing power.
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The US government is fully aware that inflation
allows the borrower to slip out of contractual debt
without default. As federal debt exploded following
the Crash of 2008, it became clear that the Bernanke
Fed hoped to inflate away the massive debt, but to do
so slowly enough to avoid setting off alarms among
lenders, which could lead to a bond buyer strike and

spiraling interest rates.

Central Planner

n 1977, Congress gave the Fed an additional man-

date: bring down unemployment. This enabled the
Fed to regard itself as our national economic planner.
This was done even though The Fed’s creation of new
dollars was the single leading contributor to economic
bubbles (followed by crashes) in the late 19105 and
19205, before the new mandate, as well as during the
late 1990s and 2000s, after the new authority was in
place. Even after these calamities, textbooks and media
commentators still pretend that the Fed helps stabilize
the economy. Economic writer Jeffrey Madrick wrote
after the Crash of 2008:

By 1913, the US federal government created
a stable financial system with the creation

of the Federal Reserve.””

This was runaway wishful thinking.
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Economist Milton Friedman got it right again when

he said that

The severity of each of the major economic
contractions . . . is directly attributable to
acts of ... the Reserve authorities and would
not have occurred under earlier monetary

) 8
and banking arrangements.9

Note that Friedman wrote this in 1962, long before
the Fed-provoked calamities of the 1970s inflation or
the bubbles and crashes of the 1990s and 2000s.

About all this, respected economic writer James

Grant writes:

Central planning may be discredited in
the broader sense, but people still believe
in central planningas it is practiced by . ...
[the Fed]. ... To my mind the Fed is a
cross between the late, unlamented In-
terstate Commerce Commission and the

Wizard of Oz.%°

Economist William Anderson compares the Fed and
its leaders to Gosplan, the agency charged with prepar-
ing economic plans for the Soviet Union, and thinks
that it has the same chance of success. Economic writer
Gene Callahan gets to the heart of the matter when he
writes that the chairman of the Federal Reserve “is the

»I00

head price fixer of a price fixing agency.
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Why price fixer? This is correct because the Fed
uses its control of money to fix some interest rates and
manipulate others, and interest rates are among the
most important prices of the economy.

Ironically, former Fed chairman Ben Bernanke told

a university economics class that:

Prices are the thermostat of an economy.
They are the mechanisms by which an econ-

. 101
omy functions.

Most economists agree that price controls destroy an
economy. But, like Bernanke and Yellen, they often wear
blinders which prevent them from seeing that every-
thing the Fed does is a price control.

The Fed also decided that the 1977 expansion of its
mandate authorized it to manipulate the stock market
and housing as well as the bond and money markets,
an expansion of mission that has not helped the econ-
omy. At the same time, the Fed has not always paid close
attention to the statute governing its mission. Although
much of what it did during and after the Crash of 2008
was legal, some of it was illegal, in particular buying Fan-
nie and Freddie mortgage-backed securities. This was
later addressed by amending the statute, but not before
the illegal activity took place on a massive scale.

The Fed record of failure for a century speaks for
itself, but the prognostications of Fed leaders are

not any more reassuring. Former Fed chairman Ben
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Bernanke had an almost unbroken record of being
wrong, although he was almost matched by his vice
chairman, then successor, Janet Yellen. In 2006, at
the zenith of the greatest housing bubble in history,
Bernanke told Congress that house prices would
continue to rise. In 2007, he testified that failing sub-
prime mortgages would not threaten the economy.
In January 2008, at a luncheon, he told his audience
there was no recession on the horizon. As late as July
2008, he insisted that mortgage giants Fannie Mae
and Freddie Mac, already teetering on the verge of
collapse, were “adequately capitalized [and] in no
danger of failing.”***

Following the Crash of 2008, Bernanke’s and then
Yellen’s Fed embarked on the most radical monetary
experiment in US history. It responded to a crisis
caused by too much new money and debt, by engineer-
ing an even greater flood of new money and debt. Har-
vard economist Ken Rogoff accurately summed it up
by saying: “We borrowed too much, we screwed up, so
we’re going to fix it by borrowing more.”"’ (Ironically,
Rogoft actually favored the policy; he just wanted an
even more radical version of it.)

In the face of criticism, neither the Fed leaders nor
any of its allied Keynesian economists ever bothered
to offer logical or factual arguments explaining how
this approach of creating ever more new money and

piling new debt on top of bad old debt could possibly
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work. At her Senate confirmation hearings, Janet Yel-

len offered this classic example of Fed doublespeak:

If we want to get back to business as usual
and a normal monetary policy and normal
interest rates,  would say we need to do that

by getting the economy back to normal.

How informative! Yellen brushed off an observa-
tion by Senator Mike Johanns (R-NE) that Fed stimu-
lus is putting the economy on an unsustainable “sugar
high,” or a similar reference by Senator Pat Toomey
(R-PA) to the monetary “morphine drip” the Fed has
been administering.

At a later Congressional hearing, Yellen reported
that “progress on price stability has been notably
absent.”"°* In her Orwellian double speak, the word
stability actually meant consumer price inflation.
Translated, this meant that the agency charged by law
with preventing consumer price inflation had sought
to increase it but its efforts had failed.

A number of highly respected economists have con-
cluded that the Fed’s post-Crash of 2008 new money
creation backfired even in purely Keynesian terms, the
terms in which the Fed itself thought. Lower interest
rates were intended to increase borrowing and spend-
ing and thus economic “demand.” But that turned out
to count for less than the lost demand from lenders

earning little or no interest. Moreover, banks chose
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to hold back from lending when rates were artificially
low and expected to rise.

Even a largely sympathetic observer, Moham-
med El-Arian, former CEO of the giant bond man-
ager PIMCO, estimated that Fed’s activities added
as little as $40 billion to economic output or % of
one percent of GDP in the first four years after the
Crash. Other economists thought the contribution
was negative.

The Fed insisted that it could reverse all the new
money it had conjured up anytime it wished. Ben Ber-
nanke said on 60 Minutes that he was 100% confident of
beingable to do so. But respected economist John Huss-
man called Fed’s post-2008 policies a “roach motel, easy
to get into but hard to get out of.” He calculated that
raising short-term interest rates back to 2%, a very low
rate by historical standards, would have required the
Fed to sell at least $1.5 trillion of securities on the open
market. Who would buy those securities?

Since World War II, the US government has counted
on foreign central banks to buy US treasuries not pur-
chased by the Fed. These foreign central banks, like the
Fed, are using newly created money. But their willing-
ness to hold more US debt has sharply waned in recent
years. Some foreign central banks, including China’s
and Russia’s, appear to be openly hostile to the current
global monetary system in which the US dollar has spe-

cial reserve status. They want to replace it.
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The fear of not finding buyers for federal bonds, with
a subsequent collapse of the federal bond market, may
be exactly what triggered the Fed’s radical actions in the
face of the 2008 crisis. The Fed may have done what it
did, not to rescue Main Street, as it said, but to rescue
Wall Street, with the understanding that Wall Street
would thereby be able to keep buying more government
bonds itself. It is illegal for the Fed to buy bonds directly
from the government with its newly created money. It
needs Wall Street as an intermediary to buy the bonds
before selling them back to the Fed. If this sounds like a
shell game, it is because it is a shell game.

The Fed invented the term “quantitative easing” to
describe its favored method of creating trillions of new
dollars following the 2008 Crash. Mainstream media
commentators add to the confusion by calling it “bond
buying,” deliberately omitting the pertinent fact that
the “bond buying” was done with money created out of
thin air. Other, even more radical policies were devel-

oped for possible future use.
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Who Exactly Is Feeding
off the Fed?

ALL STREET PROFITS from the Fed’s pro-
clivity to “print” more and more new
money in many ways. Most of this new

money passes through Wall Street on its way to wher-
ever it is going in the economy, and in transit fattens
Wall Street bonuses. In addition, although some of the
money enters the consumer economy, where it raises
consumer prices, much of it enters investment mar-
kets, where it raises the prices of stock, bonds, or real
estate. Wall Street generally benefits from rising asset
prices, as well as from all the speculation triggered by

the new money.

Managers of big corporations also benefit from

Fed maneuvers. The massive deficits of the federal

o
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government that are financed by the Fed boost cor-
porate profits. This is why, in the aftermath of the
Crash of 2008, historically very high corporate prof-
its existed right alongside glacial economic growth
and high unemployment. Indeed, the high unemploy-
ment helped to keep wages low, so that profits were
further boosted by low wage costs.

It got even better for corporate insiders. They could
also borrow the Fed’s newly printed money at negli-
gible rates, and use the proceeds of the loans to buy in
company stock. This was supposed to help sharehold-
ers by increasing earnings per share, but really helped
the managers and other insiders offset and render invis-
ible the stock dilution caused by their own cheap share
options awards. Share repurchases also helped keep the
share price high, so that the options would be valuable
when exercised.

In sharp contrast, average people do not benefit
from any of this, quite the contrary. They do not
own many investment assets to protect themselves
from inflation. If poor, they may own none at all.
They just lose their jobs or raises during the busts
that follow the bubbles. If they are lucky enough to
be able to think about buying a car or house, they
find that the costs keep rising, especially in relation
to their income.

As has been widely noted, US workers’ wages have

been stagnant or falling in real (inflation-adjusted
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terms) for many years. But it is the future of worker’s
wages that is especially bleak. Ask yourself a simple
question. Why are US workers paid more than those
in most other countries? The answer is that they are
more productive.

And why are they more productive? Partly because
they are better educated, although that advantage is
eroding. A more important difference is that American
workers have more investment capital behind them—
capital that has been put in place precisely to increase
productivity or improve quality. Note, however, that as
the Fed prints new money, and companies borrow to
buy in their stock, the one thing they are not doing is
investingin the new plant and equipment needed to pay
for the future wage gains of workers.

American consumers and companies have saved and
invested in recent decades, although at a reduced rate
compared to history. And much of that has been lost in
fruitless bubbles that came and went. Too much of what
remains consists of bubble assets or firms that should
have been liquidated, but have instead been propped up
by bailouts or crony-ridden regulations.

By now, what the government calls private gross
domestic investment is actually lower than in the late
1990s. At this rate, American workers are living on bor-
rowed time, because they are using older, no longer
cutting-edge capital. How long will it take develop-

ing countries to overtake our wages, either because US
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wages fall or other countries’ wages rise? That com-
pletely depends on whether the US stops relying on
the Fed’s toxic money printing presses and instead
starts to save and invest—not only save and invest, but
invest wisely in legitimate, well-chosen equipment and
enterprises.

No one really benefits from our present Fed-financed
crony capitalist world. Even the seeming beneficiaries—
government, Wall Street, big corporations—are just
sowing the seeds of their own future destruction. In the
meantime, however, it is the middle-class, and the poor
most of all, who pay the price.

Looking back at the lamentable record of the Fed
over a century and especially in recent decades, econo-
mist Marc Faber concluded that the concatenation of
so many misjudgments and policy errors would even-
tually lead to demands for the dethronement of central

bankers as national economic planners:

When... the public... finally realizes that
central bankers are no wiser than the cen-
tral planners of former communist regimes,
the tide will turn and monetary reform will
come to the fore. . .. At that time . . . mar-
ket forces [will again] drive economic ac-
tivity, and not some kind of central plan-
ner: regardless whether they stand forth as
senior officials of totalitarian regimes—or

come cleverly disguised as central bankers.
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Keyness General Theory:
The Crony Bible”

HE FEDERAL RESERVE at one time in its his-
T tory was staffed by people drawn from finance
and business. Today it is almost entirely staffed
by PhD economists from universities. Virtually all of
these in turn are political progressives whose economic
views have been shaped by the British economist John
Maynard Keynes (1883-1946).
Keynes’s principal book, The General Theory of

Emp[oymem‘, Interest, and Money, occupies the same

* For more information, see the author’s Where Keynes Went Wrong
(Mt. Jackson, VA: Axios Press, 2009).

o
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place in progressivism that Karl Marx’s Capital occu-
pies in communism. One is the “sacred text,” obscure
enough to require “priestly” interlocutors, the other the
actual social system, although it could be argued that
Keynes’s system may be more accurately described, not
as progressivism, but as crony capitalism. This inter-
pretation of Keynesianism as the bible for crony capi-
talism is supported by Keynes’s own explicit admission
in The General Theory that he was reviving the think-
ing of mercantilists, early economists from the six-
teenth and seventeenth centuries who were unabashed
apologists for the crony capitalism of their day.

Long after his death, Keynes is still the best-known
expositor of today’s conventional economic wisdom:
the doctrine that economies, especially faltering econo-
mies, should be “stimulated” by governments printing
new money, driving down interest rates, borrowing the
new money back, spending, and when necessary bailing
out powerful private interests, although the latter step
reflects contemporary Keynesians Alan Greenspan and
Ben Bernanke more than Keynes himself. Keynes had
wrongly assumed that driving down interest rates alone
would suffice to pull the US out of the Great Depression.

Keynesianism is replete with vivid paradoxes. A
weak economy caused by an alleged glut of savings can
be cured by creating more “savings,” which is what he
called newly printed money. A problem of too much

debt can similarly be solved with more debt. Saving
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and investment were not, as generally thought, the
road to wealth. Spending, not saving, makes us rich.
Nor do high interest rates encourage savers and saving.
Low rates supposedly produce more saving, although,
since more saving is undesirable, the prescription of
lower and lower rates seems doubly paradoxical.

When confronted by intractable economic prob-
lems, Keynes liked to offer big, dramatic ideas, but he
also liked what he called

“tricks,”"®°

ingenious technical solutions that no one else would
have contemplated or dared suggest. Confronted with
the failure of Keynesian policies either to prevent the
Crash of 2008 or to cure its aftermath, and especially
confronted with the plague of crony capitalism that
has accompanied the expansion of government lead-
ership of the economy on Keynesian lines, some of
Keynes’s disciples have responded with some proposed
“tricks” of their own. In each instance, the gist of the
advice is that government should double down by tak-
ing an even larger role in running the economy and
influencing or controlling prices. Two of these propos-

als include:

m Accelerate creation of new money to drive up
consumer price index inflation, perhaps to as
high as 6%. Meanwhile continue to control

interest rates, holding short rates to near zero,
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by using the new money to buy securities. The
idea is to encourage new borrowing and spend-
ing by virtually giving money away at—6% real
(inflation-adjusted) rates. (Gregory Mankiw,
Harvard).107

» Develop a desired level of borrowing (and spend-
ing) for the economy each year, and then take
whatever actions would guarantee that this level
is reached. (George Akerlof, UC, Berkeley, and
Robert, Yalc).lo8

Other proposals include the following:

m Raise taxes on employers and those holding jobs
and use the proceeds to encourage hiring, in
particular by subsidizing $4.50 of each new low-

income worker’s wage. (Robert Shiller, Yalc::).lo9

m [ssue new government securities that will never
be repaid. (Robert Shiller, Yale).no Of course,
the government already issues debt that it does
not expect to repay, just roll over into new debt,
forever into the future, but this would acknowl-

edge that the debt would never be repaid.

m Call on workers and employers to reduce wages
by 7.5%, use the proceeds to hire new workers,
and repay the existing workers with company
stock or future profit sharing equal to the 7.5% of
wages they gave up. (Lawrence Kotlikoff; Boston
University, 2011).111
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m Put economists in charge of deciding which indus-
tries have prices and wages that are too high, then
intervene to reduce them. (Kotlikoft, 2011).

m Compel or persuade everyone to take an uncom-
pensated 10% pay cut, with employers putting all
this money into new hiring. (Ken Mayland, pres-

. . . 112
ident, Clear View Economics).

m Set taxes so that the income of the top 1% of
households will never be more than 36x the
median household income. Everything above

that level would be taxed away. (Ian Ayres, Yale,
and Aaron S. Edlin, UC, Berkeley)."”

m [If additional monetary stimulus is needed],
abolish paper money, replace it with electronic
accounts that will be subject to a reverse rate of
interest to encourage spending, and use newly
printed money to buy assets other than gov-

ernment securities, in order to overcome

institutional conservatism, [and] alack of
coordination and cooperation between
monetary and fiscal authorities due to

a range of political dysfunctionalities.

(Willem Buiter and Ebrahim Rahbari,

.o . . 11
Citigroup economists). 4

m In the case of the Bank of Japan, which has pre-

viously used newly printed money to “buy”
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government bonds, it should print even more

. <« »
money and use it to “buy

physical assets such as real estate, . .. air-
ports, sports stadiums, rice farms, dor-
mant nuclear reactors, golf courses, uni-
versities, entire villages . . ., you name
it. .. get creative. (William Pesck, eco-

nomic writer based in Tokyo)."

Rather than follow Keynes and his followers down all
these rabbit holes, let us ask ourselves: are there some
common themes to these schemes? And there are. The
first common theme is that market prices do not matter.
No free price or profit relationship should be left alone.
The price/profit system should be pulled completely
apart and left to economists to try to reassemble it in
some fashion.

And what about crony capitalism? How will all
these schemes help rein in the corruption that just
deepens as the government dismantles the free price
system? We do not hear this question even being
asked, much less answered. Robert Skidelsky, ardent
Keynesian and author of a definitive three-volume

Keynes biography, says that

The system of the past 30 years.. . has. ..
benefit[ed] a predatory plutocracy that

. 6
creams off the riches."
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Well, yes. But what he completely fails to notice is
how complicit Keynesianism is in the creation of this

corrupt crony capitalist system.






(hapter Twenty

Saying Goodbye to
Crony Capitalism

NY SYSTEMIC AND SUCCESSFUL REFORM of
Acrony capitalism will take government out of
the business of influencing, manipulating, or
controlling market prices. The crony capitalist system
depends on these price manipulations; they are what
private interests buy and what public officials sell.
Crony capitalism will wither without them. As it with-
ers, corruption will subside. The economy will recover
and thrive. Jobs will once again be available for those
able to work. Free prices must therefore be the banner

under which today’s reformers march.
It is not just a paradoxical doctrine that the economy

can be improved by destroying the price mechanism on
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which it depends. It is an utterly false doctrine. It is time
to restore free prices.

As we noted earlier, Ben Bernanke, chairman of the
Fed during the Crash of 2008, agrees that “prices are
the thermostat of an economy . . ., the mechanism . . .
by which an economy functions,”"” but he neverthe-
less radically expanded the price fixing reach of the Fed
from short-term interest rates to all kinds of interest
rates, among other radical unsuccessful experiments.

The federal government, supported and financed by
the Fed, has steadily expanded its own price manipula-
tions, monopolies, and subsidies. The mindset is always
the same. When Obamacare was passed, a direct price
control feature was added to the many indirect price con-
trols for future use. Many state governments have done
the same: Massachusetts amended its “Romneycare uni-
versal health plan” by passing a medical price control law
in 2012, alaw that requires government approval not only
of price changes, but of every single “material” change by
healthcare proviclf:rs.118 In each case, price controls are
expanded as a remedy for ills created in the first place by
earlier price controls. In the process, medical innovation,
price reduction, and choice are destroyed.

These are obvious examples, but on close examina-
tion almost everything the government does in trying
to nudge or lead the economy involves a price manipu-
lation or control. It is time to pay heed to some sen-
sible advice from humorist P. J. O’Rourke:
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[ The free price system] is a bathroom scale.
We may not like what we see when we step
on the bathroom scale, but we can’t pass

a law making ourselves weigh 165 ... """

To which O’Rourke adds:

Bringing the governmentin torun... [eco-
nomics] is like saying, “Dad burned dinner,

let’s get the dog to cook”™°

A thriving economy is comprised of billions of prices
and trillions of price relationships. Left alone, these
prices almost miraculously coordinate demand with
supply so that buyers can obtain as much as possible of
what they want. Refusing to let prices fall or pushing
them higher (2% a year, now 2 .5% a year, per the Fed’s
announced target, linked to an artificial and dubious
index) is like jamming a stick into the spokes of a wheel
or pouring sand into the fuel tank of an engine. If we do
this, we should not wonder if the wheel ceases to turn or
the engine refuses to run.

A successful society is a cooperative society. A coop-
erative society is an honest society. By far the most reli-
able barometer of economic honesty is to be found in
prices. Honest prices, neither manipulated nor con-
trolled, provide both investors and consumers with
reliable economic signals. A corrupt, crony capitalist

economic system does not want honest prices, honest
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information, or honest results. The truth may be incon-
venient or unprofitable for powerful government lead-
ers or private interests allied with them.

We need to allow prices to tell the truth, free from
the self-dealing and self-interested theories that stand
in their way. Any proposed government action in the
economy should be evaluated on this one criterion at
least: does it confuse, manipulate, or control prices? If
it does, it should be rejected.

Is it possible that this one reform proposal—free
prices applied logically, systematically, and coura-
geously—can free us from the crony capitalist cor-
ruption and economic stagnation of the past, thereby
opening up an economic future for everyone, not just
the rich and powerful? Yes . Even the arch enemy of
free prices, economist John Maynard Keynes, agreed
that “ideas rule the world”""

It was not so long ago that humanity condemned
economic competition and described economic
change as evil. No wonder economic progress was
unknown. Born poor, we died poor, with the limited
exception of those few who controlled weapons and
could take what they wanted, although under this
system there was little to take. It was the gradual dis-
covery of the power of free prices, beginning espe-
cially before the so-called industrial revolution, that
allowed for the advancement of living standards even

with population growth.
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That revolution remains tragically unfinished today.
Indeed it is in danger of being extinguished altogether
by a resurgence of crony capitalism and controlled
prices. But for our own sake, for the sake of the poor,
and for the sake of our descendants, it is time to redis-
cover basic economic truth and re-commit to reform.

The founders of America laid it out: divide and
thereby restrict government power. They explicitly
told government to stay out of religion. They would
have told government to stay out of the free price eco-
nomic system if they had ever imagined it possible that
public officials, financed and encouraged by special
interests, would seize control of it. This was an over-
sight that can and should be corrected, preferably by
Constitutional amendment. Let government pass laws
that govern the economy and that apply to everyone
with equal force. These laws will certainly set environ-
mental and work standards as well as provide protec-
tion from violent force and fraud. But let there be no
exceptions or special deals. Meanwhile let consumers,
working through the market, control the economy

through a system of free and unfettered prices.
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Economic Laws







Preface

HE CONCEPT OF economic law was once a famil-
iar feature of everyone’s education. It was taken
for granted that they existed. The difhiculty was
discovering what they were and elucidating them for the
enlightenment and betterment of humanity. They were
also assumed to be complex, so that after economists
worked them out through abstruse investigations and
debates, they would have to be translated for lay people.
In more recent years, another idea has gained ground:
that while physical laws certainly do exist and help us
manage our lives better, economic laws do not really exist
or at least have no predictive value whatsoever. This the-
sis has been argued in a 2013 A#lantic article by an expert
titled “The ‘Laws of Economics’ Don’t Exist.”
This Atlantic article assumes that economic laws
must be derived from massive amounts of data, with-

out explaining why this must be so, and claims that we
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simply lack enough systematic economic history to
draw any conclusions. This is wrong for reasons that
will shortly be explained.

The author also writes that “I may agree that the
war on drugs is flawed, but not because it violates laws
of economics, . . . rather because it fails in most of its
basic goals.” This is actually contradictory. Laws of
economics are based on our own human logic. A pub-
lic policy or private action that is inconsistent with its
most basic goals violates logic, and by doing so, vio-
lates economic law as well.

Lawrence Summers, former Treasury Secretary under
President Clinton, President of Harvard, and Chief
Economic Advisor to President Obama, evidently does
believe that economic laws exist. He wrote an article in
the Washington Post shortly after President Trump’s
election titled “Trump Can’t Repeal the Laws of Eco-
nomics.” Summers did not, however, give any specific
examples of the laws of economics he had in mind.

The ideas that have been organized and presented
in this book under the term “economic law” have been
developed (and frequently corrected) by numerous
economists over the centuries. The most notable con-
tribution by far was made by the twentieth-century
economist Ludwig von Mises, although it should be
emphasized that he did not present his own ideas as a
system of laws, but rather as a treatise that often made

reference to underlying laws.
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At the onset of Mises’s masterpiece, Human Action,
we have this discussion of how the discovery of the

concept of economic law changed human history:

The discovery of the inescapable interde-
pendence of market phenomena.. .. [pro-
duced] a new view of society. . . . Bewil-
dered ... [at first], people .. . learned . ..
that there is another aspect ... [of ] human
action ... than that of good and bad, of fair
and unfair, of just and unjust. In the course
of social events, there prevailsa regularity of
phenomena to which man must adjust his
action if he wishes to succeed. . .. [Despite
their differences], one must study the laws
of human action and social cooperation as
the physicist studies the laws of nature. Hu-
man action and social cooperation seen as
the object of a science of given relations, no
longer as a normative discipline of things
that ought to be—this was a revolution of
tremendous consequences for knowledge

and philosophy as well as for social action.”

Mises’s students Friedrich Hayek and Murray Roth-
bard also contributed many insights about economic
law. Another contemporary and friend, Henry Hazlitt,
in turn described many of these same ideas with unpar-

alleled clarity in both books and articles.
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In some cases, the names of economic laws were
developed long ago, and are now settled. No one would
ever call the law of supply and demand anything else,
although they might call it the principle of supply and
demand or just “supply and demand.”

The law of marginal utility may sound needlessly
obscure or jargonish, but has too much history even
to think of rephrasing it. As groundbreaking as the law
of marginal utility was (and is), it is presented in this
book not as a standalone law, but as a corollary (deriva-
tive) of another law. The logic behind the laws is often
highly interrelated, so the order of presentation mat-
ters. In this book, there are twenty principal laws and
eighty corollaries, each of which could be considered a
law in its own right, which is why the title is One Hun-
dred Economic Laws.

Although for some economic laws (e.g. supply and
demand and marginal utility) there is a well-estab-
lished terminology, in other instances, there is not.
The goal in developing terminology for this book has
been to keep it clear and free of technical language.
The reader should feel free to substitute his or her own
terms and descriptions, to challenge whether some of
the laws really qualify as laws, and to identify laws that
should be added to the list.

Economics is a collaborative and cumulative disci-
pline. This can lead to serious lapses in logic, self-decep-

tion, or, worse, deliberate deception. Self-deception may
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be closely linked to deliberate deception if someone’s
personal income, career standing, and prestige depend
on promoting untruths, and both forms of deception
are particularly acute in economics.

Opver the years, no other scientific discipline has been
so plagued by “thinkers for hire” lavishly rewarded by
special economic interests. But it must be acknowl-
edged that this practice is increasingly spreading within
the physical sciences as well, because of the high finan-
cial and political stakes in industries closely connected
to government, including, among others, drugs, bio-
technology, chemicals, energy, and farming,

Even so, there is no place for dismissal, disdain, or
mockery in economics. We owe each other a respectful
hearing, if only because, being human, we are prone to
logical errors, and can learn from listening.

We will now attempt to establish, as briefly as pos-
sible, what economic laws are, what they tell us about
economic life, and how we can use them to guide our
actions and choices in an uncertain world.

It is hoped that most readers will start with the first
law and proceed from there through the hundredth.
Each law builds a further foundation for what follows.
Alternatively, there is a summary list of the one hun-
dred laws at the back of the book without explanation
or commentary, but noting the page where explana-
tion or commentary may be found. In this way, readers
who wish to browse can pick out particular laws they

wish to read about.
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(hapter 1

[.aws of Economic

Analysis

1. Law of Analytic Laws: If . . . then analysis
assists us just as much in the social realm as
in the physical realm.

N ANALYTIC LAW is a definable, regular, and

Apredictable feature of physical or social real-

ity. Physical reality: if we touch a hot stove

top, we may burn our finger. Social reality: if we walk
into a war zone, we may be killed.

Studying analytic law and applying what we learn

helps us meet our objectives, whatever they are. Con-

versely, we ignore such knowable features of reality at

our peril. All such laws are self-enforcing. We submit
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to them or we face a penalty, not every time perhaps,
but often. We may injure ourselves. We may fail at
what we hope to do. We may even, as in the above
example, die.

Whether they describe the physical or the social
world, analytic laws should not be confused with man-
made laws. If we take the risk of walking into a war zone
or even a crime-ridden urban area, we are not usually
violating any manmade law. We are rather taking a risk

with a knowable analytic law of social life.

2. Corollary A of Law of Analytic Laws: Material
Life (If we restrict our inquiry to material life,
we will misunderstand economic laws.)

Although a subset of social life, economic action is not
just about the material side of our existence. It expresses
our mind. Our mind is just as important as our bodies
in defining our material wants and goals.

People act. They act purposefully. They have rea-
sons. Their actions reflect beliefs, values, and prefer-
ences as well as physical needs. Diners at a restaurant
do not just rate the food. They rate the presentation.
They may appreciate something as intangible as candle
light. We may also appreciate the meal more if we have
worked hard to earn the money to pay for it.

There is no such being as homo economicus, the hyper-
rationalist straw man found in some economic theories

and textbooks. There are only complete human beings
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interacting socially. For any economic law to be valid, it

must apply to people as they are and social life as it is.

3. Corollary B of Law of Analytic Laws: Boundar-
ies (If we look for economic laws only outside
ourselves, we will also misunderstand them.)

The physical world is both inside and outside ourselves.
So is the social world. We maintain a constant dialogue
within ourselves in addition to our dialogue with oth-
ers. Therefore economic laws, to be valid, must apply
to all our social reality, both internal and external. We
even make deals and exchanges with ourselves: I may

decide I can have dessert, but only if I exercise.

4. Corollary C of Law of Analytic Laws: Physical
Science Myopia (If we only look through the
lens of the physical sciences, we will also mis-
understand economic and other social laws.)

Experimental science and economics both generate
laws. In both cases, we utilize all our mental tools (emo-
tional, intuitive, empirical, and logical) to identify the
laws and the latter two especially to communicate them
to others. But the process is very different.

We cannot generate economic laws through con-
trolled experiments, as we try to do in the physical sci-
ences. Controlled experiments do not exist in the social

realm and would not be helpful even if they could exist.
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Watching an apple fall from a tree does not change
the trajectory of the apple. But learning about ourselves
can significantly change our trajectory. The social and
economic realm is comprised of human choices and
those choices are always changing. Just hearing someone
expound an economic law may itself change our choices
and actions and thus our economic reality.

In some cases, we think we have discerned an eco-
nomic law only to discover that it is a falsechood. If
everyone becomes convinced that stocks are a better
investment than bonds, everyone will buy stocks, their
prices will soar unsustainably followed by a crash, and
then nobody will want stocks. This has happened many
times in economic history.

There is an argument for the superiority of stocks
over bonds, but it is not a law, and we cannot rely on it
to guide our day-to-day choices. The reasoning involved
becomes more reliable if it includes consideration of the
price at which we buy the stock, but this cannot be for-
mulated as a law, either.

It is an economic law to state that buying a stock
without regard for price will increase the proba-
bilities of incurring a loss, but this is not a particu-
larly useful economic law. It is not particularly useful
because, like many economic laws, it is so entirely
self-evident that we already know it, although at times

our emotions may carry us away and a reminder may

still be useful.
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The most important and helpful economic laws
are those that accurately describe social reality, that
may require some careful reflection, but that on reflec-
tion are self-evident, and that provide meaningful
guidance as we go about making our choices. In this
book, we will try to focus on some of these more
important economic laws. Readers will inevitably
have different views about the extent to which they

meet all these criteria.

5. Corollary D of Law of Analytic Laws: Logic (If
we concentrate on ordinary logic, the kind of
logic we use to police our everyday language,
it will give us the best results in identifying,
defining, and using economic laws.)

As noted above, we all rely in part on our empirical
brains (utilizing observation, experience, even history)
in deciding how to operate socially. But our interpreta-
tions of experience and especially second-hand experi-
ence in the form of history are too diverse to allow con-
sensus. Whatever seems self-evident to you about the
historical record will likely not be self-evident to others.
Ordinary logic is much more useful in trying to separate

fact from fiction and communicating that fact to others.

For a statement to be logical, it must be clear, orga-
nized, orderly, relevant, complete, and consistent. Of
these tests, inconsistency is the easiest to spot and there-

fore the most immediately useful.
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This kind of logic is not an abstract exercise unre-
lated to the facts of our actual life. On the contrary, it
helps us stay connected to reality, to avoid the human
temptation to confuse our wishes with the real world.
Nor is it very complicated.

It is not necessary to set pencil to paper in order to
demonstrate the impossibility of constructinga triangu-
lar square. We do not need experience to confirm what
is already self-evident: we are contradicting ourselves.
Most economic laws are of this nature. Their purpose is
to keep our thoughts and actions from being either
internally contradictory or inconsistent with the reality
of the external world.

A square by definition must have four equal sides.
The idea of a triangle cannot be made consistent with
it. Similarly, economic laws should be logically self-
evident, that is, implicit or at least implied in their own
terms. Conversely, the reverse of these laws should be
contradictory by their own terms.

As economist Ludwig von Mises explained:

The idea that A could at the same time be
non-A or that to prefer A to B could at the
same time be to prefer B to A is simply incon-
ceivable and absurd to a human mind.” . . .
[This kind of logical] . . . reasoning s . . .
deductive. It cannot produce anything else
but . . . analytic judgments. All its implica-

tions are logically derived from the premises
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and were already contained in them. ... The
significant task of [this] . . . reasoningis on
the one hand to bring into relief all that is
implied in the categories, concepts, and
premises and, on the other hand, to show

what they do not imply.’

It is vain to object that life and reality are
not logical. Life and reality are neither log-
ical nor illogical; they are simply given. But
logic is the only tool available to man for the
comprehension of both. . .. As far as man
is able to attain any knowledge, however
limited, he can use only one avenue of ap-

proach, that opened by reason. .. i

The very existence of human reason is a non-
rational fact. The only statement that can
be predicated with regard to reason is that
it is the mark that distinguishes man from
animals and has brought about everything

that is specifically human. . . J

If logic is shared by all humanity, so are logical lapses.
Because we have the power to choose, we may even con-
sciously choose illogic, although, when we do, we can-
not entirely escape inconvenient messages from the log-
ical side of our brain.

All of us, very much including economists, are illog-

ical in different ways and from different motives. We
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may not be careful in our language, which leads to false
conclusions, or we fail to take the time to grasp the full
implications of a statement, or we may intentionally
use language to confuse or mislead rather than to clar-
ify and instruct (sometimes called “spin”) or, worse, we
may lie outright to protect some material interest. Eco-
nomic debates are especially beset with such problems,
because very large sums of money may be at stake.

Who can forget President George W. Bush saying
on national television during the Crash of 2008: “I've
abandoned free market principles to save the free mar-
ket system.”6 Perhaps he had heard this oxymoronic
claim from his treasury secretary, the former CEO of
Goldman Sachs, who at that moment was working to
save his former firm, and, it might be added, his stock
holdings in it, from his powerful post within the gov-
ernment. Perhaps the president had heard it from a
White House economist. In either case, the advisor
had probably not meant for this bit of sophistry to be
repeated in public.

Eighteenth-century philosopher and economist David

Hume long ago warned of these same pitfalls:

It must be owned, that nothing can be of more
use than to improve, by practice, the method
of reasoningon ... [economic topics], which
of all others are the most important, though
they are commonly treated in the loosest and

most careless manner.7
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6. Corollary E of Law of Analytic Laws: Mathe-
matics (It is an essential tool for economic cal-
culation, but if we try to use it in the same way
it is used in the physical sciences, the results
will not be helpful to us.)

Both experimental science and economics utilize math
of one kind or another. But it is not the same math. Eco-
nomics relies heavily on arithmetic because economic
calculation (the definition of assets, liabilities, income,
expenses, and profit) requires it. In addition, ordinal
numbers (first, second, etc.) help us define and com-
municate important priorities and preferences. On the
other hand, as economist Ludwig von Mises empha-
sized, attempts to utilize higher math for purposes
beyond economic description or illustration have gen-

erally led to unrealistic and contradictory end results.

This has been and continues to be difficult for econ-
omists to accept. Because economic law is primarily
derived by a process of logic, because all math is a tool of
logic, and because higher math plays such an important
role in the physical sciences, many incorrectly infer that
higher math should play a major role in developing and
defining economic law. The reality is that we can succeed
in capturing the underlying logic of human action and
detecting contradictory action by analyzing the speech
we use to describe the action. No matter how hard we try,
we can never capture human action in equations, if only

because human action is so interactive and changeable.
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Given that the very purpose of laws is to enable us
to recognize and adapt ourselves to reality, make better
choices, and thus help us realize our social and economic
objectives, economists should reconsider their current
reliance on algebra, trigonometry, calculus, and related
quantitative modeling techniques, none of which have

produced reliable guidance for our economic choices.

7. Corollary F of Law of Analytic Laws: Economic
Data (Observations from the past are not rel-
evant or reliable enough for more than limited
use. If you base decisions on old correlations,
you will likely make poor decisions.)

Economicsis full of laws claiming to show a constant rela-
tionship between some recorded series, such as the price
of two commodities, because there has been a notice-
able and seemingly measurable relationship in the past.
Causality is then inferred from correlation (A not only
happened with B, but it also was caused by B). Unfortu-
nately, even the correlations, much less the inferences of
causation, are necessarily spurious. They also contradict
the reality of constant change in human choice.

Famous economist Milton Friedman thought he
saw a powerful correlation between levels of consumer
prices and some particular preceding money supply
measurements. Eureka. All that had to be done to con-
trol prices was to control those money supply series.

Not surprisingly, it did not work out.
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Money is difficult to define (most of the standard
government definitions are flawed), much less mea-
sure. Although the amount of money is critical for
prices, what ultimately controls them is what people
expect to happen to them.

Historic episodes of consumer price inflation, such
as the German inflation following World War I, have
been triggered by too much money being created by
government. But eventually prices begin to rise faster
than the money creation, because the price rise is
driven by people’s fear of the money creation as much
as by the money creation itself.

In real life, people act, they change their minds, they
influence each other, what Freidman and other econo-
mists say about the process also influences them. This
cannot be measured on a graph. Even if it appears mea-
surable, beware drawing any conclusion from it.

Sometimes the data being studied, graphed, and
relied upon is so airy and immaterial that it can hardly
even be called data. Federal Reserve Governor Lael
Brainard gave a speech in 2016 in which she indicated
the Fed was watching changes in a survey of consumer
inflation expectations conducted by the University of
Michigan. Jim Grant of Grant’s Interest Rate Observer
sardonically noted that:

Random people, asked to guess where the
CPI [consumer price index] might be trend-

ingin . .. [thatyear or five years later] did
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not [honestly] reply, “I don’t even know
where it is now. . . . Respondents rather
vouchsafed an answer . . . [which] was...
[a quarter of one percent] lower than the
guesses previously submitted by previous
random people since 2006.”°

The “data dependent” Fed supposedly relied at least
in part on this “data” in choosing not to increase

interest rates.

Even less logical are graphs and would-be laws trying
to show a relationship between physical and economic
series. For example, the distinguished nineteenth-cen-
tury economist William Stanley Jevons, whom we
will mention again when we get to the important eco-
nomic idea of marginal utility, thought he had found a
regularity between business cycles and sunspot cycles.
He attributed this to some kind of agricultural influ-
ence, at a time when agriculture was by far the larg-
est human industry. Scientists subsequently corrected
their sunspot data calculations, which destroyed the
reported relationship. As this illustrates, it is easy for
human beings, including economists, to operate in a
fog of supposed facts and to draw completely errone-

ous conclusions from them.
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8. Corollary G of Law of Analytic Laws: Predict-
ing the Future (In relying on economic laws,
we should understand that they are usually
probabilistic in nature.)

The physical sciences have gained their present immense
prestige in part because they can be used to predict the
future. Even this achievement must be qualified. If we
drop a piece of paper from a tall building, the law of
gravity will ensure that it eventually hits the ground,
but we will not know where or when. Science cannot
reliably predict constantly changing conditions such
as wind and weather, although it may be able to give
us probabilities, and it can precisely predict how much
wind pressure a structure will be able to withstand,
given some further assumptions, such as the quality of

construction materials.

Social reality is constantly changing. Although the
term is often used (or rather misused) by economists,
there is no such thing as social or economic equilib-
rium. None of our decisions as human beings are fixed,
all are to some degree forever in flux. And there are
billions of us, all interacting to some degree with each
other, and nothing about our relations is truly fixed,
either. In economics, there are few certainties, mostly
probabilities, and even the probabilities do not lend
themselves to standard mathematical treatment.

If we are a baker, we may think we know what wheat

costs, but the mere possibility of some new drought
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or some new aversion to eating gluten may change the
price overnight. Just as in the physical sciences, but
perhaps even more so, the probabilities will tend to be
vague about the timing of how events may unfold. No
matter how certain we are that actions taken in viola-
tion of economic law will come to no good end, the
timing will remain uncertain, and the same is true for
actions taken with better odds for success, however we
have defined success.

Life requires a great deal of persistence and patience,
and so does economics. But if we are patient, and if we
want to improve our conditions, economic law shows us
the way forward out of poverty and into wealth. Given
sufficient time, the wealth creation can be staggering.

We will have more to say about this in later sections.

9. Corollary H of Law of Analytic Laws: Immutability
(No matter how much we change, the underly-
ing tenets of economic law do not change.)

As we have discussed, the law of gravity is not tan-
gibly affected by our observation of it, although the
statement has been somewhat qualified by quantum
physics. By contrast, our own behavior is directly
affected by our observation of it. Does this mean that
economic laws are changeable, that what was once
true may now be false, that such laws continually
arise and pass away, that we must continually search

for new ones? No.
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At least the underlying tenets of economic laws
never change, no matter how much we change,
because they are based on the underlying logic of our
social realities, including our own nature. This logic
is both fixed and inescapable. To take the simplest
example, you cannot expect friendship from others
without offering friendship in return. This will never
change, so long as we exist in our human form. A law
or corollary of a law related to central banking might
have to be modified if central banks disappear, but
the underlying theme of the law will remain intact

and forever relevant.

10. Corollary | of Law of Analytic Laws: Universal-
ity (Economic laws apply without exception
to everyone.)

Economic law does not speak in a religious or moral
voice, although by reminding us of the inescapable
realities we must face in life, it may influence, even
heavily influence, our choices in these and all other
spheres. Its general methodology is to advise us that
if our goal is A (for example less poverty and more
prosperity), then approach B is more likely to help us
realize it over time with fewer negative effects than
approach C or D. This applies to anyone, whatever

their personal goals may be.
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11. Corollary J of Law of Analytic Laws: Corruption
(If we rely on laws, physical or social, there will
be attempts to corrupt and misuse them.)

Experimental science (together with its chief tool
experimental method) and economic law (together
with its chief tool economic calculation) are arguably
the greatest achievements of modern civilization,
although the latter is too often taken for granted or
denigrated. Both are constructions of the human
mind and are therefore vulnerable to the dishonesty
and corruption that plague human life. As previously
mentioned, laboratory scientists may cheat on their
results or sell out to special interests in exchange for
grants. Economists may be more interested in power,
wealth, or just an easier life than in seeking out or

sharing the truth. This is a reality, too.

In other instances, it is not the experts, but ordinary
people who may hammer away at the foundations of
experimental science or economic law precisely because
they find these disciplines inconvenient. For example,
in 2016 students at Cape Town University staged a pro-
test claiming that science is inherently racist, which by
definition it cannot be, if it is truly science. The students
call themselves “fallists” with a hashtag of “Science Must
Fall” This does not appear to be merely adolescent fun,
but rather a genuine failure to grasp that the law of grav-

ity has no logical connection to social justice.”
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[aws of Economic
Sustainability

12. Law of Sustainability: Economic laws are con-
cerned with and also help guide us toward
sustainability.

HIS COULD ALSO be called Henry Hazlitt’s Law,
TLaozi’s Law, Epicurus’s Law, or Aristotle’s Law, in
that elements of it have been expressed by each
of them. Every action that we take will have near-term
and longer-term consequences. It will also have conse-
quences that are visible or readily foreseeable along with
consequences that are difficult or sometimes impossible
to discern or foresee.
Moreover, every change that we seck or achieve will

have at least some negative as well as positive elements.

R
0‘0
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And every virtue taken to an extreme may become a
vice. We know all this, but we too often try to ignore it.
Public officials are especially prone to forget or ignore it.

Because it is natural human behavior to focus on
the near term and on what can readily be seen, to con-
sider one factor to the exclusion of others, and to take
things to an extreme, economic law focuses on the
opposite. Its central theme is sustainability. It helps
guide us toward actions that have a greater potential

to be sustainable.

13. Corollary A of Law of Sustainability: Unintended
Consequences (A refusal to think sustainably
produces unintended negative consequences.
In some cases, these are readily foreseeable, in
other cases not.)

A useful illustration is libertarian Richard Cowan’s
Iron Law of Prohibition (1986). Speaking of the pro-
hibition of liquor sales in the US in the 1920s and the
later war on drugs, Cowan wrote that “The harder the

enforcement, the harder the drugs.”Io

Economist Mark Thornton agrees and offers fur-
ther illustrations. Beer and wine drinkers switched to
the hardest liquor during and after Prohibition, drank
more, and continued this habit for the rest of their lives.
The five martini business lunch, common in the 1950s
and 1960s, was directly traceable to a government policy

that ended in the early 1930s.
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Marijuana sold on the street became increasingly
potent because it was easier and more profitable to
transport and sell in small amounts. For a similar rea-
son, bulky opium became concentrated heroin, and
cocaine became crack cocaine.”

Smoking cigarettes is not illegal, but government
taxes have been piled so high that it has spawned a
national and international trade in cigarette smug-
gling. There are reports that terrorist organizations
have gotten involved. A global cigarette smuggling
ring was even discovered within the Iraqi mission
to the United Nations. It made profits of millions of
dollars using diplomatic pouches to move its goods.”
How long will it be before smugglers start making
their own cigarettes and concentrating toxic as well
as unknown ingredients in them?

Note that all these consequences were unintended,
but not unforeseeable. If we take the time and trouble
to think through our proposed actions, as economic
analysis requires, we can foresee many, if not necessar-
ily all, of the secondary or distant effects.

Further along, when we come to discuss laws of
prices and money, we will see that the law of unin-
tended consequences also helps explain why govern-
ment attempts to stabilize prices and the economy as a

whole are necessarily destabilizing.
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Laws of the Division of

[Labor

14. Law of the Division of Labor: If we share labor,
we may be able to make ourselves much more
productive.

HIS MAY SOUND obvious, but we have to think
Tthrough all the implications. Adam Smith took
pains to illustrate some of the advantages of
a division of labor by describing a pin factory in the
beginning of his famous 1776 book Wealth of Nations.
There is a very complex division of labor within our
own bodies. There is also division of labor within ant
and bee colonies and within wolf packs.
Human societies are unique in many ways, not least

in that we kill our own kind. If we do not treat others
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as enemies, seek to kill them, and seize their posses-
sions, we have to choose a method of co-existing, or

even better, of cooperating to our mutual advantage.

15. Corollary A of Law of the Division of Labor:
Voluntary Exchange (If we emphasize not just
exchange of labor, but voluntary exchange of
both labor and goods, we will get better and
more reliable results.)

There are only two major methods to elicit the kind
of cooperation needed to divide productive labor
and enter into exchanges: force or incentive. For an
exchange to be driven by incentive, it must be vol-
untary. The exchange need not be material. We may
exchange friendship for friendship, which then leads

to and supports many other exchanges.

The concept of voluntary exchange is a natural part
of our psyche. Most modern European languages are
believed to descend from a common Indo-European
root, and in that early language, a single word seems
to have sufficed for both giving and receiving. In early
man’s mind, the two acts were so closely related that
one word sufficed.

Voluntary exchange is logically much more effective
and productive than the use of force. The latter not
only requires an enormous expenditure of resources,
energy, and time to maintain discipline. In addition,

it creates both active and passive resistance. Human
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beings are very good at passive resistance, especially
over long periods of time, which can eventually sap
even the best-organized enterprises. Terror can be used
against passive resistance, as Stalin and Mao showed,
but it is very difficult to sustain. Quite apart from moral
considerations, voluntary exchange is potentially much

more productive.

16. Corollary B of Law of the Division of Labor:
Private Ownership (If we are to exchange, we
must first own.)

In the first place, we must own our own labor and not
be enslaved by other people or by government. Note
that private and government bondage are closely linked.
Slavery in any form represents the ultimate form of mar-
ket monopoly, and, like other monopolies, cannot sur-

vive without government enforcement.

Beyond our own labor, we must also have owner-
ship of our possessions, if we are to trade them for
other possessions. The chief threat to our ownership
is fraud, theft, and violence, all of which are sup-
posed to be barred by an effectively functioning gov-
ernment. But for much of human history, it has been
impossible to bring possessions out into the light of
day to trade or use for investment purposes, because

government itself was likely to steal them.
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17. Corollary C of Law of the Division of Labor:
(Law of) Potential Diseconomies of Scale (If we
exchange labor, it must be carefully organized,
or we may become less, not more productive.)

Any voluntary and cooperative division of labor must
overcome natural constraints. Assume that one crafts-
man builds an automobile from scratch in his own
workshop. Now assume that a hundred such craftsman

are assembled and invited to work together.

At first, chaos results and fewer automobiles are pro-
duced. But, given time, the craftsmen figure out how to
divide the labor and also how to take further advantage
of the division of labor by introducing shared mechani-
zation. They become more productive than before, and
this is confirmed by the production of a larger num-
ber of automobiles each year with the same amount of

inputs or the same number with fewer inputs.

18. Corollary D of Law of the Division of Labor:
(Law of) Diminishing Returns (If we add to
one input without considering the effect on
other inputs and the total process, we may
disrupt rather than enhance production.)

Given the state of current knowledge, technology, and
capital, there is an optimum amount of inputs for any
production process. If we fail to pay close attention to
this fact, we will fail. At the very least, we will create

needless waste.
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For example, if we are using one ton of steel to make
the automobiles in the prior example, and this is indeed
optimum, ordering two tons of steel per vehicle will just
cause waste, unnecessary cost, and confusion for the shop.
Two tons per car cannot pay unless there is a fundamental
reworking of the product or its production process.

Corollary D is really just a variant way of stating the
risks expressed in Corollary C. In C, the focus is on the
importance of organizing labor to improve productiv-
ity. In D, the focus is on understanding and organizing
other factor inputs effectively.

A variant of this law, sometimes called Liebig’s Law
of the Minimum, states that in some cases what seems
a small element of the production process can prove
to be so scarce, hard to obtain, or hard to obtain in
quantity at a reasonable price that it completely frus-
trates efforts to scale up. There have been concerns that
sourcing rare earth minerals might at some point rep-
resent this kind of a problem for high-tech products,
especially high-tech weapons.

19. Corollary E of Law of the Division of Labor: (Law
of) Potential Economies of Scale (If we scale
up in a logical way, it can make us far more
productive.)

This is the obverse of corollaries B and C. It has major
real world consequences. Organized properly, larger scale

production can be much more effective and efficient. It
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can either produce more goods or the same number of

goods at a lower cost or both.

Potential economies of scale from larger-scale pro-
duction may be measurable after the fact but are not
measurably predictable. They require both effective
management and larger-scale markets to buy the pro-
duction. There are always many barriers, particularly
political barriers, to the creation and maintenance of
large-scale markets, some of which may be difhicult

to foresee.

20. Corollary F of Law of the Division of Labor:
(Law of) Comparative Advantage, also called
Law of Shared Advantage (Even if different
parties or countries are ill-matched in skill or
resources, they will do better cooperating.)

As noted above, an effectively organized division of
labor offers the potential to become ever more produc-
tive as the scale of cooperation increases. In the auto-
mobile example above, all the craftsmen were equally
skilled. Even so, they had to organize themselves differ-
ently in order to take advantage of economies of scale.

What happens when the producers are not equally
skilled at everything, when some are more skilled at
one thing, while others are more skilled at another?
In this case, cooperation could be even more benefi-
cial, because dividing up the tasks will be easier. Each

person (or country) can concentrate on what it does
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best while relying on co-workers to accomplish other

essential tasks.

21. Corollary G of Law of the Division of Labor:
(Law of) Absolute Advantage (Even if one
party or country has all the skills and resources
and the other has none, they are still better off
cooperating.)

Even in this extreme case, in which one party or coun-
try has an absolute advantage in everything, the law
of absolute advantage demonstrates that they are bet-
ter off cooperating. For example, imagine an engineer
with his own consulting firm and an unskilled laborer
who needs work. Although the engineer might be
more skilled at everything that takes place in the firm
to start, even at sorting or sending out mail or cleaning
the office, he or she is better off to hire the unskilled
laborer, first to clean the office, then to take over cleri-
cal tasks, and eventually perhaps to handle clients and

other more demanding tasks.

The same observation holds true for different coun-
tries. One country can hypothetically be more efficient
than the other in making all products (i.e. possesses an
absolute advantage in its resources and skill set). But
the skilled country is better off concentrating on those
areas in which it has the relatively greatest advantage
and buying imports of products in which its advantage

is less pronounced.



192 % ONE HUNDRED EcoNOMIC LAWS

The doctrines of comparative and absolute advan-
tage were developed most thoroughly by early 19th
century English economist David Ricardo, but con-
temporary American economist Thomas Sowell pro-
vides a good example of the latter in his book Basic
Economics. He asks us to assume, for purpose of illus-
tration, that the United States makes both shirts and
shoes more cheaply than Canada. In other words, the
US has an absolute advantage in both articles. Specifi-
cally, the US makes shirts more than twice as cheaply
and shoes 25% more cheaply.

Since the US is much more cost-effective in shirts,
relatively speaking, than it is in shoes, it will still pay to
concentrate on shirts and leave the shoes to Canada. If
the US and Canada team up in this way, the total pro-
duction of shirts and shoes mathematically increases
by about 20% and 11%, respectively. Just by specializing
and trading, the two countries in this example become
measurably richer.” This is of course a hypothetical
example, because in real life many factors can destroy
the opportunities created by dividing up production
tasks across ever-widening markets.

One of the factors that tend to thwart full utilization
of the laws of comparative and absolute advantage is our
ignorance of their benefits. As eighteenth-century phi-

losopher and economist David Hume pointed out:

Nothing is more usual, among states which

have made some advances in commerce,
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than to look on the progress of their neigh-
bors with a suspicious eye, to consider all
trading states as their rivals, and to suppose
that it is impossible for any of them to flour-
ish, but at their expense. In opposition to
this narrow and malignant opinion, I will
venture to assert, that the increase of riches
and commerce in any one nation, instead
of hurting, commonly promotes the riches
and commerce of all its neighbors; and that

a state can scarcely carry its trade and in-

dustry very far, where all the surrounding

states are buried in ignorance, sloth, and
barbarism. ..."*

22. Corollary H of Law of the Division of Labor:
Deceptive Trade Practices (What is called
“free trade” by governments may actually be
the opposite of genuine free trade and may
destroy the potential benefits of a global divi-
sion of labor.)

Another barrier to the full utilization of the laws of
comparative and absolute advantage is the tendency of
governments to allow special interests to write trade
laws and treaties. Because these laws and treaties matter
so much to corporate interests in particular, this prac-
tice can yield a rich harvest of campaign contributions

and other assistance, and it can all be done under the
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cover of economic nationalism. As a result, what are
usually described by governments as “free trade” deals
with other countries may actually be better described

as crony trade deals.

The situation becomes even more complex when a
country such as the US has a “reserve” currency, which
means that it can borrow abroad but still be able to
repay in dollars. Other non-reserve countries borrow
abroad at considerable risk, because if they borrow in
another currency and the price of their own currency
plummets, the amount to be repaid soars. By contrast,
the US since World War IT has been in a position where
it can repay its foreign loans just by printing more dol-
lars. Not surprisingly, under these circumstances, it has
imported vastly more than it has exported and covered
the difference by borrowing. Such a situation is inher-
ently unstable and leads to all sorts of economic pos-
turing and games. American economist Merton Miller

has explained the situation this way:

We've actually been playing a cruel trick on
the Japanese [and Chinese]. We've persuaded
them to send us expensive [goods] —and in ex-
change we give them pictures of George Wash-
ington.... [If ] they want... their money . . .
, “Okay,” we say, ... “[but if you try to sell the
US currency that we give you on world mar-
kets, you may only get] 20 cents on the dol-
lar” They’re the losers at this game.”
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Economist Paul McCulley agrees:

To those with Calvinistic tendencies, always
looking for what can go wrong, . . . the no-
tion of . .. [the United States financing its
consumption by borrowing from China]
just doesn’t seem right. ... But. .. [at least

. 6
for the moment] it is good, very good.”

All this may sound good to Miller and McCulley, but
it is a perversion of the law of comparative and abso-
lute advantage and therefore will inevitably prove to be
unsustainable. When this finally becomes apparent, it
will, once again, be the poor and the middle class who

pay the heaviest price.

23. Corollary | of Law of the Division of Labor:
Scale of Participation (If people choose not
to participate in shared labor, either because
they do not work at all or because they do not
share their work, everyone will have less than
they might have had.)

Degree of participation matters. Many people will not
be able to participate in the sharing of labor because
they cannot labor. They may be too young, too old, or
disabled. If people not in these categories choose not
to participate, but still share in the fruits of labor, then
incentives for those participating will be reduced,

because there will be less to share.






(hapter IV

[aws of Prices

24. Law of Prices: If we wish to cooperate on a
voluntary basis, we must have shared, work-
able, flexible prices.

N ECONOMIC SYSTEM based on a division of
Alabor and mutual exchange cannot function

without workable market prices. In today’s
world, we depend on these prices for our very survival.
If they disappeared suddenly, and we had to fall back on
barter, there would be absolute chaos, followed quickly
by shortages. Most of us would starve.

Prices allow us to exchange goods and services in ever
widening circles. If we live on a self-sufficient manor, as
in Middle Age Europe, we do not need prices to make
exchanges. One farmer on a rare occasion trades four

sheep for a cow while another trades at a different ratio

o
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according to his needs and preferences, but no one else
need pay much attention.

It is quite different exchanging at a distance. In this
case, we need not only to know what the expected price
is at the moment. We also need some assurance that we
will receive payment. This is much more complicated.

A worldwide system of prices enormously simpli-
fies economic life. It tells producers what to produce,
how to produce it, and in what amount. It does not
reveal everything. Prices alone do not tell us why the
cost of bread is rising or falling. But by weighing, bal-
ancing, and anticipating supply and demand, they pro-
vide enough information to make rational economic
decisions.

In order to play this weighing and balancing role,
they must be flexible, free to move either up or down,

and this applies to wages as well as other prices.

25. Corollary A of Law of Prices: (Law of) Discov-
ery and Communication (If shared prices are
to help us, they must operate as both a dis-
covery and information system.)

Economist Friedrich Hayek observed that market
prices constitute a “discovery system.””” They not
only discover what is scarce, what is available. They
also communicate it efficiently. This is only possible
when market prices are allowed to discover who has

what, who wants what, what might change, and what
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prices will bring seller and buyer into a voluntary and
mutually beneficial exchange. It is unarguable that
prices manipulated or tightly controlled by govern-
ment authorities cannot help us “discover” or com-

municate any of this.

26. Corollary B of Law of Prices: (Law of) Order
(If we allow prices to do their job, they will
create, maintain, and enhance economic and
social order.)

The term “spontancous order” was coined by econo-
mist Michael Polanyi. We see this phenomenon both
in nature and in social life. We do not consciously order
our lungs to breathe, but breathe they do, for as long
as a century. Everything in our body interrelates and
interacts to keep us alive without any central direction.
Language provides a prime example from the social
realm. No authority other than the French Academy
has ever tried to control it, the Academy largely failed,
yet French and other languages remain as serviceable
as ever. Common law operates in a similar way. It pro-
vides precedents without anyone deliberately trying to
guide or control it.

Consider what a miracle it is to be able to read a book.
Whether it is delivered on paper that is derived from
wood or electronically, millions of people, each with a
distinct expertise, must work together to make it hap-

pen. No government planner oversees the process. No
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group of government planners would ever have the nec-
essary expertise to know how to assemble all the parts,
stationary and moving, required to make a product as
simple as a pencil, nor would they be able to coordinate
all the necessary actions.

The key word is action. It is sometimes said that an
economy is like a jigsaw puzzle with billions of pieces
that miraculously assembles itself. But it is not exactly
like a jigsaw puzzle—those pieces are merely inani-
mate objects. The critical components of an economy
are acting human beings. It is what they do with the
inanimate products such as wood or graphite or metal
that results in production. The price system simply
allows all these innumerable people to communi-
cate with each other and work together. Importantly,
it makes it possible for them to do this without any
face-to-face contact.

It is frequently asserted that the exchange price sys-
tem is unplanned and disorderly. This is completely
false. It is, to the contrary, a marvel of planning and

order. As Friedrich Hayek also emphasized:

[In economics, there] is not a dispute about
whether planning is to be done or not. It
is a dispute as to whether planning is to
be done centrally, by one authority for the
whole economic system, or is to be divided
among many individuals . . . [working to-

18

gether cooperatively]



Laws of Prices < 201

This echoes eighteenth-century economist Adam

Smith’s warning that it is

folly and presumption . . . [for any] single
person, . .. council or senate . . . [to try]

to direct [the] employ[ment of ] capital.”

Matt Riddley further observed in his book Genome,
about how the human body works:

It is the hardest thing for human beings to
get used to, but the world is full of intricate,
cleverly designed and interconnected sys-
tems that do not have control centers. The
economy is such a system. The illusion that
economies run better if someone is put in
charge of them . . . has done devastating
harm to the wealth and health of peoples
all over the world, not just in the former So-

viet Union, but in the west as well.”®

27. Corollary C of Law of Prices: Honest Prices (If
we want prices to do their job effectively, we
must refrain from manipulating, controlling,
or corrupting them.)

It is not enough to have prices. They must be hon-
est prices. The honesty of prices is critical. In this
context, honesty refers to the degree to which prices

are determined by the decisions of consumers in the
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marketplace, or by anticipated changes in those deci-
sions, not by merchants and others seeking to manip-
ulate or control, usually with the help of government
officials. Honest prices inform everyone about what
consumers want, how much they will pay for it, and
how these factors are changing. Dishonest prices
convey no useful information and lead to confusion,
poor decisions, or worse.

To make matters more confusing, honest prices are
sometimes called “unjust” or “unfair” prices either by
those sincerely wishing for better outcomes for the poor
or by the parties seeking to influence or manipulate
markets for their own personal gain. Interference with
honest prices, including attempts to limit their ability to
move up or down, may have tragic consequences.

In the eighteenth century, the price of bread was ris-
ing and peasants were starving. The French govern-
ment tried to improve the situation by fixing the price
of bread. Meanwhile, the cost of growing wheat was
still rising, so that farmers faced growing losses. They
responded logically by refusing to plant, with the result
that bread became ever scarcer. It did not help the peas-
ants to be able to buy it at a lower price when they could
not buy it at all except on the black market at higher and
higher prices. These kinds of mistakes were ruinous and
led to the French Revolution.

Price controls were introduced long before the mod-

ern era. King Hammurabi literally carved prices in stone
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on a monument placed in ancient Babylon about four
thousand years ago. These prices no doubt made some
merchants rich and others poor. But they certainly did
not reflect the underlying economic reality of the time
or help provide the people of Babylon with what they
most wanted at a given moment.

Dishonest and misleading prices continue to plague
the global economic system. In most cases, the interfer-
ence with honest pricing is disguised, so that very few
people understand what is happening. The more dis-
honest prices are, the more harm there is to the eco-
nomic system. There is a point at which dishonest prices
can lead to economic collapse, as they did in Germany
in the 1920s, a collapse that destroyed the German mid-
dle class and led to the rise of Hitler.

28. Corollary D of Law of Prices: (Law of) Supply
(If we want to lower prices, the most effective
way to do so is not to try to control them, but
rather to increase supply.)

All else being equal or the same, an increase in the sup-
ply of a good will lower its price while a reduction in
supply will increase it. Note the qualification: demand
must remain the same for this to be true. This is per-
fectly logical. Unsold merchandise puts pressure on
sellers to reduce price to attract buyers who either
previously lacked the funds or did not choose to buy
before. If the supply increases, there will by definition
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be more to sell and therefore more pressure to reduce
price to clear the inventory.

The phrase “all else being equal” referred to above
is a translation of the Latin phrase “ceteribus paribus”
which is often used instead. All “ceteribus paribus” laws
are qualified. They state logical tendencies or probabil-

ities rather than absolute certainties.

29. Corollary E of Law of Prices: (Law of) Demand (If
we want to increase prices, for example wages,
the most effective way to do so is not to man-
date it, but to increase demand.

This states that, again, all else being equal, an increase
in buyer demand will increase prices or that in general
it will tend to increase prices. This is also logical in that
more buyers will be competing for the same supply of
goods or the same number of buyers will be trying to

buy more or buying more intensively.

30. Corollary F of Law of Prices: (Law of) Supply
and Demand (If we allow supply and demand
to operate, they will balance each other in a
way that reflects consumer preferences.)

So long as an economy is primarily run by consumers,
workers, and owners (who are often the same people
playing different roles), their transactions naturally
generate and continually update prices. The sell-

ing price of everything eventually and to the greatest
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degree possible balances supply and demand and reflects
the most up-to-date information on factors likely to influ-
ence supply and demand as well as the latest exchange

transaction data.

If consumers want less applesauce, there are fewer
bidders for the product and the price will tend to fall.
If consumers want more, the price may have to rise in
order to persuade producers to make more.

Consumer prices in turn drive the prices for produc-
ers’ goods used to make the consumer goods. In this
way, consumer demand for applesauce will ultimately
have some impact, however small, on the price for steel.
It is a subtle but extremely powerful system.

In thinking about this, we should keep in mind that
the term supply and demand are just abstractions sum-
marizing innumerable fundamental changes. For exam-
ple, bad weather may be the chief factor reducing farm
commodity supply. Or something else may be involved.

Fortunately, it is not necessary for producers to under-
stand all the fundamentals in order to decide whether
to produce. They just have to know the current cost of
their input factors as well as the most likely selling price.
If the final selling price falls after they have already pro-
duced the product, they may have to take a loss, unless
they have hedged by pre-selling.

Supply and demand are often represented in eco-
nomic textbooks as lines on a graph. These are imagi-

nary constructions since no one knows what the shapes
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of the curves really are at any given moment. Although
arguably useful for purposes of illustration, they do not

represent reality, only a concept.

31. Corollary G of Law of Prices: (Law of) One Price
(Markets tend to produce a single price for a
given good.)

In stating this, we must be careful to compare prod-
ucts and services that are truly comparable and inter-
changeable. The price of a luxury car and a more basic
car will not be the same. They are two distinct prod-
ucts. But where goods are comparable, there will tend
to be one price, because, if not, a class of entrepreneurs
called arbitrageurs will buy where prices are cheap and
sell where they are high, so long as transportation costs
do not wipe out the potential profit.

The repeated action of reducing supply in one locale
and increasing it in another to take advantage of even
small price disparities will tend to create ever more
uniform prices. In the nineteenth century, there was
a particular active arbitrage trade in gold, because it
was casy to transport, and there were profits to be
made by buying it in Damascus for a little less than
Cairo and then transporting it to Cairo to sell, or vice
versa, even though the transportation in those days

was by camel caravan.
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32. Corollary H of Law of Prices: (Law of) Mar-
ginal Utility (If you are trying to price your
product, you cannot just take costs and add
a profit margin in order to arrive at a solution.
You will have to start with what the buyer will
pay at this moment for this product, antici-
pate correctly what the buyer will pay in the
near future, and then see if you can keep pro-
duction costs below this figure.

The price of a good or service at any moment is
defined by what a ready, willing, and funded buyer
will pay for it. If you have spent $100 buildinga desk
and now find that no one will pay more than $s50 for
it, it is tough luck for you. Moreover, the amount a
willing buyer will pay depends entirely on the buyer
and on circumstances, both of which are constantly
changing.

Price should not be confused with value. Exchanges
do not take place because buyer and seller agree on the
value of what is exchanged. They agree on the price
only. An exchange takes place precisely because the
buyer values what the seller offers more than the seller,
and the seller values what the buyer offers more than
the buyer. The distinction between value and price is
fundamental to economics.

Economist Ludwig von Mises stressed how even a sin-
gle individual’s reckoning of what he or she wants (along

with a feasible and acceptable price for it) is constantly



208 <« ONE HUNDRED EcoNOMIC LAWS

shifting and will always depend on the mix of what is
being bought or sold as well as the circumstances of the
moment. It is always the specifics that matter. As Mises

wrote in chapter XI of Human Action:

The immediate goal of acting is frequently
the acquisition of countable and measur-
able supplies of tangible things. Then act-
ing man has to choose between countable
quantities; he prefers, for example, 15 r to 7
p; but if he had to choose between 15 r and
8 p, he might prefer 8 p... ..

If a man exchanges two pounds of butter for
ashirt, all that we can assert with regard to
this transaction is that he—at the instant
of the transaction and under the conditions
which this instant offers to him—prefers

one shirt to two pounds of butter. . ..

Let uslook at the state of economic thought
which prevailed on the eve of the elabo-
ration of the modern theory of value by
Carl Menger, William Stanley Jevons, and
Léon Walras. ... The older economists [con-
fronted] . . . a problem they failed to solve.
They observed that things whose “utility”
is greater are valued less than other things
of smaller utility. Iron is less appreciated

than gold.
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[But] . . . acting man is not in a position
in which he must choose between all the
gold and all the iron. He chooses at a def-
inite time and place under definite con-
ditions between a strictly limited quan-
tity of gold and a strictly limited quantity

of iron. ...

The law of marginal utility is already im-
plied in the category of action. It is nothing
else than [an elaboration of | . . . the state-
ment that what satisfies more is preferred
to what gives smaller satisfaction. Many
other economic laws are also derived from
this same premise, which in itself is noth-

ing but a logical tautology.

The concept of marginal utility, with its stress on the
constant flux of social decisions, further illustrates why
it is generally not useful to graph or model economic

data series.

Note Regarding Marginal Utility and Work

Many individuals work because they must do so to
survive. But given a choice, most people prefer some
specific combination and sequence of work and lei-
sure. In addition, for some work will feel like a hard-
ship endured only for its fruits and for others it will

be more pleasurable than leisure.
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33. Corollary I of Law of Prices: Monopoly (An
attempt to thwart consumer power over prices
tends to fail without government support.
Although modern governments pretend to
police monopoly, the policeman is easily
bought off with protection money of one kind
or another.)

The goal of a monopolist is to control supply of a good
or service in order to raise or lower its price relative to
a competitive free price system level. The slave owner
monopolist wants to get labor for a cheap price or to
ensure that he has labor without offering the neces-
sary incentives. The business monopolist wants to be
the only seller of a good that people must buy. Business
monopoly only makes sense in the first place if the total
revenues produced by selling less product at a higher
price exceed those from selling more at a lower price.
This is very difhicult for a single business to achieve. For
a cartel (alliance of businesses for purposes of monop-
oly), it may be a little easier.

Even if a single business monopoly or cartel is cre-
ated, by means legal or illegal, it is extremely difficult
to maintain. There will always be ingenious competi-
tors determined to break into the business. If they can-
not do so directly, they may do so indirectly by creating
either a brand new production technology or another
product that can be substituted for the first one. If the

monopoly takes the form of a cartel, it will also find it
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difficult to police itself. Since the purpose of the cartel
is to cheat the public, why would cartel members not
try to cheat each other, for example by producing more
than their allotted quota?

Over the centuries, and indeed millennia, the usual
response by both slave owner monopolists and business
monopolists is to enlist government as a protector. Gov-
ernment has the power to enforce what otherwise would
quickly fail. Potential competitors will not want to risk
fines or jail for daring to challenge the monopolist. Pro-
tection may take the form of statute, with violent pun-
ishments to enforce it, or less overt means. Protection
money paid to government ofhicials may either take the
form of outright bribes or, more commonly today, “soft”
bribes such as campaign contributions. The payments
are made behind closed doors; few voters are aware of
what is happening.

In the US, government laws forbid business monop-
olies along with restraint and restriction of trade. But
if one looks more closely, the enforcement of such laws
is both inconstant and inconsistent, and in many cases
the government-created or -protected monopoly is not
even recognized as such.

For example, a drug company pays the federal gov-
ernment a fee for a patent on a new drug. It then
spends on average billions of dollars to take the drug
through the US Food and Drug Administration
(FDA) approval process. After approval, it has double
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monopoly protection, in that no other company can
market that drug without doing the same, which it will
likely not do because the opportunity for a monopoly
is gone. As a direct consequence, the first company to
take a drug through the approval process may charge
what might be thousands of dollars for a pill that
costs pennies to make. No wonder economist Milton
Friedman argued that “. .. the most important source
of monopoly power has been government assistance,

direct and indirect”*'



(hapter V
Laws of Profits

34. Law of Profits: If you want lower prices for ordi-
nary people, do not try to abolish profits. The
existence of profits tends to bring prices down.

HE POSSIBILITY OF realizing a profit (sales rev-
| enue greater than cost) continually drives down
the price of goods and services.

Profits are often quite incorrectly described as an
unnecessary add-on cost that increases the price of a
product. This is illogical for several reasons. First, as we
have discussed, it is not producer cost that sets the price
of a product. Price is what buyers as a group are willing
to pay. If a producer has spent more on a product than
customers will pay, that produces a loss. The customer is
king, and the desire of the producer to earn a profit does
not itself add a penny to the price.

R
0‘0
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So far, the pursuit of profit does not add to the price.
But in real life, the hope for gain is not neutral. It pro-
vides an all-important incentive for the producer to try
to win over the customer. And in order to do so, the pro-
ducer must offer the highest-quality goods at the low-
est possible price. A business must continually improve
quality and reduce price, because if it does not, a com-
petitor will. There are exceptions to this rule, but they
tend to be either rare or temporary.

Keep in mind also that, the higher profits are, the
more incentive there is for entrepreneurs to produce
more, which may reduce costs through economies
of scale, but will also likely reduce prices through an
increase in supply. If the French monarchy in the 18th
century had allowed farmers to profit from growing
wheat, instead of price-controlling bread, the mass
starvation of peasants would have been averted, and
before long the price of bread would have fallen from
the increase in supply.

If both prices and profits in an industry or industry
segment remain high for longer than a short time, it
signals that there is some kind of economic bottleneck
in the production process. For example, the bottleneck
for wheat producers for centuries was protecting the
grain from rodents and then getting it to market for a
reasonable price. Profits lure entrepreneurs to invest to
solve these problems, which in the case of wheat led to

rodent-proof containers and railroad transportation.
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Once a problem has been solved, and bottlenecks
removed, profits tend to subside very quickly to lower and
lower levels, because no competitor has an advantage over
another. If there were no problems whatsoever in produc-
tion, if entrepreneurs had perfect knowledge of markets
as they are, agreed in their evaluation of present facts, and
could forecast future consumer demand with complete
accuracy, then profits over time would approach zero.

In real life, of course, none of these conditions are ever
metand there are always many problems to be overcome.
Some economists illogically hold that under these cir-
cumstances the free price system is imperfect. Of course
it is. But it is still by far the most viable method we have
of progressing under conditions of complete uncer-
tainty. Nor does acknowledging its imperfection justify
demolishing it under pretense of “improving” it.

So long as our human life remains what it is, profits in
a free price system will remain above zero, but only for
producers continually secking to improve their efforts
to meet the needs of customers. As this suggests, a com-
mon, expected, or “reasonable” rate of profit does not
exist. In general, and importantly, the higher profits
are, the more economic problems are being solved, and
therefore the faster the rate of economic progress.

Economist David Ricardo said in the early 19th cen-
tury that “Nothing contributes so much to the prosper-
ity and happiness of a country as high profits”** Ricardo
was logically correct. Why is it then that so many
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modern economists refuse to acknowledge this? Indeed
they hardly mention the word profit, as if it embarrasses

them. Economics presented in this way is a falsehood.

35. Corollary A of Law of Profits: Consumer Con-
trol (If you want ordinary people to control
the economic system, then profits are essen-
tial for that purpose as well.)

The desire for profits provides producers with a strong
incentive to serve not only consumers, but also the
mass of consumers, because that is where the greatest
profits are to be made. As aresult, consumers asawhole
not only benefit from a free price (and profit) system.
They also ultimately control it. It is widely believed
that capitalism is a system run by and for businesses
and billionaires while socialism is a system run by
and for workers. Neither formulation is correct. Real
capitalism (defined as a free price system) is run by and

for consumers, many of whom are also workers.

36. Corollary B of Law of Profits: Patience (If you
are unwilling to think very long term, even
beyond your lifespan, you will not be able to
realize the full fruits of the profit system.)

The profit system is so demanding that most new busi-
nesses never become profitable. If they do, it may take a
long time to amount to much. Eventually, however, the

law of large numbers may produce surprising results.
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Imagine that $10,000 in initial capital or profits grows
at 12% a year, a very good rate. It will take twenty-four
years to reach $160,000. In twenty more years, it will
pass $2,500,000. This has essentially required a lifetime.

Britain became the leading economic power, the
wonder and envy of the world, from an estimated com-
pound economic growth rate of barely 2% a year from
1780 to 1914.” Two percent may not sound like much,
but it was far higher than any nation had ever achieved,

especially over long periods.

37. Corollary C of Law of Profits: “Speculation” (If
you want to earn large profits, do not think
that it is enough to speculate.)

There are only two ways to make a large profit in a free
price system: either produce what customers want at
the time and price they want it, or assist others who are
doing so. It is sometimes asserted that profit making is
really about “speculating” on the future and being lucky
enough to get it right. There is an element of truth to
this, because no one can be entirely certain about what
customers and especially consumers will want, when

they will want it, or what they will be willing to pay.

Keep in mind, however, that it is not only business
owners who “speculate” in this way. A student who
pays a large fee for an education is similarly “speculat-
ing” that it will pay off by making his services more

marketable and remunerative in future years. The main
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point is that such “speculation” only pays if buyers
eventually reward it. Buyers control, and among buy-

ers consumers are the ultimate decision-makers.

38. Corollary D of Law of Profits: Loss and Bank-
ruptcy (If you think the profit system is pri-
marily about profit, you misread the signals it
is trying to send you.)

Perhaps the single most important point to be made
about the profit system is that it involves a stick as
well as a carrot. It should be described as the loss and
profit system, or perhaps even more accurately as
the loss and bankruptcy system. Economist Wilhelm
Ropke explained:

Since the fear of loss appears to be of more
moment than the desire for gain, it may be
said that our economic system (in the fi-

nal analysis) is regulated by bankruptcy.”*

39. Corollary E of Law of Profits: Change (If you
want to earn a profit, you must embrace
change.)

Whether desire for profit or fear of loss (or the two
together) are the motivating factor, the entreprencur
is driven to seck, embrace, and anticipate change, not
just accept the status quo, and by doing so make the

economy more productive. As painful as change may
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be, it is the process whereby we have evolved beyond
living in caves, being eaten by predatory animals, and
dying from the simplest injury or disability. For most
of human history, the status quo has meant only abject
poverty and early death for most.

The rich and powerful do not like a system that
imposes penalties of loss or bankruptcy on them, and
will do everything they can, including the corruption
of government, to try to avoid it. Government officials
are usually averse to change and thus all the more sym-
pathetic to entreaties to try to stop it. This is inevitable
and also a recurrent feature of human history.

The imperative of change in a thriving economy
does not, however, apply only to entrepreneurs, busi-
ness owners, or the rich and powerful. Workers who
initiate change, readily adapt to it, or at least accept it

will do better than those who refuse to do so.

40. Corollary F of Law of Profits: Changing Ideas
(Often the chief barrier to economic progress,
as measured by productivity, is not scarcity of
capital, skilled workers, or technology, but rather
the human reluctance to give up old ideas.)

Economist Ludwigvon Mises pointed out in the intro-

duction to Human Action that:

Itwasthe . . . [new] ideas of the . . . [eigh-

teenth and nineteenth centuries] classical
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economists that removed the checks im-
posed by age-old laws, customs, and preju-
dices upon technological improvement and
freed the genius of reformers and innovators
from the straitjackets of the guilds, govern-
ment tutelage, and social pressure of vari-
ous kinds. It was they . . . [who] reduced
the prestige of conquerors and expropria-
tors and demonstrated the social benefits
derived from business activity. None of the
great modern inventions would have been
put to use if the mentality of the pre-capi-
talistic era had not been thoroughly demol-

ished by the economists. . ..

The economists exploded the old tenets:
that it is unfair and unjust to outdo a com-
petitor by producing better and cheaper
goods; that it is iniquitous to deviate from
the traditional methods of production; that
machines are an evil . . . ; that it is one of
the tasks of civil government to prevent ef-
ficient businessmen from getting rich and
to protect the less efficient against the com-
petition of the more efficient. ... [Without
these changes, we would not have seen] . . .
the progress of the natural sciences that has

heaped benefits upon the masses.
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41. Corollary G of Law of Profits: “Frictional”
Unemployment (“Full employment” may sig-
nal an economy with a better past than future.)

Change by definition will bring with it at least some
unemployment. Failing or status quo businesses will be
laying off workers while new, innovative, or expanding
businesses will be hiring. Within the United States,
historically the states with the largest net job gains have
also had the most job losses. The two go together in a
dynamic, growing economy.

Older, less adaptable workers may suffer lasting harm
from this. A caring society should not abandon them.
But if there were none of this “frictional” unemploy-
ment for even temporary periods, it would imply
cither a stagnant economy or one blown up into an
unsustainable bubble.

If there is more than temporary unemployment for
most workers, or a lack of new and often better jobs
to replace the lost ones, then it is not usually change
that is the problem, but rather impediments to fruit-
ful change in the form of government price controls,
protection of monopoly, and other familiar features of
crony capitalist reaction and corruption. Of this, more

will be said in due course.






(hapter V1

Laws of Profits
and Wages

42. Law of Profits and Wages: If your goal is to
raise wages, the price and profit system best
accomplishes that.

S NOTED ABOVE, workers are all consum-
Aers, although not all consumers are work-

ers. Whether workers can be said to control
the price and profit system in their function as con-
sumers will therefore depend on the ratio of work-
ers to consumers. But workers also have a great deal
of power just as workers. Marxism claimed that busi-
nesses only realized profits by exploiting workers. But

this does not pass a logical test.
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A business might try for a time to underpay work-
ers in order to reduce costs or keep them down. But
this business not only competes for customers. It also
competes for skilled and reliable labor. If wages are too
low, competitors will hire the workers away, especially
the best workers.

Businesses generally find the most reliable way both
to improve product quality and to lower customer price
is to make productivity-enhancing investments. These
investments do not generally improve profit margins,
because the gains realized tend to go to employees in
the form of higher wages or customers in the form of
higher-quality products or lower prices. Even so, the
business still stands to make more profit, because the
higher-quality products or lower prices usually enable
it to sell a greater volume of goods or services. More
goods sold at the same or even a lower profit margin

means more total profit.

43. Corollary A of Law of Profits and Wages: Union
Wage Gains (If the goal is to increase the
share of business revenue earned by workers,
unions will not help.)

It is often assumed that wage gains won from union
pressure reduce business profits. This may be true for
a single business but not for the economy as a whole.
The following passage from this author’s book Where
Keynes Went Wrong addresses this point and notes
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that union wage gains neither increase buyer demand

nor decrease overall owner profits.

Who pays for union wage gains? Looking at the ques-
tion from an economy-wide perspective, most of the
gains of unionized workers do not come at the expense
of employers’ profits, as is widely thought, but rather at
the expense of nonunionized workers.

In the first place, higher wages in the unionized
industry mean there are fewer jobs there, so more
workers compete for other nonunionized jobs and
thereby reduce the wages paid for those jobs. In the
second place, the products of the unionized industry
generally cost more; to the degree that other indus-
tries have to buy them, those industries have less to
pay workers. In addition, if workers buy the union-
ized product (e.g. autos), they will pay more, and
thus have less money to spend on other things. If
the unionized work is in government, everyone has
to pay the higher price through additional taxes or
through the hidden tax of inflation associated with

deficit spending and printing money.ZS

44. Corollary B of Law of Profits and Wages: Man-
dated Wage Floors or Gains (If the goal is to help
workers, these also fail their intended purpose.)

Another common misperception that the best way
to fuel economic growth is to mandate higher wages,

or at the very least to prevent wages from ever falling.
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Both presidents Hoover and Roosevelt bought into
this fallacy during the Great Depression. They agreed
with journalist and philosopher Walter Lippmann that
“The heart of the problem . .. [underlying the Depres-
sion has been] ... an insufliciency of consumer . . . pur-

i 6
chasing power.”z

On the basis of this fallacy, they intervened with
both threats and controls to prevent companies from
reducing wages at a time when prices were plunging
throughout the economy. The result was both predict-
able and tragic.

Companies faced with bankruptcy because of de
facto and later de jure government wage controls at the
same time that revenues were plunging began massive
layofts. Those laid off got nothing; many faced starva-
tion. Those lucky enough to keep their jobs, in particu-
lar government employees and government-protected
union members, gained an immediate financial wind-
fall, because their wages could buy far more with con-
sumer prices so low.

As a direct result of these policies, massive unem-
ployment continued for a decade. By contrast, during
the equally severe 1920 Depression, the government
did not intervene with wage and price controls, and it
was over in little more than a year. Employment quickly
rebounded. The same had been true following the Panic
and Depression of 1907-1908, when the economy also

snapped back quickly.
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During the Great Depression, economist John May-
nard Keynes agreed that wage reductions would alle-
viate layoffs and unemployment.”” But he wanted uni-
form wage reductions enforced by the government,
and thought that enforcement would be too difficult.
This was completely erroneous. Specific wage reduc-
tions, industry by industry, were needed, not uniform
reductions, and the former could be readily accom-
plished by government staying out and leaving the
decision to businesses.

The Great Depression happened long ago, but subse-
quent leaders have apparently not learned any of its les-
sons. In his 2014 State of the Union address, President
Obama took a leaf out of Hoover’s and Roosevelt’s book
by calling for higher minimum state and federal wages
and higher wages in general: “I ask America’s business
leaders to raise [all] your employees’ wages.”

Democratic presidential candidate Hillary Clinton

echoed this in a June 2016 campaign speech:

My mission as President will be to help cre-
ate more good-paying jobs so we can get
incomes rising for hard-working families
across America. It’s a pretty simple formula:
higher wages lead to more demand, which
leads to more jobs with higher wages. And
I'velaid out a detailed agenda to jumpstart

this virtuous cycle.
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Unfortunately, Hillary’s formula is economic non-
sense. If politicians think that legislating or otherwise
forcing wages higher will help, why not just legislate
that all wages in the US must be tripled, quadrupled,
or quintupled by employers? Why stop even there?

And while at this business of raising wages by decree,
why not also decree a 75% reduction in consumer
prices? That would help the wage earners too, would it
not? Well no, because every cost is someone’s income.
If either consumer prices are reduced or wage prices
increased, some people, perhaps many people, will lose
their jobs. If taken too far, the whole economic system
will collapse.

All such moves would just throw a monkey wrench
into the delicate balance of costs and prices estab-
lished throughout different sectors of the economy.
By doing so, they threaten profits and, in short order,
cause devastating unemployment. If minimum wage
laws are kept low enough, they will not precipitate
another Great Depression, but they will cause some
people to lose the opportunity for a job, and the
hardest hit will be the young and untrained. A legis-

lated “training” wage would mitigate this.
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45. Corollary C of Law of Profits and Wages: Say’s
Law of Supply and Demand (If you want to
increase demand, logically you should start
by increasing supply.)

The “low demand” fallacy embraced by Hoover, Roos-
evelt, Obama, and Clinton is also sometimes described
as the concept of “underconsumption.” It was formally
refuted long ago by early nineteenth-century French

economist Jean-Baptiste Say.

Say argued that economies advance by increasing “sup-
ply” through profit-making ventures. If this is success-
ful, wages will rise without interference, and demand
will take care of itself. The very act of production will
inevitably provide the funds to purchase what has been
produced. This is not necessarily true for an individ-
ual firm, whose products may be rejected by consum-
ers, but it will be true for the economy as a whole. John
Maynard Keynes in his General Theory attempted to
refute Say, but conspicuously failed to do so.

This explanation of Say’s Law is from this author’s
Where Keynes Went Wrong:

The idea that a society which produces will
not lack the income with which to spend,
with which to buy the products produced—
may seem puzzling at first. It is natural to
ask: What if buyers do not have the money
to buy the goods produced? What then?
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Fortunately the very act of production re-
leases the money needed to buy the goods.
To see why this is so, look at the following

profit and loss statement for a business:

ACME PRODUCTS COMPANY
SALES (Income) $10,000,000
EXPENSES (Purchases) $2,000,000
Employees $6,000,000
Other costs $1,000,000
Total $9,000,000
Profit $1,000,000

These dollars will probably not be spent on
Acme products, but they will be spent on

something.

Does this mean that Acme will always find a
buyer for its products? Of course not. Acme
will only find buyers if its products are of
good quality, no more expensive than simi-
lar products, and represent something that
people want. But regardless of whether peo-
ple buy Acme products, there will always be
money to buy them, because total economic
production in an economy always generates
the money necessary to buy all the products
produced. The problem is not how to gen-
erate the buyers or the buying power. The
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problem is how to get the production go-
ing in the first place.

Wait a minute, the observant reader will
say. The expenses that Acme paid out into
the economy only represented 9o0% of its
sales. What about the 10% that Acme made
as profit?

The answer is that this 10% profit flows out
into the economy too, although it flows
out later than the expenses, and only if the
Acme products are bought. Assuming that
there is a profit, the owners of Acme may
spend it on personal consumer goods. If
not, they will save it. If they save it within
the company, the company will spend it
on expanding the business, and this money
too will flow out into the economy where
it can be used to buy something else. If the
owners invest the profit outside the com-
pany, it will be spent starting or expanding

another business.

The idea that (for an economy as a whole)
production provides the income with which
to buy its products, or, as it is often put,
supply creates its own demand, is perfectly
sensible when thought through. Neither

Keynes nor anyone else has been able to
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refute it, for the simple reason that it is
correct. (For a more complete explanation
of why Say was right and Keynes wrong,
the works of the economist W. H. Hutt

8
are a useful resource.)”

Economic writer Henry Hazlitt summarized all this

in the following simple terms:

Supply creates demand because at bot-
tom it is demand. The supply of the thing
they make is all that people have, in fact,
to offer in exchange for the things they
want. In this sense the farmers” supply of
wheat constitutes their demand for au-
tomobiles and other goods. The supply
of motor cars constitutes the demand of
the people in the automobile industry for
wheat and other goods. All this is inher-
ent in the modern division of labor and in

29
an exchange cconomy.

It is also worth noting that Say’s Law refers to real
prices. If nominal prices are inflated through an expan-
sion of currency, it can cease to operate in a reliable way.

We will discuss this further when we discuss money.
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46. Corollary D of Law of Profits and Wages: Bal-
anced Prices (If the goal is economic pros-
perity and more and better-paying jobs, no
across-the-board price or cost adjustment will
help. The key to prosperity is balancing prices
in a profitable way, which can only be done
price by price.)

We have already discussed why it is fallacious to think
that demand drives the economy or that the most reli-
able way to boost demand is to force wages up or at least
not let them fall. This is backward. A successful econ-
omy reliably produces handsome wage gains. Higher
wages are a by-product of success, not their cause. But
there are some further points to be made. This author’s
book Are The Rich Necessary? asks:

Why are the proponents of forcing wages
up so focused on wages? Do they not realize
that all costs are someone’s income, whether
or not the cost takes the form of a wage?
For example, an automobile manufacturer
usually buys tires from another company.
Money expended for the tire purchases is
used to pay the wages of the tire manufac-
turer’s employees. The tire manufacturer in
turn buys rubber and thereby contributes
to the wages of rubber company employ-

ees, and so on. Any falling price, whether
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it is a wage or another price, reduces some-
b} . .

one’s nominal income, but efforts to thwart

this natural process ultimately harms rather

than helps workers.*®

The fundamental reality governing all this is summa-

rized in this author’s Where Keynes Went Wrong:

Ifan economy is stumbling, and unemploy-
ment is high, it means that some prices are
far out of balance with others. Wages, for ex-
ample, may be too high in relation to prices,

or prices too low in relation to wages.

Some companies, some industries may be do-
ing well; others may be in desperate straits.
What is needed is an adjustment of partic-
ular wages and particular prices within and
between companies, within and between in-
dustries, within and between sectors. These
adjustments are not a one-time event. They
must be ongoing, as each change leads to

another in a vast feedback loop.

In some cases, the wages or other prices
should rise. In other cases, they should fall.
No single across-the-board adjustment will
work. It will just make things worse. The
economy is not a water tank to be filled or

drained until the right level is reached. Such
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crude plumbing will not adjust or coordi-

nate anything. It will just make a mess.’!

47. Corollary E of Law of Profits and Wages: Wage
Ceilings (If wage floors do not help, might wage
ceilings help, at least applied to the rich? No.)

The following example is instructive. Early in the Clin-
ton administration, Congress passed a law limiting the
corporate tax deductibility of cash compensation of
chief executives of public companies to $1,000,000 a year.
At first glance, this might sound reasonable. Why should
such corporate leaders make more than this? But in real-
ity, the non-deductibility of cash compensation over this
figure meant that corporations stopped offering it, and

instead offered stock options in lieu of the cash.

This also might sound reasonable. Stock options
would tie the executive’s compensation to company
results, in that their option to buy the company shares
at a fixed price would only be valuable if share prices
went up. But it is not so simple. Although options
reward executives if shares go up, they do not penal-
ize if shares go down. As a result, if most executive
compensation takes this form, managers may take
risks that owners would not even consider.

Another complicating factor was that the issuance
of stock options clearly cost companies money, but

the Accounting Board did not require companies to
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acknowledge this expense. Why not? Because Con-
gress and in particular Senator Joe Lieberman of Con-
necticut threatened that if they did so, Congress
would strip the Accounting Board of the authority to
decide these matters.

Why was Congress doing this? Because high tech
and so-called dot-com companies were providing rich
campaign contributions to ensure that the rules did
not change. Of course Congress did not acknowledge
this. They said instead that such companies were criti-
cal to the country’s economic progress and therefore
should not be burdened with honest accounting rules.

So, if you are a company executive, especially in tech
or dot-com, what is the best way to drive your earnings
and share price up and thereby make a fortune on your
options? Why not borrow a lot of money and use it to
buy in your shares, increasing demand for the shares
while reducing supply? As we know from our discus-
sion of demand and supply, this stands an excellent
chance of increasing share prices.

Moreover, the government helps out again by allow-
ing companies to deduct any interest costs on borrowed
funds. This is in contrast to the way the government
treats raising money from the sale of shares. If shares are
sold and the company tries to reward the buyers with
dividends, the dividend payments are taxed once at the
corporate level and again at the sharcholder level. This

“double taxation of corporate dividends” encourages
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companies to finance anything they are doing with debt
rather than share sales, and further encourages execu-
tives to take on more debt to buy back shares in order to
make options valuable.

Providentially, from the executive’s point of view,
the Federal Reserve was also holding interest rates
down to artificially low levels during the 1990s. This
meant the money borrowed to buy in shares to boost
the value of options could be had for little or no inter-
est. What a deal!

The denouement of all this was the tech/dot-com
bubble of 1995—2000, which was followed by a Crash.
In direct response to that Crash, the Fed reduced
interest rates even lower, which resulted in the hous-
ing bubble, which blew up in 2008.

So, in summary, creating a wage ceiling for corpo-
rate CEOs, along with many other government errors,
led directly to economic bubble and bust. Did that lead
Congress to repeal its misjudged intervention into cor-
porate compensation? It did not, perhaps because the
more government intervenes, the more the campaign
contributions flow from industry, especially Wall Street,
to politicians. By 2016, Democrats in Congress were
calling for further legal restrictions on corporate com-
pensation. Evidently, they had learned nothing from the

economic havoc they had created.
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Equality and Inequality

48. Law of Economic Equality and Inequality: If
our goal is economic equality, we must rec-
ognize that not all forms of economic equality
are logically compatible.

FREE PRICE (AND PROFIT) system promotes
Aboth equality under the law and equality of
opportunity. We must take care in thinking

about equality of opportunity. It should not, for exam-
ple, be confused, as it sometimes is, with equal education.
At its very best, education can only teach us how

things were done in the past or are being done now.

The more years of schooling, the more prestigious the
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schools, the more investment of time and money in
establishing educational “credentials,” the less likely
young people may be to defy convention, to take risks,
or to strike out in new entrepreneurial directions.

A degree from Harvard, Oxford, or L’Ecole Nor-
male Superienr has never been a predictor of notable
achievement. And, as economist Thomas Sowell has
pointed out, nothing, including education, can ever
level the playing field for a child born with brain dam-
age or to abusive parents.

Although it may not be perfectly equal, there will
always be opportunity in a world controlled by con-
sumers looking for the best products at the most rea-
sonable price. As previously noted, no one, no matter
how rich or powerful, can take their current privileges
for granted so long as such a system prevails. New-
comers with better ideas or more energy may at any
time claim old markets or create new ones. Estab-
lished elites find their position all too precarious,
which leads to crony capitalist efforts to buy protec-
tion from government.

This kind of equality of opportunity requires incen-
tives and is logically incompatible with equality of
outcome. If new ideas, initiative, or hard work are not
rewarded, opportunity by definition does not exist.
Even if society does not want equality of opportunity,
any attempt to embrace or especially enforce equality

of outcome will result in inescapable contradictions.
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For example, if one person takes what is initially an
equal economic share and enhances it in some way, will
society take it away or somehow provide it to everyone,
over and over, as often as needed ? How would this actu-
ally be accomplished? And why would anyone keep try-
ing to improve their situation or that of society?

What about the fact that we are all different? If soci-
ety insists on the same drug being provided for the same
illness, what if the chosen drug kills some people rather
than treating them, and how can we be sure it is the
same drug or the same illness in the first place?

If we must all have exactly the same income, who
will be included in the calculation, every person on
earth, including those living on a few dollars a day, or
only members of our own specific “tribe”? Most equal-
itarians ignore these inconvenient questions.

The French Revolution coined the famous slogan:
“liberty, equality, fraternity” But it is also true that lib-
erty and equality (of result) are logical opposites. If we
give people freedom, some will use it in ways that make
them materially better off, while others will choose not
to do so, sometimes for poor reasons, sometimes, as in
the case of religious leaders, for excellent reasons.

If we try to resolve this dilemma by enforcing equal-
ity of outcome under threat of guns and jail, we can-
not possibly preserve liberty. And how can we claim
that the enforcers of equality, the ones with the legal

right to use guns and jails, are still equal to the rest of
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us? And how long should we expect those enforcers
to abstain from using their power for personal, mate-
rial advantage? Studies have shown that the greatest
economic inequality ever recorded was in 20th-cen-
tury Communist countries, run by the same klepto-
crats who pledged eternal fealty to principles of eco-
nomic equality of outcome.’

Political leaders who espouse equality of result or at
least condemn what they regard as excessive and unnec-
essary inequality of result often contradict themselves in
a variety of ways. For example, many favor government
lotteries that largely take money from those who can ill
spare it in order to make someone else fabulously rich.
Government lotteries do not offer a larger number of
small prizes for a simple reason: this does not sell tickets.
Even smaller prizes will still just take money from the
many and give it to the few.

The same advocates of equality of outcome may also
favor open borders—although new immigrants gener-
ally increase national income inequality. This is both
because the new migrants usually start out very poor
and also because they usually increase the supply of
unskilled labor, which tends to reduce wage growth.

President Obama, when asked if he would favor
higher capital gains taxes, even if the government
received less revenue as a result (something that has
happened in the past), replied that, yes, he would.”® But

when owners of assets hold on to them to avoid capital
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gains tax, there are more serious consequences than gov-
ernment losing tax revenue. Perhaps the worst one is
that the money cannot be rechanneled into new invest-
ments, and it is the average wage earner who is likely to
suffer most from the resulting loss of economic growth.
In addition, at the same time the president and vice
president were expressing their deep and presumably
sincere opposition to income inequality, they and their
families did not hesitate to schedule vacations costing
the taxpayers many millions of dollars.

It is perhaps best to put aside such interesting but
irresolvable debates about what happened in the Soviet
Union or why public officials take the often contradic-
tory positions they do. Logic suggests that the most rel-
evant question is not how we might root out inequal-
ity of income and outcome, but rather how we might

ensure that everyone in society has enough.

49. Corollary A of Law of Economic Equality and
Inequality: The Problem of Envy (If our goal is
a better economic outcome, envy will make it
harder to achieve.)

As paradoxical as it may sound, even emotions may pos-
sess an interior logic related to their usefulness. They may
give us energy or devotion; they may help us respond toan
emergency. Among emotions, envy is somewhat anoma-
lous. As eighteenth-century economist and philosopher

David Hume pointed out above in our discussion of
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comparative advantage, it is hard to find a useful pur-
pose for envy. If someone else prospers in a system of
honest prices, it does not harm me. On the contrary,
it means this person can now afford to buy more from
me, if I can figure out what that person might need or

value and meet that need.

As Hume further noted, what is true for two people
or two groups of people is equally true for two coun-
tries. The rational approach is not to begrudge the
prosperity of our neighbors, but rather to wish them
well and to seek to benefit from their prosperity, in
keeping with the laws of the division of labor and of

comparative advantage.

50. Corollary B of Law of Economic Equality and
Inequality: Inequality “Data” and Its Inter-
preters (If we try to illuminate these mat-
ters with data, it takes a great deal of careful
thought to ensure that it is not irrelevant or
even misleading. With information, as with
production or investment, the most critical
issue is quality, not just quantity.)

Various economists have long sought to demonstrate
that rising inequality is an unavoidable feature of a free
price system. None of them have succeeded. The most
recent, French economist Thomas Piketty, floated the
thesis that investments made by the rich must inevitably

outpace the earnings growth of everyone else. This is
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supposed to be baked in the cake, unavoidable, but we
are given no real argument to support it. Instead, we
are presented with what he calls “spectacular” charts
purporting to show investment returns from thou-
sands of years ago and in particular steadily rising

inequality for the last century.

All of this is nonsense. If the rich had really earned
the high returns claimed for thousands of years, they
would own infinite multiples of today’s global invest-
ment assets or economic output.

A close look at the charts covering more recent his-
tory reveals that the top 10% earners (not the true rich)
have increased their share of income, but only during
economic bubble periods such as the 1920s, the late
1990s, and the period leading to the Crash of 2008.
Such bubbles in reality are symptomatic of dishonest,
not honest prices, of crony capitalism, not capitalism,
as will be discussed later. In addition, most of the rela-
tive gains made by the top 10% were given back after the
bubbles popped. There is no evidence of a sustained rise.

In addition, common sense suggests that produc-
tion for the masses, which makes the rich truly rich,
improves the living standards of the masses more than
anybody else. Comforts and amenities that were once
only available for the rich are now commonplace, even
in less developed countries.

Data on economic inequality from other sources, such

as the US government, may be a little more credible than
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Piketty’s, but still suffers from numerous flaws. For
example, income data is collected by houschold rather
than by individual, so that changes in the average size
of households affect the numbers in hard-to-calculate
ways. Some government benefits are included while
others are excluded for no apparent reason other than
statistical gaming.

Recent immigrant data is not broken out, even though
immigrants often start out in the bottom quintile of
income. Differences in hours worked are ignored. Capi-
tal gains are treated as income, although economically
they represent an exchange of one existing asset for

another, not true economic income, and so on.

51. Corollary C of Law of Economic Equality and
Inequality: Greed and Conspicuous Consump-
tion (If our goal is economic equality of oppor-
tunity rather than of outcome, this does not
in any way condone “greed.”)

To say that a goal of equality of outcome involves
inescapable logical contradictions and that a goal of
“enough” for all would be more rational does not in
any way endorse or defend economic greed. As noted
above, a free price (and profit) system rewards those
who serve the largest numbers of others by providing

the best possible products at the lowest possible price.

Greed may seem to be a successtul policy in the short

run, but rarely produces the greatest amount of profit
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over time. As the eighteenth-century economist Adam
Smith shrewdly observed, the pursuit of profit actu-
ally regulates “selfishness and rapacity,” because these
vices drive away both employees and customers. Econ-
omist Israel Kirzner’s remark: “The essential quality of
a market system is not that it promotes greed, but that
it renders greed harmless,” is only a half-truth, because
the market system actually penalizes the greedy.’*
Everyone in the free price system has a job to do. The
job of the rich is not to outdo each other in greed or in
conspicuous and empty displays of competitive con-
sumption. It is to live modestly and efliciently so that
unspent income may be channeled into wise invest-
ments. Saving, converting savings into wise investments
for society as a whole, and managing these investments
(or at least overseeing this process) is the main job. It is
even better when the rich also give to charities, and better
still when they take responsibility for managing them. As
John Wesley, the founder of the Methodist Church, put
it pithily in a sermon: “Having gained all you can, save
[in order to invest] all you can, and give all you can.””
Only the rich can play the critical role of investor
for society. The poor and middle class lack the surplus
income with which to invest. Government lacks the
knowledge and experience, is unable to look beyond
immediate political considerations, and will invariably
spend whatever income it has or more. We all spend and

invest more carefully if we are using our own money.
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Government is always spending someone else’s money
and has virtually unlimited means to do so. Under these
circumstances, it is up to the rich to make investment
decisions for the entire economy, guided and disci-
plined by the price signals received from consumers. If
they do this job poorly, consumers will let them know
by inflicting losses or even bankruptcy.

52. Corollary D of Law of Economic Equality and
Inequality: The “Trickle Down” Fallacy (We
need not fear that the success of the rich will
impoverish the poor.)

Returning to Say’s Law for a moment, the flow of funds
described within it helps reveal a logical flaw in the core
concept of “trickle down,” the notion that a free price sys-
tem acts as Robin Hood in reverse by taking from the
poor and middle class and giving to the rich. According
to this fable, the poor and middle class have to make do
with the few crumbs that fall from the rich person’s table.

In real life, the rich use their savings to make an
investment. The investment may be in plant or equip-
ment or labor, but the money will immediately flow out
into the economy where it will be used, directly or indi-
rectly, to pay wages. If, and only if, the investment suc-
ceeds, the original capital is returned to the rich along
with an additional increment in the form of profit.
Whatever portion of the profit is saved will again flow

out in investment and so on. Since investment lows to
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workers first, before returning to the investor, if it ever
does return, it is false to claim that the system “trickles

down” or is set up to despoil the poor and middle class.

53. Corollary E of Law of Economic Equality and
Inequality: Wealth Taxes (If you want to help
the poor or middle class, do not tax wealth.)

Wealth taxes on the rich are one of the principal rec-
ommendations of economist Thomas Piketty. This is
a very bad idea. As noted above, the entire economy
depends on the quality and quantity of investments by
the rich. Taxing their income, or taxing their personal
expenditures, will not promote economic growth or
job creation, but it will do far less harm than destroy-

ing capital investment by taxing wealth.

If accumulated wealth is not re-invested, the most
logical place for it to go is into charity. A national char-
ity ran a tongue-in-cheek ad titled “Five Reasons Not
to Make a Will,” one of which read:

The government will use your estate tax
dollars more efficiently than your favorite

charity would use a charitable bequest.36

As this suggests, no one believes that government is
efficient in its expenditure of funds for social relief (or
other purposes).

There is a further logical problem with taxing
wealth. Although it is possible to tax some wealth
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through property taxes or inheritance taxes, taxing
larger amounts would require a massive sale of stocks,
bonds, and real estate by the rich owners of these assets.
In this case, there would be few or no buyers to absorb
the sales, so that market values would collapse.
Because markets anticipate, the collapse would actu-
ally precede the tax due date, thereby eliminating the
very wealth the government expects to tax. In addition,
businesses, anticipating the choking off of saving and
investment, would stop investing, which would pre-
cipitate massive layoffs. For all these reasons, the taxing
of capital on a large scale is more likely to impoverish
everyone than to enrich the government or improve the

lives of those who have the least.

54. Corollary F of Law of Economic Equality and
Inequality: Wealth “Redistribution” (It is not
advisable, but there are better and worse ways
to do it.)

Wealth “redistribution” poses a variety of problems. The
usual method is for government to tax the income of the
rich at higher rates than others. This is less destructive
than a wealth tax, but still reduces investment capital
(because less is left after tax) as well as the incentive to
invest, produce, and re-invest. It also hits the rising rich
harder, because they have less capital already in hand
for their investments, and rely more heavily on after-tax

income savings to provide it.
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Producers who find that they are in effect working
many long months for the government rather than
for themselves or their families, after the income tax
has taken its toll, will also think twice about risking
the capital they have already accumulated net of tax.
The combination of less investment, fewer incentives,
and less risk-taking reduces potential future income
for investor and worker alike.

None of this can be accurately captured by statistics.
For one thing, income taxes do not exist in isolation. The
rates matter, in that higher rates are much more damag-
ing to economic potential, but everything matters. One
study that has attempted to measure impact found that
each $1 of tax on the private sector reduced economic
production by $2.25, notwithstanding any increase in
economic demand from the government spending.”’

In thinking about how all this works, we must rec-
ognize that production and distribution, which Marxist
terminology arbitrarily separates into two unconnected
logical categories, are in real life part of the same, seam-
less process. They are just different aspects of the same
thing. If we interfere with the distribution of income
determined by supply and demand (and expressed in free
prices), we also interfere with production, and should
expect to reduce it.

This leads to the familiar quip that socialism suc-
ceeds in creating equality of income, but only by impov-

erishing us all. This is not actually accurate, because, as
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noted above, no matter how impoverished most people
become, the rulers of the equality system will always be
superior to others, not only in power, but also in income.

Another problem with conventional methods of
income “redistribution” is that the money does not go
directly from rich to poor, but is instead diverted into
government, which at best takes its toll and at worst
consumes all of it. Over the years, much of the money
ends up paying for very good livings for government
employees, most of whom cannot even be fired for fail-
ure to perform. It is easy for the government employees
running social programs to think they are helping oth-
ers when, in fact, they are helping themselves.

Perhaps even worse, the money that is “redistrib-
uted” may be utilized as a vote-buying scheme. It is all
too easy for government to collect extra taxes on the
rich, use it to pad its own lifestyle, and then drop a few
crumbs to the poor in return for their regular vote.

If democratic voters really want to “redistribute”
income, at whatever cost to their own future material
welfare, there are more realistic and therefore better
ways to do it. An alternative would be to legislate a
single tax rate applicable to everyone that would be
intended to provide necessary government revenue.
Beyond that, there could be a surtax on the rich, but
the rich could avoid it by giving the sum in question
to social service charities and takinga 100% tax credit

when they do so.
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Such a tax credit would produce a gusher of money
going to social service charities and ensure competition
between them for the money. Charities doing a good
job would receive more of the available funds from
donors; charities doing a bad job would receive less or
none. In this way, government could remove itself from
the business of deciding who gets what, and also from
the temptation to seck to buy votes this way.

This method is described in more detail in this
author’s book Are The Rich Necessary? The goal is to
reform what is now a highly corrupt and inefficient
government social service system by introducing tried

and true principles of competition.

55. Corollary G of Law of Economic Equality
and Inequality: Making the Worker the Boss
(Employee ownership as a potential way to
“redistribute” income more broadly is also
problematic.)

The free price system is a system based on change. The
composition of the workforce of any business is part of
this change. The respective contributions of employees
are also changing, often dramatically. To try to build the
ownership of a business on the shifting sands of today’s
employees is to invite instability and unsustainability.
Moreover, most businesses need capital over and above
what they can retain from earnings after tax, and work-

ers cannot be expected to supply such capital.
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56. Summary Law of the Division of Labor within
the Free Price System: If we wish to be eco-
nomically successful and prosperous, we must
choose competition within an overall frame-
work of cooperation, and in doing so, reject
other choices, such as tribalism.)

VERY SOCIETY OF living organisms, even micro-
E organisms, reveals a mixture of self-sacrifice,
cooperation, competition, and parasitism. These
are the basic choices; they are our basic choices. The
human race for most of its history was organized into
tribal groups that cooperated with each other while

ruthlessly preying on members of other tribes. Aggres-

sion, hatred, cruelty, murder, annihilation, envy, theft,
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lust for the few material possessions in existence, even or
especially lust for slaughter were all discouraged intra-
group, but promoted extra-group.

Economist Ludwigvon Mises and others have pointed
out the illogic of this system. But there was originally
a kind of primitive logic to it. Material possessions
were very scarce; the most reliable way to get them was
murder and theft. In addition, and even more impor-
tantly, fear of and ferocity toward enemy tribes was the
glue that held each tribe together. Without an outside
enemy, the tribe might fall apart.

Very, very small groups of early humans cooperated
just to eke out bare survival. They had savage enemies in
the form of predatory animals as well as what was often
a very harsh environment. But once groups got larger
than a few dozen people, there was nothing more likely
to hold them together than fear and hatred of other
groups. Historian and prominent newspaper columnist
Joseph Alsop described this basic system of shared tribal

aggression in the 1960s:

What do we need in America to endure? It
isn’t enough to say that we are very numer-
ous, or that we are vastly rich in proportion
to everyone else in the world. Being that rich
simply makes us a target, if you think about
it. Everybody else would like to divide up
our goods. They'd like to chew us up like a
dead whale on a beach, if we'd let them do
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it. And I have the warmest sympathy for
that desire. It is perfectly understandable,

, . . 38
and we mustn’t complain about it.”

Such tribal thinking and behavior may be entirely
understandable, since it has been the norm for all of
human history, but there are other and better alterna-
tives, including larger-scale models of cooperation, or
even better, competition within an overall framework

of larger-scale models of cooperation.

57. Corollary A of Summary Law of the Division
of Labor within the Free Price System: Com-
petition within an Overall System of Coopera-
tion (This necessarily produces superior eco-
nomic results relative to either competition or
cooperation alone.)

What exactly is meant by competition within an over-
all framework of cooperation? At the simplest level,
we see it in a pickup basketball or touch football game.
The participants are all cooperating with each other.
By doing so, they experience the joys of movement,
of exercise, and of camaraderie. They have fun. Divid-
ing up into two teams makes it more fun, because the
cooperation now has a structure and a goal.

In business, it is not necessarily about fun, although
there is enjoyment to be had. As in sports, the com-

petition is ultimately cooperative in nature. It is not
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a war of annihilation of one group against another. It
is a system of teams whose goal is to provide the best
products and services to consumers at the lowest pos-
sible price. For the system to flourish, there must be
cooperation inside the competing teams, but even the
competing teams are cooperating by sharing a com-
mon goal and by observing the rules of the game.
Sometimes competitors do not even realize they are
competitors. Wheat farmers are competitors, but the
market is so large in relation to anyone’s sales that pro-
ducers tend to see each other as colleagues, not as rivals.
In other industries, competition is direct, fierce, even
cutthroat, but the players must still observe the rules. If
they refuse to do this, if, for example, they violate the
“nonaggression axiom” by initiating the use of violent
force, steal, or commit fraud, they pay, and deserve to
pay, substantial penalties, which, in addition to losses or

bankruptcy, may include jail.

58. Corollary B of Summary Law of the Division of
Labor within the Free Price System: Growing
Networks (There is no limit to the number of
people who can simultaneously compete and
cooperate in this way.)

A growing network of exchange is unconstrained by
communication and other barriers. Prices are the com-
mon language which everyone can understand. For the

first time in history, all human beings can be connected
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with each other and learn to depend on each other. As
labor is divided among larger and larger numbers, the
opportunity for creating wealth and overcoming pov-

erty just keeps expanding with the network.

59. Corollary C of Summary Law of the Division
of Labor within the Free Price System: World-
liness Redefined (Aggression no longer pays.)

Where once the worldly policy was predation, or at
best parasitism, to some degree tempered by religion,
but also sometimes fanned by it, now the worldly pol-
icy is to treat other human beings with consideration
and respect, if only to sell them our products. As we
get to know distant people, softer sentiments may also
begin to flow. Our children may inter-marry. But softer
sentiments only have an opportunity to arise because a
system of mutual cooperation brings us together in the
first place. This is a truly revolutionary change, albeit
one still largely unrealized and still fiercely opposed by

many powerful factions and world governments today.

60. Corollary D of Summary Law of the Division
of Labor within the Free Price System: Nation
Size (In this new world, with respect to politi-
cal units, “small is beautiful.”)

From the point of view of world peace, or at least avoid-
ing mass annihilation, the best plan for the human race

would be to cooperate through one world market while



260 % ONE HUNDRED EcoNnoMIC Laws

keeping nation states as small as possible, each too small
to threaten its neighbors. A world comprised of only
Switzerlands and Singapores all cooperating together

through trade would seem to be the ideal.

Tiny nation states cooperating in a global world
economy would also persuade even the most ambitious
would-be empire builders that the commerce represents
a far better prospect than war. As eighteenth-century
English thinker and wit Samuel Johnson noted: “There
are few ways in which a man can be more innocently
employed than in getting money.”*

Tiny states would also make it easy for anyone disil-
lusioned with his own to move to another near or far.
Because these states would not like to lose their popu-
lation, especially their more productive citizens, they
would be forced to compete for citizens by providing a

better environment and political climate.

61. Corollary E of Summary Law of the Division of
Labor within the Free Price System: Individu-
alism and Cooperatism (Contrary to common
assumption, the two are actually synonymous.)

This irony is remarked on by economist Ludwig von
Mises:

The customary terminology misrepresents
these things entirely. The philosophy com-
monly called individualism is a philosophy
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of social cooperation and the progressive
intensification of the social nexus. On the
other hand, the application of the basic ideas
of collectivism [tribalism] cannot result in
anything but social disintegration and the

perpetuation of armed conflict.

All varieties of collectivist creeds are united
in their implacable hostility to the funda-
mental political institutions. .. [promoted
by the free price] system: majority rule,
tolerance of dissenting views, freedom of
thought, speech, and the press, equality of
all . . . under the law. This collaboration of
collectivist creeds in their attempts to de-
stroy freedom has brought about the mis-
taken belief that the issue in present-day
political antagonisms is individualism ver-
sus collectivism. In fact it is a struggle be-
tween individualism on the one hand and a
multitude of collectivist sects on the other
hand whose mutual hatred and hostility is
no less ferocious than their abomination of

the . . . [free price] system. ...*°

In Mises’s day, tribal creeds also looked more alike
in that virtually all of them promised the same benefits
offered by the free price system: limitless material pros-

perity and eventual conquest of poverty. Today we have
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been reminded of what history should have taught us:
that tribal creeds may take a completely different tack and
operate on nihilist and terrorist principles intended to

undermine and eventually destroy material civilization.

62. Corollary F of Summary Law of the Division
of Labor within the Free Price System: World
Governments Today (Not only nihilist terror-
ist organizations, but also national govern-
ments, especially the world’s “great powers,”
continually threaten to pull us back into ata-
vistic and destructive tribalism.)

Primitive, tribal aggression has always been the basic
model for governments. Rulers promise to share what
is stolen from others. Most of all, they try to distract
the ruled from their own misrule by picking quarrels

with outside tribal groups.

In the modern era, the language of aggression has
been sublimated. No ruler today wants to sound like
Genghis Khan. And there are many different nuances
of method.

The leader may (a) seck to unite one country against
an alleged foreign enemy or enemies, (b) unite some
groups against others within a country to create an elec-
toral majority, (c) preach unity except before elections
or during crises that may topple the rulers, (d) rely on
tribal methods within the country while condemning

tribalism outside it.
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Of the latter approach, columnist Charles Kraut-
hammer had this critique of President Barrack Obama:

For all the embrace of identity politics at
home, abroad Obama has preached the op-
posite. Here is a man telling a black audi-
ence in September that he would “consider
it a personal insult, an insult to my legacy”
if they don’t turn out for the Democratic
candidate in November. Yet on his valedic-
tory tour abroad just nine weeks later, he
lectures anyone who will listen . . . to resist
the siren song of “a crude sort of national-
ism, or ethnic identity, or tribalism.” This is
rather ironic, given that what was meant as
aswipe at . . . ethno-nationalism is a fairly
good description of the Democratic Par-

ty’s domestic strategy of identity politics.*’

We cannot expect politicians to foreswear tribalism
so long as it works with the voters. But as noted above,
where tribalism was once an inescapable reality with
its own interior (if always warped) logic, that is no lon-
ger the case. Human cooperation is no longer strictly
limited by geography and primitive communication;
all the barriers have fallen.

Technology and especially the free price system have
changed everything. They enable us not only to coop-
erate globally, but even better, to compete peacefully
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within an overall framework of cooperation. By doing
so, we can gain far, far more than from predation or
other forms of “us-against-them” aggression.
Nineteenth-century historians developed what some
called “the Whig theory of history.” This held that the
human race was steadily progressing from failed systems
of coercion and corruption to ones of fruitful cooper-
ation. The horrors of the world wars and Communist
gulags that followed put this idea to rest. But the great
promise of moving from coercion and corruption to
global cooperation remains. Whether the human race

will grasp the opportunity remains to be seen.
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63. Law of Economic Calculation: If we wish to suc-
ceed economically, we must take full advan-
tage of economic calculation.

UMAN BEINGS ARE naturally impatient with
H all forms of discipline. But we need them for

our own good. Markets reflecting free and hon-
est prices provide both discipline and opportunity. To
benefit from the discipline and to take advantage of the
opportunity, we must pay assiduous attention to eco-
nomic calculation. Refusal to pay heed to this law com-

monly leads to economic failure, even bankruptcy. This

is true for individual businesses but also societies.
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Computing assets, liabilities, expenses, revenues,
profits and changes in these series is essential. Every
detail must be patiently scrutinized. If our costs are
too high, our revenues too low, or our capital inad-
equate, the sooner we acknowledge the problem the
better off we will be. Remaining in denial will not
make reality kinder.

With the exception of science and technology, noth-
ing has so benefited the human race as double-entry
bookkeeping, accounting conventions, and all the
related tools. As prosaic or humdrum as these tools may
seem, they are magical in their ability to organize the
division of labor in more and more productive ways.

It should be acknowledged that, in some respects,
the tools of economic calculation are defective. As
numerically exact as each calculation must be, it nev-
ertheless represents only a best guess of the underly-
ing economic reality. The depreciated value of a truck
is shown at X on the asset side. But is it really worth
X if sold? Perhaps not. In addition, as soon as calcu-
lations are made, they are outdated. They describe a
past that has come and gone.

Somewhat paradoxically, these guesstimated and
backward-looking analyses nevertheless enable us to
plan and decide for the future. Whatever their imper-
fections, they give entrepreneurs the confidence to
make reasonable bets. Nothing about the social or eco-

nomic past can reliably predict the future, but accurate
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figures illuminate what would otherwise be a grope
in the dark. In addition, once the bet has been made,
the numbers tell us how it is working out, and often
give us time to correct course, either to achieve a bet-

ter outcome or to avert calamity.

64. Corollary A of Law of Economic Calculation:
Measuring Change (As noted earlier, if the goal
is economic progress, change is inescapable,
and economic calculation is the essential tool
to manage and promote intended rather than
unintended change.)

Economic calculation is a critical tool to help us cope
with, but also facilitate and benefit from, change. The
more economic calculation there is, the more chance
that change can be channeled into intentional, pur-
poseful, constructive projects that both meet personal
objectives and also help contribute to social objectives

such as ending poverty or protecting the environment.

Because government is not directly disciplined by
consumers operating in a marketplace, as businesses are,
it is easier for public officials to deny failure and much
easier to evade or at least postpone bankruptcy. As pre-
viously noted, this can mean that government becomes
the chief obstacle to economic change of any kind. This
is especially true when it has been captured by special
interests opposed to change because it threatens their

own vested interests or elite status.
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65. Corollary B of Economic Calculation: Limits of
Calculation (As in everything else, it is quality
of economic calculation, and attention to its
limits, that matters most. Net present value
offers an especially helpful perspective in that
it keeps us focused on the long term, not just
backward-looking financial statements.)

Many important inputs into social and economic action
cannot be expressed in prices and therefore cannot be
calculated. These include such personal qualities as hon-
esty, integrity, character, reliability, dedication, energy,
even health, but also such elements as beauty of design
or convenience of use. It can be argued that what mat-
ters most in life, including economic life, is not calcu-

lable in this way.

In addition, economic calculation can give us the
quantities of our investments, but there will be a consid-
erable period of time before it provides feedback on the
quality of these choices, and in human life it is always
quality, not quantity, that matters most. We cannot
expect to advance economically if we do not save and
accumulate capital. At the same time, as Ludwig von
Mises observed, capital itself does not “beget” profit,
only wisely invested capital can accomplish that. We
will revisit these observations again when we come to
the causes of business cycles.

The nature of financial statements, with their focus

on numbers from one date, may also lead us to put too
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much emphasis on the here and now, which is really
already gone, rather than on the future. But other calcu-
lations, such as computing the possible net present value*
of our investments helps remedy this potential defect.

In a simpler economy, owners of capital generally
make and tend their own investments. This has many
advantages, because no one has more incentive to suc-
ceed than the owner. In our more advanced economy,
the owners often necessarily rely on hired managers.
Because the managers know so much more about what
is happening than the owner, the latter could easily be
deceived if economic calculation did not cut to the
heart of the matter, whether a profit is being made.

It can be particularly problematic when managers
share in profits without sharing in losses, as we have
discussed in the context of stock options. This can cre-
ate an incentive for the manager to take greater risk
than the owner would, because the personal reward is
not balanced by personal risk.

In our world of such complete uncertainty, eco-
nomic calculation only does so much for us, but it gets
us through, and gives us the confidence needed to take

actions that may improve our position.

* Net present value calculations take our best guess of future cash flows
and discount them back to present value using some discount rate, com-
puted by adding an interest rate with a risk adjustment factor. In this way,
we can compare future cash flows with today’s cash and consider the lon-
ger term, not just what is immediate.
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66. Corollary C of Law of Economic Calculation:
Externalities (For society to make best use of
economic calculation, we must understand
this limitation in particular.)

Some economic inputs or outputs are calculable, but
are not conventionally captured in accounting costs.
A notorious example is pollution created by a fac-
tory. If the owner of a factory can pollute without eco-
nomic penalty, there is a great temptation to do so, and
even to rationalize the behavior as socially responsible,

which it is not.

The tendency to create externalities is exacerbated
by the economic principle that property owned by
“everybody,” such as air or rivers or oceans, will often be
neglected or abused, unlike property owned by some-
body, which has calculable value.

This is rightly considered a flaw in the system of eco-
nomic calculation. If it were easy to fix, it would long
since have been fixed, but there are reasons to think
that the problem lies in the surrounding framework of
laws rather than in economic calculation itself.

Opver the centuries, the tort legal system has been
developed in Anglo-Saxon countries in particular to
handle such challenges. If a factory moves next door
to my house and fouls my air, I can sue for damages,
which will certainly monetize the pollution. But gov-
ernment has often been allied with the polluter, which

makes it difficult to get justice in court. In addition,
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legal costs are usually prohibitive for all but the very
rich. Public interest law firms representing plaintiffs
help to alleviate this problem, but are not generally
well-funded.

As confidence in the tort system has waned, direct
government regulation of pollution has waxed. Such
direct regulation can be effective, but it is a blunt instru-
ment, it requires an unrealistic degree of technical
expertise on the part of government, and it pulls gov-
ernment into the minutiae of running the economy. It
also gives the polluting industry a huge incentive to try
to buy favor with government through campaign dona-
tions and other favors. The end result is pollution of
government as well as of the environment.

In recent decades, the idea of taxing externalities has
become ever more popular. For example, if the tobacco
industry is creating an externality of ill health, which in
turn leads to enormous public and private health expen-
diture, then just tax the cigarettes to recoup these costs.
The higher cost of the product with the added tax will
also discourage its sale.

But that is just the problem. Governments can very
easily become dependent on sin or pollution tax reve-
nues. If so, this creates a perverse incentive for govern-
ment to encourage the externality or at least protect
the industry rather than its victims. In the case of the
cigarette industry, the government has benefited from

legal settlements funding itself and its cronies as well
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as high tax revenues. As a result, it has created a ciga-
rette cartel protecting the cartel members from com-
petition. Both logic and evidence suggest that sin or
externality taxes too easily backfire and should there-
fore be avoided.

What has not yet been tried is a legal approach to
externalities that requires polluting companies, not to
pay taxes to government, but rather to invest in compa-
nies or fund non-profits charged with cleaning up pol-
lution. Safeguards would have to be constructed to help
ensure that there is real competition among potential
recipients of these funds, not just a scramble by govern-
ment cronies to collect them, so the details of the legal
arrangement would matter a great deal. The objective
would be to impose a calculable financial penalty by law,
but to keep these funds out of government itself, so that
it does not have a direct stake in the continuation of the
undesirable externality.

Meanwhile externalities remain a potential loophole
in the otherwise tightly organized system of economic

calculation.
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67. Law of Economic Calculation outside Business:
Whatever its limitations outside of business, it
is still the essential tool.

CONOMIC CALCULATION MIGHT sound like
E business calculation when described as book-

keeping and accounting, but it applies to non-
profit enterprises and governments as well. A non-
profit may not seek profits, but can easily go bankrupt,
especially if it takes on debt. The same is true of gov-
ernment, which can also end up bankrupt, acknowl-

edged or otherwise.
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Granted, the nature of calculation is very different for
a business versus a non-profit or a government. Businesses
must weigh not only what it pays for its inputs, the goods
or services it must buy. It must also try to discern from cur-
rent prices what customers might be willing to pay for its
output and must pay a heavy penalty for getting it wrong,
Non-profits in most cases and government in all cases lack
such direct guidance from customers, but still must grap-
ple with assets and liabilities, revenues and expenses. In all
these cases, economic calculation is still essential.

For example, assume that a government is trying to
decide between building a road, a bridge, a prison, or a
school, or hiring more police. How can it possibly weigh
the advantages and disadvantages of each expenditure
without even knowing what the expenditure might be?
It is not uncommon for governments to ignore this cal-
culation or try to manipulate it, but this will just result

in a poor decision.

68. Corollary A of Law of Economic Calculation
outside Business: “Borrowed Prices” (In order
for a government to calculate, it must “bor-
row” prices.)

When government estimates the cost of building a bridge,
it relies on, that is, it “borrows” prices ultimately estab-
lished by consumers in the marketplace. In addition, by
adding its own demand to the equation, it also changes

those prices.
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This is workable if the government is not the primary
source of demand and thus the price setter. But when
government becomes the primary source of demand, or
especially the only source of demand, then the market
price system is no longer a market price system. It can-
not be expected to provide the same vital feedback loop
about what market participants need to complete their
projects efficiently or want for themselves and what they
will pay for it.

Under these circumstances, government may try
to fill the vacuum by stepping in to define and dictate
what supply, demand, or prices will be, but it will not
work any better than it did when the French govern-
ment tried to price control bread, described above.
Without honest prices that balance the genuine needs
and wants of all producers and consumers, in a way
that is ultimately controlled by consumer demand, the
system will eventually disintegrate.

The disintegration of the Soviet experiment illus-
trates this. The system limped along by “borrowing”
from market economies elsewhere in the world, but
that was only a stopgap and could not prevent gross
misallocation of capital and growing inefficiency.

As Ludwig von Mises, the first economist to point
out the impossibility of economic calculation under

socialism, noted:

It is not enough to tell a man not to buy on the

cheapest market . . . [assuming comparability
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of product and product quality] and not to sell
on the dearest market. ... One must estab-
lish unambiguous rules for the guidance of
conduct in each concrete situation.*” . . .

And no alleged “fact finding” and no arm-

chair speculation can discover a . . . price
at which demand and supply . . . will be-
come equal. ¥’

69. Corollary B of Law of Economic Calculation
outside Business: Halfway Houses between
Socialism and a Free Price System (If we mix
Socialism with the Free Price System, we should
not expect optimal results.)

A socialist system cannot solve the problem of eco-
nomic calculation. Many socialists argue that their sys-
tem has never been given a fair chance because previous
historical experiments were half-baked or insincere, but
this does not matter for our analysis, which is based on

logic rather than historical evidence.

It is equally true that a pure free price system has
not yet been attempted, much less achieved, in any
country either now or in history. But logic and expe-
rience both indicate that free prices solve the eco-
nomic calculation problem, not perfectly but to a
remarkable degree. What then happens when the
two systems are joined together, some of one and

some of the other?
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Such mixed systems represent an attempt to combine
logical opposites and are therefore no more sensible
than trying to create a triangular square. We should not
expect to produce the most optimal results from such
an exercise. President Obama did not seem troubled by
this point when he traveled to Cuba and asserted that
there was not that much difference between capitalism
and communism. There is a sense in which he is right,
because both the American and Cuban communist sys-
tems have been mixed, just in different ways.

It is not, however, true that one mixed system will be
as productive as another. Insofar as the system mostly
protects the free and honest prices underlying genuine
economic calculation, it should do better. Insofar as
it does not, it should do worse, experience increasing
failure, and end in crisis. Since failure by its nature is
neither stable nor sustainable, it will tend to generate
pressures for further change, but this more often than
not just means doubling down on the mistakes that led
to the crisis.

Because the nature of the underlying illogic is rarely
understood, the usual call will be for the government to
“do something” about the failures, which will just lead to
more government intervention in the price system, fewer
honest prices, less genuine economic calculation, and
even greater failure, in a potentially disastrous downward
spiral. Many societies have followed this path, including

most notoriously, the late Roman Empire.
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In our own day, economists are sometimes among the
most ardent advocates of government tinkering with
and ultimately taking apart the consumer price system
and thus abandoning genuine economic calculation.
They do this for a variety of reasons, mercenary or sin-
cere, but often cite the primacy of “welfare” principles
over “market” principles. Unfortunately, such econo-
mists have never satisfactorily demonstrated how these
“welfare” principles are to be constructed or agreed
upon, or why they should not be dismissed as special

interest or personal pleading.
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Economic Law of
Government

70. Summary Economic Law of Government: The
deeper government gets into controlling the
economy, the more social and economic cor-
ruption it creates.

RITICISM OF GOVERNMENT efforts to evade or
even destroy the free price system and its crown
jewel of economic calculation does not mean
that public officials do not have a potentially construc-
tive role to play in the economy. They should be protect-
ing honest prices and contracts in addition to protect-
ing citizens against aggression and violence or threats

of aggression or violence at home or from abroad. They

R
0‘0
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should be the guardians of society against parasitism
and predation in any form.

Because society has given public officials the control
of guns, fines, and jails, among other instruments of
violence and compulsion, along with virtually unlim-
ited funds to prosecute (and in the process bankrupt)
everyone, fairly or unfairly, it can be absolutely cata-
strophic if the guardians themselves become parasites
or predators. Crony capitalism is the worm that con-
tinually gnaws at the fruit of the apple of government.

Democratic systems of government offer a somewhat
greater degree of protection, if honored, in that they
provide a method for removing public officials. But
many a dictator has initially come into power through
the ballot box. In addition, democracy represents the
rule of the majority, and majorities themselves may
become parasitical or predatory toward minorities. This
is why it is so important for all laws to apply to everyone
without exception and for no law to single out a group
or groups, however defined. Finally, government must
itself pay attention to its own financial calculations and

continually discipline its expenditures.
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[aws of Money

71. Law of Money: If people accept and use some-
thing as money without first having to convert
it to money, then it is money. It is not legal ten-
der laws that make it money.

ONEY IS A product like any other in the econ-

l \ / ‘ omy. It provides a medium of exchange, that

is, we trade a good or service for money with

the objective of using that money to buy other goods
or services.

Without the production of goods and services, most
of what passes as money today would be meaning]ess.
It is only because it can be converted into goods and
services, and indeed is much more readily convertible
into them than any other product, that we value it.

Because money comes in so many forms, it is difhcult

to define with exactitude. Coins and bills are money.

R
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But so are funds in checking accounts or on credit or
debit cards, so long as they are accepted as cash. Highly
tradable and therefore “liquid” loans may function in
a way that resembles money, but are not exactly the
same. When home equity loans were first developed
and you could turn your house into cash in a few hours,
even houses began to function as quasi-money, but not

as actual money.

72. Corollary A of Law of Money: Gold (Although
gold today is not “legal tender,” it still func-
tions as an “alternative” currency.)

Gold or other precious metals functioned as money for
at least the last five thousand years. Although we cannot
reconstruct exactly how gold in particular acquired this
function, it is reasonable to assume that it was widely and
highly valued as a commodity before it became money,
and this along with its compactness and transportability
recommended it as an intermediate good, that is, a good
to be held in anticipation of further exchange. The term
commodity money has been applied cither to gold (or
another precious metal) or a certificate identifying own-

ership of a particular store of gold.

If the certificate records an obligation to deliver gold,
but does not indicate ownership of specifically identi-
fied coins or bars, it is merely a contract and does not
count as true commodity money. As gold paper con-

tracts multiply, it is a bit like the children’s game of
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musical chairs. At some point, the music may stop and
many holders of these contracts may find there is far
too little actual metal to fulfill them.

Although gold no longer has government sanctioned
status as money, it is worth noting that central banks
still hold what John Maynard Keynes called the “barba-
rous relic” in their vaults, and many are adding to those
holdings. In this case, we should observe what they do,
not what they say.

Because precious metals have commodity value apart
from their money value, and especially because they can-
not, like dollars, be endlessly replicated by government,
or canceled by government (as was done on a massive
scale in India in 2016), they may represent a more reliable
store of future value. On the other hand, the US govern-
ment under President Franklin Roosevelt seized all gold
holdings of individuals in the 1930s and abrogated the
gold convertibility clause in government bond contracts,
so the there is always the specter of confiscation. In the

1930s at least, gold mining shares were not seized.

73. Corollary B of Law of Money: Gresham’s Law
(If money is debased by government, the infe-
rior money will tend to drive good money from
circulation.)

This was one of the very earliest formulations of an
observed and predictable economic regularity. It

appears in an early form in Nicholas Oresme’s (c. 1357)
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Trreatise on Money, but the idea is as old as The Frogs, an
ancient Greek play by Aristophanes.

The original formulation noted that when govern-
ment surreptitiously clipped gold from the edge of
a coin, people responded by trying to save or hoard
the unclipped coins while oftloading the inferior
coins onto others. In this way, the good currency dis-
appeared from circulation.

Of course, this effect will nolonger operate, or operate
in the same way, after all the good currency has already
been taken out of circulation. It can also be retarded by
“legal currency” laws compelling citizens to accept infe-

rior money mandated by government.

74. Corollary C of Law of Money: “Paper” Money
(Given that “paper” money has even less gold
in it than a clipped or diluted coin, and as noted
above is infinitely replicable by governments, it
is potentially subject to Gresham’s Law.)

Paper currency without any gold or silver backing was
rarely issued in the past. When it was, people usually
avoided it, or demanded more and more of it for any
good, or eventually rejected it entirely. In many peo-
ple’s mind, it was no different, or perhaps worse than, a
clipped gold coin, even if supported by legal tender laws.

The founders of the US all opposed the creation of
unbacked paper money, also known as fiat money. Alex-

ander Hamilton, the founder of the US financial system,



Laws of Money % 285

specifically warned against creating it, because govern-
ment would inevitably issue too much of it, which he
expected to lead first to “bubble” and then to crash. ... **

Today paper money (in all its variety of forms, most
of which no longer involve paper) is widely accepted,
but remains by definition vulnerable to rejection by
consumers, precisely because it is primarily backed by
consumer confidence. Legal tender laws requiring the
seller to accept it also provide support, but these laws

would collapse if consumers lost confidence.

75. Corollary D of Law of Money: “Paper” Money
and Inflation (Anyone holding paper money
while prices are rising is constantly suffering
some degree of debasement.)

Rising prices mean that paper money is always being
debased, either gradually or rapidly depending on the
rate of inflation. For the first 125 years of American his-
tory, consumer prices rose and fell, sometimes dramat-
ically during and after wars, but ended up about where
they started. Since the establishment of the US Fed-
eral Reserve Bank in 1914, the purchasing power of the
dollar has fallen by 97%, based on official government
reports, which may actually understate consumer price
increases, as we shall discuss below.

Americans lost almost all the purchasing power
of their money over a century, and most of the loss

occurred just in the past sixty years. Germans in the
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carly 19205 lost 100% of the purchasing power of their
cash savings in only a few years, and so have many others
during the numerous great inflations of world history.
Many people think that cash is a “safe” investment, but
this illustrates that paper currency is anything but safe.

76. Corollary E of Law of Money: (Law of) Diver-
sification (Although cash is a risky, not a risk-
less investment, all other investments are
risky, too. Fortunately the risks are not all the
same, which enables an investor to seek to
control overall risk.)

Although there is no such thing as a “safe” investment,
the price of one may rise with inflation, while another
may rise during crashes and depressions, and so forth. The
degree of protection is always unknowable, but in general
owning productive assets is a better bet during an infla-
tion than owning cash or bonds while the reverse is true
during an economic crash. Consequently, only diversifi-
cation of investment across a variety of investments, with
different characteristics of risk and reward, particularly
businesses, real properties, financial instruments such
as cash or bonds, and precious metals, provides at least
some degree of protection against the unknown.
Diversification based on a measurement of historic
correlation of returns is inherently unreliable. For exam-
ple, there have been periods when stocks and bonds
have risen and fallen together and other periods in which
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they have done just the opposite. The underlying data
point observations may also be unreliable. One must
therefore choose assets for diversification based on the
logic of their economic characteristics (such as resistance
to inflation or deflation) rather than on naive extrapola-

tion of financial history.

77. Corollary F of Law of Money: (Law of) Invest-
ment Value: (Another important way to reduce
risk is to avoid investments that have recently
become more expensive without a clear change
in earning power or that are currently winning
a “popularity” contest.)

If two companies are of equal quality, the one with the
lower share price offers less risk and more reward by
definition. Of course no two companies are ever iden-

tical, so it is primarily a matter of judgment.

In addition, the near-term result will be moved as
much by market mood as by price fundamentals. If
the mood of the market is optimistic and speculative,
cheap is likely to become cheaper, because the mar-
ket is less concerned with price and therefore likely to
ignore a bargain. Expensive is likely to become more
expensive, because everyone loves a winner. If the mood
shifts, and investors become more risk-averse, there is
greater likelihood that this will reverse, and the cheap
may become less cheap, or at least less cheap relative to

the expensive.
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Throughout this process, once the share has been
sold by the company in an initial public offering, there
will always be an owner, so long as the company does
not go bankrupt. What determines the price is degree
of demand relative to supply, or in this case how eager
the buyers are in relation to the sellers.

All these complications aside, the higher the price
of the security you buy, the less room for appreciation
there is over the long run. Whatever happens in the
short term, there is no more powerful determinant of

risk and eventual return than the initial price paid.
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Laws of Money Prices

78. Law of Money Prices: It is an error to think
of money as inherently different from other
products and services; it too is subject to sup-
ply and demand.

F THE SUPPLY of money goes up, all else being
I equal, the price of money expressed in other goods

would be expected to fall. If the supply goes down,
the price would be expected to rise.

We do not, however, typically think in these terms,
that is, we do not think in terms of the price of money
itself. We find it more useful and less confusing to think
of the price of goods and services expressed in money.
Consequently when we speak of the price of an automo-

bile, that price will actually reflect three factors: supply of

% 289
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the product, which summarizes a great variety of under-
lying fundamental factors and trends; demand for the
product, which also summarizes underlying fundamen-
tal factors and trends; and the supply/demand for money
itself. No wonder people, even economists, become

confused by all these interactions.

79. Corollary A of Law of Money Prices: Stabiliz-
ing Prices (Attempts to stabilize money prices
will just destabilize the economic system.)

This follows both from Corollary G of the Law of Ana-
lytic Laws (Law of Unintended Consequences) and

from the law of prices in general.

Here is an example of someone arguing in favor of
attempting to stabilize prices, taken from this author’s

book Are The Rich Necessary?:

When we order flour or sugar, we expect
to get a specified weight in pounds or ki-
lograms. When we travel from city to city,
we also know that we can rely on standard
units of measurement, whether miles or ki-
lometers. Imagine, now, that pounds, ki-
lograms, miles, and kilometers all fluctu-
ated in value from day to day. Economic

chaos would ensue.

If we do not accept fluctuating weights and

distances, why should we accept fluctuating
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money values? Not knowing what a dollar
or euro will be worth tomorrow, expressed
against each other, or even more impor-
tantly expressed as an underlying basket of
goods that each will buy, is confusing and

disorienting.45

This is a popular argument, one articulated by Steve
Forbes, publisher of Forbes Magazine, and many oth-
ers. It may sound reasonable at first glance, but does not
hold up on closer inspection. New Yorker writer Adam
Gopnik goes even further, suggesting that unequal
incomes are equivalent to corrupted legal measure-
ments: “A society with gross inequities of measure,
whether of inches or of incomes, cannot sustain itself”*°

The problem with these ideas is that money prices
have nothing in common with weights and distances.
Nor should we want them to be stable. The law of prices
reminds us that money prices, including wages, represent
adiscovery and information system. They “discover” and
inform producers and consumers about how changes in
the demand and supply for goods and services are cur-
rently interacting with changes in the demand and sup-
ply for money to create our latest money prices.

These changing prices are ultimately guided by con-
sumer preferences. They tell us what consumers want
now, when and where they want it, and what price they
are willing to pay for it. This is not perfect or complete

information. But it is just enough and good enough
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information to enable producers to make rational deci-
sions about their investments and production.

Any attempt on the part of government to stabi-
lize or fix money prices will interrupt and damage
this information flow. Whatever the intentions are, it
can only backfire. It is rather like poking a stick into
the wheels of a tire. The tire may be more “stable,” but
the car does not move.

W can state that a foot is twelve inches or a meter one
hundred centimeters because we are defining our own
terms. But if we understand the role of prices, we under-
stand that they are meant to be in flux, and trying to pin
them down will harm, not help, the economy. The real-
ity, in economist Wilhelm Ropke’s words, is that “The

more [government] stabilization, the less stability.”*’

8o. Corollary B of Law of Money Prices: Measur-
ing Prices (Attempts to stabilize money prices
also presume that we can reliably measure
economy-wide prices, which is false.)

Yes, we can estimate what an apple of a particular kind
and quality costs at a particular time and location. But
the attempt to measure prices as a whole across the
entire economy is a classic will o’ the wisp.
Economists have sought to accomplish this by creat-
ing price indexes, which are defined as “shopping bas-
kets” of goods and services weighted in some specified

way and followed over time. Unfortunately both the
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methods and the results are inherently arbitrary. And
they have been made even more arbitrary by obscure
methodological changes made for what appear to be
political purposes.

In the US, changes made by the Clinton administra-
tion seemed especially suspicious, in that they tended
to reduce reported inflation, and this was politically
very useful. In the first place, it reduced government
Social Security program payments, which President
Reagan had linked to inflation indexes in order to
rein in government’s proclivity to inflate prices, about
which, more below. It also made the Clinton admin-
istration look more successful in the economic record,
since every point reduction in reported inflation
increases reported “real” economic growth.

A shrewd observation by social psychologist Don-
ald T. Campbell in 1976 about this kind of phenom-

enon is sometimes called “Campbell’s Law”:

The more any quantitative social indicator
is used for social decision-making, the more
subject it will be to corruption pressures
and the more apt it will be to distort and
corrupt the social processes it is intended

. 48
to monitor.

Campbell’s Law is also related to the Goodhart Law
(Charles Goodhart, 1975): Once a rule is developed
based on social data, the data will be gamed); and the
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Lucas Critique (Robert Lucas, 1976): It is naive to rely
on so-called empirical social data series to guide our
policy making. It also relates to Corollary F of the Law

of Analytic Laws discussed earlier.

81. Corollary C of Law of Money Prices: “Elastic”
Money Supply (Another fallacy that is econom-
ically destructive.)

If you believe that government should keep prices as
stable as possible, then you must also believe that the
amount of money in the economy must be “elastic.”
Think of it this way. If we have only four apples and
four dollars, each apple might be expected to be priced
at a dollar. If you double the number of apples to eight,
the likely price would fall to so cents, all else remaining
unchanged. This change represents unstable prices, so
would be unacceptable to the money price stabilizers.

Government could “solve” this “instability” by cre-
ating and distributing four more dollars. Now the
apples are again sold for a dollar. In economic jar-
gon, the money supply has become “elastic.” But what
has been gained? Why would we want apples to cost
more? Will not lower prices help everyone, the poor
and middle class in particular?

Supporters of the Federal Reserve Act of 1913 loudly
demanded “elastic” money on grounds that economic
growth was allegedly being “thwarted,” “parched,” or
“choked off ” by a scarcity of cash in the economy. A
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century later, after mountains of new money had been
created by the Fed and the dollar had lost most of its
purchasing power, this fallacious idea still held a firm
grip on popular opinion.

The truth is that there cannot be a “shortage” of
money. Money may be a commodity, but money prices
by definition are a discovery and communication tool.
In the above example, when we had four apples and
four dollars, and each apple cost a dollar, the produc-
tion of four more apples made us richer, and this was
communicated by the fall in apple prices.

If we had started out with four apples but only one
dollar, then the starting prices would have been 25 cents
and the addition of four more apples might have driven
the price of each apple down to 12.5 cents. In this simple
economy, why would anyone care whether the starting
price of the apple is one dollar or 25 cents? What really
matters is how many apples we have. This is the only
factor that determines our wealth, not the number of
beginning or ending dollars.

As previously noted, it is not money that makes us
rich or poor. It is production. And in a real-life economy,
with all its complexity, prices must not only discover
and communicate. They must also balance in a way that
sums up to a profit for producers. If they do not, pro-
duction will be adversely affected or even collapse.

In real life, apples do not just appear. We must plant

trees, tend to them, harvest, store, transport, and sell. If
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the cost of all this is greater than the end price, apples
will likely disappear.

The specific amount of money we use to denomi-
nate our apple production is only important because it
is part of a web of interrelated prices that must balance.
It is not in itself important whether the total supply of
apples divided by the total amount of money available
to buy apples produces an apple price of $1, fifty cents,
or 12.5 cents. So long as all the prices balance, the pro-
ducers earn a profit, and consumers have the money
to buy the product. In this case, the system is working,
whatever the clearing prices are.

No specific amount of money in an economy is
needed to make it work. If production increases while
the money supply does not, it just means that product
prices will fall. So long as our personal income does
not fall, this is a positive development. We are richer.

A constant money supply is not a problem; it is an

economic blessing.

82. Corollary D of Law of Money Prices: Real Wealth
(It is not a matter of money.)

This has already been briefly stated under the law of
money, but is worth re-emphasizing here, because peo-
ple continually confuse the money price of what they
own with genuine wealth. The two are not the same.
Assume I hold $100. Next year I hold $110. But mean-
while the money price of what I want to buy has leapt
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ahead, not by 10%, but by 20%. In that case, I have
more money but am poorer, not wealthier. Ultimately
what we exchange with each other are real goods. If
we own more real goods, we are wealthier; if we own
fewer, we are poorer. Money prices are like the ancient
Greek philosopher Plato’s metaphor of the shadow
in the cave. It is easy to confuse the shadow with the

reality.

83. Corollary E of Law of Money Prices: Deflation
(We should welcome it.)

This is also already implicit in previous corollaries.
Although it is ultimately impossible and in the mean-
time counter-productive for government to try to con-
trol or manipulate money prices, this does not mean
that we should be indifferent to the direction they are
taking. Within particular industries, all prices must
continually adjust themselves to create profits and
thereby support employment. Some production prices
(which we call costs) are heading up, some down, as
needed to comply with current consumer demand.
But for an economy as a whole, we should clearly hope
that consumer prices will generally decline. The usual
term for this today is deflation. We should therefore be
hoping for deflation.

In the past, deflation referred not to prices, but to
the amount of money in the economy. This terminol-

ogy change is unfortunate because it leaves us without
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a simple word to describe a falling supply of money. In
addition, in more recent years, deflation has begun to
mean an unexpected, rapid, or violent decline in prices,
as may happen in a depression. This further change cre-
ates even more confusion, because a steady, gentle, year-
by-year fall in prices has little in common with a rapid
or violent fall. Why use the same term to describe both
one and the other?

The main point to consider is that gently falling prices
both signal economic progress and benefit all consumers,
especially those with less money; they should therefore
be our economic goal. By contrast, rapidly falling prices
represent economic failure, not success. They signal that
price relationships in the economy are out of balance and
need to be adjusted in order to restore profitability. This
will in turn protect jobs which will also protect the con-
sumer incomes needed to buy the products.

Left alone, producers will do what needs to be done
to restore balance, because they want to survive and
prosper. If they do not get costs (production prices) in
line with consumer prices, they will sooner or later go
bankrupt. These are powerful incentives, both positive
and negative, to fix what needs fixing.

Interpreted in this light, even rapidly falling prices
are not necessarily negative. Although they signal eco-
nomic failure, they also indicate that the system is try-
ing to correct itself. If prices are allowed to do their

work of informing everyone what is happening at a given
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time, and if wages are allowed to adjust to consumer
prices, there is every reason to think that the economy
will rapidly right itself and both prices and employ-
ment will soon recover.

Economist John Maynard Keynes argued during the
Great Depression that the system during a contraction
of this magnitude would not be able to right itself, that
it would just spiral endlessly downward. Keynes’s bril-
liant disciple Franco Modigliani soon corrected this fal-
lacy in an economic review article published in 1944,
two years before his mentor’s death in 1946.*” Modigli-
ani concluded that all the symptoms of depression, from
lack of investment to deep unemployment, were caused
by unbalanced prices, and that profit-secking businesses
would naturally succeed in rebalancing them.

No one has ever refuted Modigliani, because the logic
is irrefutable. Economies plagued by price imbalances
will naturally try to balance themselves, and will often
succeed quickly. The classic example of how this should
work was the Depression of 1921. It was deep but over in
hardly more than a year.

Despite this, President Obama in 2009 repeated
Keynes’s fallacy that economic producers and con-
sumers could not fix an economy on their own, that
it could only be done by massive government inter-
vention, that without government stimulus “crisis”
would turn into “catastrophe,” at which point it might

be too late to “reverse.” This was complete nonsense,
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but Obama must have been instructed in these soph-

.. . . 50
istries by his own economists.

84. Corollary F of Law of Money Prices: Inflation
(Roots of)

If deflation should be our goal, preferably gentle, steady,
year by year deflation, then why have we instead gotten
so much inflation? Why has the purchasing power of
the dollar fallen 97% since the creation of the Fed using
the government’s own price index numbers, which
arguably under-report the inflation, especially in recent
decades? A passage from this author’s Are The Rich Nec-

essary? also explored this question:

One popular idea is that prices rise because
business owners are “greedy.” A variant of
this idea is the o/igopolistic theory of infla-
tion: “greedy” business owners band to-
gether into cartels so that we have to accept
their inflated prices. Alternatively, business
owners may blame “greedy” unions for de-
manding excessively high wages. Both busi-
ness owners and unions may in turn blame
“greedy” oil producers for cartelizing and

raising global oil prices.

However, ... greed alone cannot raise prices.
Prices only rise if demand increases because

of a change in consumer preferences, supply
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shrinks, or the supply of money used in trans-
actions increases, and greed per se cannot

affect any of these things.

Assuming that available money remains the
same, price increases devised by “greedy” busi-
ness owners, unions, or global oil produc-
ers will just lead to falling sales. The falling
sales will lead to lower profits and employ-
ment, and lower profits and employment
to lower prices and wages again. It is only
when government “accommodates” rising
prices by legally protecting monopolies or
by “printing” and circulating more money
that the higher prices can “stick” and result

in inflation.

Another common and closely related idea
about inflation is that it is caused by eco-
nomic overheating, that is, by a too rapid
increase in economic growth. In particular,
it is assumed that such growth will lead ei-
ther to production bottlenecks (in which
producers’ goods become scarce and expen-

sive) or to escalating labor wage demands.

This logic is faulty. Economic growth as a
whole does not decrease society’s supply of
goods. On the contrary, it increases the sup-

ply of goods. And we know that an increase
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in the supply of goods should reduce rather

than increase prices.

Here again, the answer to our conundrum
lies in the supply of money. If the supply of
money remains constant, bottlenecks and
wage demands may increase some prices, and
these price increases may in turn slow the
overall rate of growth. But nothing should
show up in the general price level. It is only
if additional dollars are created and injected
by government, in an amount exceeding the
increase in production, that general infla-

tion should arise. . . .

Yet another explanation of inflation suggests
thatitis caused by . . . government interven-
ingin certain industries, notably healthcare,
education, and housing, to ensure that every-
one has access to these critical products and
services. The initial method of intervention is
to provide financial subsidies. Because these
subsidies tend to increase demand without
increasing supply, prices rise, so that access

is actually restricted rather than improved.

These problems then lead to government
controls. But controls typically shrink sup-
ply even more, in addition to causing inef-

ficiencies. [ We have previously mentioned



Laws of Money Prices % 303

this phenomenon in the context of the eigh-
teenth-century French price controls on
wheat that contributed to mass starvation
and hastened the Revolution.] Also, be-
cause markets are hobbled, innovation is
thwarted, which inflates prices further, all
of which leads to more demands for gov-
ernment to “do something,” which leads to

more price controls.

As prices in the quasi-public sectors of the
economy keep growing, these sectors con-
sume more and more of the consumer’s pay-
check. Consequently, it becomes increasingly
difficult for the efficient private sector, with
its steady price decreases, to bringdown the

overall consumer price indexes.

Expressed in terms of a three-factor model
of inflation (demand, supply, and supply of
money), the case is rather simple. Demand
for something like healthcare is potentially
infinite. Supply, however, is limited. Mar-
kets would normally sort this out by iden-
tifying a price that channeled demand to
match supply while balancing supply with

other pressing consumer needs and demand.

Government intervention is intended to help

those who cannot pay the market price, but
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changes neither potentially infinite demand
nor limited supply. It simply introduces more
money into the equation and thus raises prices.
If government paid for its subsidy by raising
taxes, demand would be reduced elsewhere
in the economy, so that overall prices should
not rise. If the subsidy is instead covered by
creating and injecting more dollars, overall

prices will likely rise.

Based on the above, it is easy to see why
economist Milton Friedman famously said
that, “Inflation is always and everywhere a

monetary phenomenon.” 5" And added that:

Just as an excessive increase in the
quantity of money is the one and
only important cause of inflation, so
a reduction in the rate of monetary
growth is the one and only cure for

. . 2
inflation.’

These statements are accurate but incom-
plete and therefore potentially misleading.
As noted, inflation may come from any of
three sources: demand, supply, or govern-
ment-engineered money supply changes.
[At the same time, we should note that it

is not any easier to measure the quantity of
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money in an economy than it is to measure
economy-wide price changes. Logic suggests
that any government creation of new money
will change prices, either of consumer goods
or investment assets or both, and thereby
potentially disturb the price signaling sys-
tem. But we cannot calculate with preci-
sion any of this even after the fact, much
less before the new money is introduced.

Friedman was wrong in thinking that this

could be done.]

In addition, we must also keep in mind, as
noted in a prior section, that a change in
the quantity of money, as important as it
may be, is really less important than peo-
ple’s expectations about where the quantity
of money is headed. In an extreme case, if
people think that the government is going
to run its money “printing press” faster and
faster, they will try to convert their cash into
tangible assets or goods, thereby changing
the demand mix of the economy and ensur-
ing that tangible asset and goods prices will

rise even faster than the quantity of money.

In this sense, the quality of money, or at least
perceptions about quality, count for as much

or more than quantity, which is why inflation
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rates during the German Great Inflation of
the 1920s ultimately outstripped the actual
rate of currency printed, even with the print-

ing presses going full throttle. ... >3

This is yet another example of the law stated above
under economic calculation that in economics (or any
other social decision-making field), quality is even
more critical than quantity in determining outcomes.
Alexander the Great faced the Persian Empire with far
fewer troops than his adversary, but won every battle,
and this pattern repeats itself throughout the history
of organized human action.

The most famous description of inflation as a mon-
etary phenomenon was written by economist John
Maynard Keynes, when still a young man, before he
changed his mind and became an advocate of infla-

tionary policies:

Lenin is said to have declared that the best
way to destroy the Capitalist System was
to debauch the currency. By a continuing
progress of inflation, governments can con-
fiscate, secretly and unobserved, an impor-
tant part of the wealth of their citizens. By
this method they not only confiscate, but
they confiscate arbitrarily; and while the
process impoverishes many, it actually en-

riches some. . .. Lenin was certainly right.
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There is no subtler, no surer means of over-
turning the existing basis of society than to

debauch the currency. ... ”%*

The youthful Keynes was right. The public at least
initially does not understand what is driving the rise
in prices. But when they do figure it out, they may
then reject the currency, with catastrophic results for

the economy.
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[aw of Interest Rates

8s. Law of Interest Rates (on Money Loans): Lend-
ing rates reflect an inescapable social reality:
that money in hand is worth more than money
in the future. They also represent some of the
most important prices in the economy and
as such both reflect and balance supply and
demand. If we interfere with them, we will
lose both the vital signal and balancing ser-
vices they provide. We will not improve our
economic prospects.

F WE BORROW, we pay interest to lenders because
I money available in future years is worth less than
money available now. Ifit is a good or service rather
than money, this might not be true. Even squirrels
appreciate that a nut is more valuable in winter than in
summer. But money is always more valuable to us now,

mostly because we can put it to use immediately, but
y P y

% 309
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also because future payments will always be uncertain
to some degree, and future purchasing power will be
uncertain as well. The longer the period of the loan,
the more these uncertainties are magnified, which
requires a higher rate of interest in compensation.

The rational preference for money now, not later, is a
fact oflife. Young children offered a choice of one apple
now or two tomorrow commonly take the one apple
now. Adults may think differently because two apples
rather than one with a relatively short wait represents a
high rate of reward. As noted earlier, in exchange trans-
actions involving the transfer of money, the lender, who
holds a surplus of cash, values the cash plus interest more
highly than the cash alone, while the borrower values
the immediate cash more, which leads to the exchange
between them.

These are inescapable social realities. Government
policies intended to fix the rate of interest at ever
lower levels, or even flipping them entirely, so that
the lender must pay the borrower, subvert the natural
state of affairs between human beings and therefore
cannot be sustained indefinitely. While they last, how-
ever, they distort some of the most important prices
in the economy. We lose all the discovery, informa-
tion, and balancing services of these prices. In addi-
tion, artificially low interest rates may temporarily
increase the supply of money and thereby fuel infla-

tion, as we shall discuss shortly.



(hapter XV

Laws of Banking

86. Law of Banking: The way banking is currently
set up guarantees its instability.

ONSIDER THE RATHER curious way in which
C banks operate. If depositors decide to with-
draw all their money at the same time, we
have what is called a “r#»” on the bank, and the bank
may fail. In some sense, therefore, all banks are techni-
cally “insolvent” all the time, because they never keep
enough money in their vaults to meet their promise to
repay depositors on demand.
Building an economy on a foundation of banks
that are in some sense “insolvent” all the time is
clearly a chancy undertaking. This problem was rec-

ognized as soon as gold depositories began to evolve

o

P 311
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into modern lending institutions. The question was
what, if anything, would be done about it.

An effort to require banks to maintain 100% reserves
against all deposits failed in British courts in 1811 and
1816 and again in the House of Lords in 1848.” Plain-
tiffs charged that the system was fraudulent, since banks
keeping “fractional reserves” knew they were making
promises they could not keep.

If the courts had decided differently, modern banks
would operate on entirely different lines. In addition
to acting as a depository, they might lend their own-
ers capital, act as agents for depositors’ capital, or offer
absolutely fixed time deposits (so that the depositor’s
repayment date could be matched with a borrower’s
repayment date).

The technical “insolvency” of banks mattered enor-
mously in the Great Depression of the 1930s, when
bank runs proliferated, and the entire banking system
was temporarily shut down by the Roosevelt adminis-
tration. It is usually argued that government deposit
insurance has solved the problem. But the govern-
ment can only make bank deposits good by creating
vast sums of new money, which would then dilute the
purchasing of existing money, including the deposits.
So it may be argued that the government guarantee is

fraudulent too.
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87. Corollary A of Law of Banking: Fractional
Reserves Create Money (We have more or less
inadvertently given banks the power to create
new money more or less surreptitiously.)

In addition to the threat of runs, fractional reserve bank-
ing introduces yet another element of potential instabil-
ity into the economic system. Bank lending far beyond
reserves through checkbook accounts is also creating

what functions as new money.

To illustrate how this works, let us assume that a
depositor puts $1,000 into a bank. The bank keeps
$100 as a reserve and lends $900. Because the deposi-
tor still has $1,000, and the borrower now has $900,
the amount of money in the economy has increased
from $1,000 to $1,900.

The borrower may then use the new money to pay
other people who also deposit it in their banks. The
original $1,000 deposit may thus move from bank to
bank and, assuming a 10% reserve requirement, keep
ballooning until it has increased to $10,000.

This is not, however, a new Gospel parable of the
fishes and loaves. As the money increases, so do peo-
ple’s debts. It is debt, not new wealth, that is being
created. So long as new money and debt are being
created in this way, it will have a “feel good” effect
for the economy. But if it goes too far, it will become

an unsustainable “bubble,” and bubbles tend to
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pop and lead to crashes, ending in depression and

unemployment.

88. Corollary B of Law of Banking: The Federal
Reserve (The power of banks to create money
has led to a government takeover of them,
which is used for government’s own surrepti-
tious purposes.)

When the Federal Reserve was established in 1914,
one of its first acts was to reduce required bank
reserves. By doing so, it deliberately made the bank-
ing system, and ultimately the economic system as a
whole, less, not more stable. Thereafter it continued
to lower or raise reserves over the years, but mostly
lowered them.

During the 1920s, Fed officials also discovered that
they could accelerate bank new money creation through
a system called “open market operations.” All the Fed
had to do was write one of its own checks (drawn against
nothing and therefore creating new money) to purchase
a government bond from a bank. The newly created cash
(dubbed “high powered money”) would go directly to
the bank’s account where it could be multiplied many
fold by lending,

Best of all, this could all be done in complete pri-
vacy. Not even Congress would have a clue about what
was happening behind the Fed’s closed doors. The Fed

even paid for its own budget by creating new money,
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in direct violation of the Constitution’s requirement
for Congressional approval of any spending.

The Fed could also reverse itself by selling govern-
ment bonds to banks, but the primary goal was to “stim-
ulate” the economy by increasing the country’s money
supply through lending. By giving what the head of the
New York Fed called a “coup de whiskey” to the econ-
omy in the late twenties, this new technique helped to
create the bubble that ended so dramatically in the 1929
Crash, leaving in its wake the Great Depression.

Open Market Operations and other techniques over
the years have sometimes had the stated object of pouring
large amounts of new money into the economy, some-
times the reduction of lending rates by increasing lend-
able funds. The two aims are so closely connected that
it is difficult to distinguish between them, but interest

rates are generally more measurable than money supply.

89. Corollary C of Law of Banking: Fed as Price
Fixer (Everything the Fed does represents an
effort to fix some of our most important econ-
omy-wide prices.)

Governments and central banks always claim that they
are resorting to these methods in order to improve eco-
nomic performance and thereby increase jobs. What
they fail to mention is that they are also designed to get
the government through the next election, to reduce the

rate of interest paid by the government when it borrows,
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and to reduce the burden of government debt over time

by inflating away the purchasing power of what is owed

to bondholders.

Economist John Maynard Keynes was particularly
keen on central banks driving interest rates down and
keeping them there indefinitely as a way of “stimulat-
ing” economic activity. In presenting his own economic
analysis, he failed to acknowledge that Fed interest rate
manipulations and controls, along with related currency
manipulations and controls including devaluations, are
themselves price controls. This is an essential point. We
have already discussed how deeply injurious price con-
trols can be. No controlled price can do what prices are
supposed to do, that is, discover and inform market par-
ticipants about current economic activity.

How can we expect to help ourselves by fixing one
of the most important prices in the economy, the cost
of credit, which itself reflects the cost of waiting, a
cost that pervades everything we do. The price of both
loans and of currencies are “big” prices that pervade
the entire economy. Fixing what we most need to be
flexible cannot help anybody, not even government
spenders. It will just produce economic bubbles that
inevitably end in tears.

Just as all these price manipulations and controls
destroyed the French monarchy and aristocracy in the
cighteenth century, they could just as easily destroy

today’s global economic establishment. The reason



Laws of Banking % 317

would be the same: too many unforced economic errors,
caused by disregarding the logic of economic law, fuel
economic corruption and ultimately take a horrendous
toll on the lives of the poor and the middle class. The
intricacies of this are discussed in more detail in Where

Keynes Went Wrong.

go. Corollary D of Law of Banking: Reform (Bank-
ing can be put on a more solid foundation,
most obviously by eliminating fractional
reserve banking.)

In order to eliminate debt money pyramid schemes,
with all the tragic instability they bring to the economy,
the first step would be to eliminate fractional reserve
banking. The second would be to abolish the Fed. In
this context, we must remember that the American
economy thrived without a central bank for nearly a
century and even Paul Volcker, arguably the most suc-
cessful Fed Chairman, has acknowledged that inflation
was better controlled without one. The third step would
be to reform a world monetary system currently run by

central banks.

The concept of requiring a 100% lending reserve is
not as radical as it might initially appear. Arguments
in its favor have been made over the years by eminent
economists such as Frank Knight and Henry Simons of
the University of Chicago, Irving Fisher of Yale, and in

particular “Austrian” school economists led by Ludwig
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von Mises. Martin Wolf, the former World Bank econo-
mist and columnist for the Financial Times, has written:
“There is [a] way of making finance safe. . .. It [is] radi-
cal: deposits would be 100% reserve backed. . . 75 One
of the curious features of this proposal is that it has been
embraced by serious thinkers on all sides of the usual
political spectrum, including “socialists” and “progres-
sives” as well as “libertarians.”

Eliminating fractional reserve banking would go
far toward ending the cycles of bubble and bust in the
world economy. But to put economies on a completely
sound financial footing, it would also be important to
provide a stable and sustainable world monetary system.
The world had such a system in the late nineteenth-cen-
tury gold standard, but it suffered a fatal flaw. Because it
was controlled by governments, it could be subverted, as
it was at the onset of World War I, and then finally aban-

doned in its entirety, as it was in 1971.

o1. Corollary E of Law of Banking: Bank Privatiza-
tion (Money and banking services are not inher-
ently different from other commercial services.)

Over the decades and especially since 2008, banks
have been gradually nationalized. They remain nomi-
nally private, with their own shareholders and bond-
holders. In reality, however, they have become tightly
controlled, albeit arguably overpaid, departments of

gOVCI‘Ilant.
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Because the prices of all goods and services and all
economic calculations are expressed in money terms,
we may fall into the error of thinking that money and
banking services are different from other products and
services, and that this justifies the present system of
running them as virtual departments of government.
But this is a misunderstanding. Both money and bank-
ing services could be provided by truly private busi-
nesses, just like other services. Good laws and genuine
competition, uncorrupted by crony capitalism, could
regulate them, just as they do other businesses.

There are already some glimpses of how this might
work. For example, the government of Singapore allows
checking accounts and debit cards denominated, not in
a government-controlled currency, but in gold or sil-
ver. If more of this were allowed, entrepreneurs would
innovate and find new and better ways of providing
both money and banking. And we would not have to
suffer the continual cronyism and crises that government

control brings.
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Laws of Government-

Controlled Banking

92. Law of Government-Controlled Banking: If
we allow government to continue to tighten
its control of banking, we should not be sur-
prised if government uses this control for its
own purposes, not to improve prospects for
the economy.

HE PRIMARY FUNCTION of modern banks, as

| viewed by government, and therefore as viewed
by the bankers themselves, is to help keep pub-

lic sector interest rates low, to buy government bonds,

and otherwise to facilitate an immense government

debt, money creation, and spending operation. If you

% 321
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are not a government, a ward of government, allied
with government, or playing a role in financing gov-
ernment, you should not expect the bank to pay much
attention to you.

As previously noted, government control of banks
and Wall Street has been kept as furtive as possible.
After the Crash of 2008, the Federal Reserve could
not hide that it was massively subsidizing Wall Street
in order to rescue it from its own folly. But it cer-
tainly did not want to acknowledge publicly why it
was doing so, which was sheer panic at the prospect
of a precipitous collapse of the massive government
debt operation.

The press and public were told that it was necessary
to bail out Wall Street in order to protect the “Main
Street” economy, but this was for cosmetic purposes. It
helped that the president and many members of Con-
gress, as well as much of the public, lacked the financial
expertise to grasp the deception.

During and after the Crash, changes were instituted
that made government control of finance tighter, but
also more obvious. One of them was to redefine invest-
ment firms such as Goldman Sachs as “bankers” so
that they could obtain (speculate with) newly created
government money borrowed directly from the Fed
at giveaway rates. This was a tremendous subsidy, far

bigger than Congressionally approved direct bailout
“TARP” funds.
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A revision of the Federal Reserve Bank Statute legal-
ized the Fed buying mortgage bonds with its newly cre-
ated money, something it had already been doing llegally
on a massive scale. The “Quantitative Easing” program
also made it much easier for the agency to buy back from
Wall Street the bonds that the Treasury Department of
the government had recently sold to Wall Street.

The new authority to buy an unlimited amount of
government debt (“quantitative easing”) was especially
critical. It is still illegal for the Fed to buy bonds directly
from the government. In addition, this would make it
too obvious that the government is buying bonds from
itself. No government is really “borrowing” when it cre-
ates the money to buy back its own bonds. This is just
a veiled way of creating whatever money it wants to
spend at that moment. Despite this, the Fed has already
bought and continues to “own” more US government
bonds than any other party, including the governments
of Japan and China.

Phony bond transactions, in which government
issues a bond and buys it right back, is just an intricate
and updated version of what in the past has been called
“money printing.” It is no different from what eventually
caused the great inflations of world history, including the
infamous Great German Inflation of the early 1920s.

The Fed is more in the public spotlight than ever
before but still tries to operate behind closed doors.

As noted above, it pays its own expenses with newly
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created money, free of any need for constitutionally
mandated Congressional appropriation of funds or
supervision. It refuses to divulge all its payments to
foreign banks. It refuses even a Congressional audit,
despite having been created by Congress and serving
at the pleasure of Congress.

At the same time, the Fed goes to great trouble to
maintain appearances. When it creates the money to
buy a bond from Wall Street that has just been sold by
the government, it even takes the extraordinary step of
creating additional new money in order to be able to
claim to send Washington “interest payments.” These
phony interest payments are then duly booked as legit-
imate federal revenue, just like taxes, and applied to
“deficit reduction.”

The Dodd-Frank legislation, passed after the Crash,
further shored up this crooked system by requiring banks,
under penalty of law, to buy a designated quota of gov-
ernment bonds, with of course the tacit wink that the
Fed would buy them back as needed. The stated pur-
pose of the requirement was to make banks safer by
ensuring that they always had government bonds in
their capital structure, as if bank managers did not
know that their very existence, not to mention their
salaries and stock options, depended on serving the

needs of their government bosses.
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93. Corollary A of Law of Government-Controlled
Banking: Government Financing Options 101
(In the end, the public pays one way or the
other.)

Taxes are inconvenient. Imposing them runs the risk of
upsetting either voters or special interest campaign con-
tributors. Borrowing is much easier, but there is a limit
to how much can actually be borrowed and repaid. It
is a law of economics (and life) that debt service can-
not grow faster than tax revenue without sooner or later
leading to bankruptcy. Debt financing can thus eventu-
ally be even more inconvenient than taxing. Creating
new money surreptitiously through the sale of phony
bonds is so much easier than cither taxing or borrow-

ing legitimately with the actual intention of repaying it.

From an economic point of view, new money cre-
ation in some respects resembles taxation. Here is an
example. If a government taxes 25% of all income in
taxes, it can thereby command 25% of all economic
goods and services. If, instead, it creates new money
representing a third of all existing money, it will end up
at the same place, in command of 25% of all economic
goods and services.

But there is a downside. Escalating debt can only be
repaid by taxation or eliminated by default. Inflation
provides a slow-motion default, but debt typically grows
faster than it can be eliminated in this way. Creating

new money with which to buy bonds relies on methods
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that destroy the free price system and flood the econ-
omy with new money. Eventually the new money can
destroy the monetary system and with it the economy.
This surreptitious process also frees government from
even the minimal financial discipline imposed by the
tax or debt system. While the party lasts, crony capi-
talist corruption thrives and the cronies get richer and
richer. Eventually the party ends and then even the cro-
nies lose. But by the time the cronies are crying over the
loss of zeroes at the end of their net worth statements,

ordinary people may be starving.
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Laws of Spending

Versus Saving

94. Law of Spending Versus Saving: No one is so
foolish as to try to spend his or her way to
wealth. We create wealth by abstaining from
spending, by saving, by making wise invest-
ments, and by working hard to make the
investments as productive as possible. Gov-
ernments are not exempt from this reality.
Whether financed by taxes, debt, or money
creation, its spending does not “stimulate” an
economy.

CONOMIST JOHN MAYNARD KEYNES liked noth-
Eing better than to overturn what he considered
“copybook morality,” including the traditional
middle-class virtues of thrift, saving, and patient invest-

ing. He mocked novelist Charles Dickens’s famous

% 327
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character Mr. Micawber for urging spending restraint
and avoidance of debt on the young: “Jam is not jam
unless it is a case of jam tomorrow and never jam
today.”57 He famously warned that “In the long run,

» 8
we are all dead”’

Although Keynes’s quip cannot be disputed, even
the most basic math seems to rebut the recommenda-
tion to spend more and save less. Here are a few calcu-

lations from Where Keynes Went Wrong:

Assume that our incomes are growingat3%
a year, thanks to the investments we have
made from our savings. If we keep spend-
ing 80% and saving 20% year after year, both
the amount spent and the amount saved will

double by the 25th year.

Even if our only ambition is to spend more,
saving and investing still makes sense, because
it will give us more and more money to spend,
and we will not have to wait 25 years to feel
the effect. Assume that my friend and T have
an identical starting income. My friend spends
100% of it. I save 20% and as a result my in-
come grows at 3%. Within only eight years, I
will have more to spend than my friend, and

after that the gap will steadily grow.sc)

Keynes did not deny any of this. He himself was a

prodigious saver and investor, but somehow the same
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math was not supposed to apply to nations. In a 1934
article in the popular American magazine Redbook, he
wrote an article titled “Can America Spend Its Way
Into Recovery?” and opened with a cheery “Why Obvi-
ously!” Unfortunately the article did not really spell

out why it was obvious.

95. Corollary A of Law of Spending Versus Saving:
“Fiscal Stimulus” (Also referred to as “Growth”

Policy)

Political leaders since the 19305 have frequently adopted
Keynes’s cavalier attitude in describing their own defi-
cit spending, not as deficit spending, borrowing or
“money creation,” but rather as “fiscal stimulus.” Presi-
dent Hollande of France did this one better by simply
referring to it as “growth policy” or sometimes just as
“growth.” And President Obama immediately echoed

him in copycat style.

But even if government spending is not primarily
designed to win elections or subsidize cronies, even
if its sole aim is to help a chronically ailing private
economy, how do we know it will actually contribute
to growth? And how will all of this be affected by the
source of the dollars spent?

If the dollars are taxed, money that might have been
invested by the private sector is instead spent by the pub-

lic sector. If so, there is no “stimulus.” Yes, government
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will spend when a wise private investor will not. But
is this necessarily a good idea? Public ofhicials lack the
knowledge, the qualifications, the procedures, and the
incentives to make the best investment decisions. Every-
thing they do will be guided by politics, as pork-laden
“stimulus” bills over the years have repeatedly shown.

More often, the dollars spent by government are not
taxed, but rather borrowed or just created out of thin
air. But why would this stimulate any better than tax
spending?

In his General Theory, Keynes had more room to elab-
orate on his recommendation of deficit spending, but
continued in the same dogmatic style of his earlier
Redbook article. The essence of his position was that
if voters refused to endorse his recommendation for
more borrowing and spending, then their elected gov-
ernment representatives should do it for them. It did
not occur to him that this might sound contradictory.

Keynes also confidently asserted that each dollar or
pound of government spending of any origin (taxing,
borrowing, or creating new money) would multiply
itself at least three or four times (note the imprecision)
and as much as twelve times in dollars of economic
growth.éO Subsequent empirical studies attempting
to provide evidence for this claim have had to rely on
hard-to-collect, unreliable, and hard-to-interpret data,
but suggest that the multiplier, if it ever exists, is less

than one, and as government debt grows, eventually
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becomes negative. The logical foundations of Keynes’s
assumed multiplier are even shakier. Where Keynes Went

Wrong reviewed some of these issues:

A few of the contradictions of Keynes’s mul-
tiplier math are as follows: The multiplier
becomes infinite if savings are assumed to
be invested, and no one would support the

idea of an infinite multiplication.

Even if the multiplier does not self-destruct
by becoming infinite, it produces peculiar re-
sults. Henry Hazlitt shows how, by Keynes-
ian math, his own personal spending ought
to multiply by 100,000. He also shows how
Keynes confuses nominal (before inflation)

and real (after inflation) values.

Itis also incorrect, as economist George Reis-
man has pointed out, that the money would
travel from one worker to another as it is mul-
tiplied. The spending of the first set of work-
ers would actually be expected to increase
the profits of businesses. Reisman also notes
in his book Capitalism that Keynes's “multi-
plier” doctrine contradicts his own “marginal
efficiency of capital” (read profits) doctrine.
This is awkward for Keynes for two differ-
ent reasons. In the first place, he does not

want to acknowledge the role of profits in
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creating employment. In the second place,
profits are savings, and the multiplier formula
assumes that savings are not spent. If savings
are spent, the multiplier becomes infinite, as
we have seen. If savings in the form of profits
are not spent, there will be no multiplication.
The best way to deal with all this is to put a
quantified and forecastable money multiplier
where it belongs: in the dustbin.”’

Boiled down to its essence, the doctrine of
“stimulus” spending would have us believe
that there can never be too much spending or
debt. If the economy is choking on bad debt,
much of it caused or encouraged by deficit
spending, the solution is to add more. The
quality of spendingand investment is irrele-
vant. Keynes jokes that if we cannot think of
anything else to spend money on, just build
more pyramids or bury banknotes that the
private sector can go to work digging up. Just
as new money is just as “genuine” as real sav-
ings, economic bubble profits are just as good
as real profits, and prices set by experts like

Keynes are just as good as real prices.

President Obama got into the spirit of this par-
adoxicalism in his first budget message titled
“A New Era of Responsibility.” He claimed
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that the increased borrowing and spending
in his budget would lead the country away
from a culture of “instant gratification” and
toward one of “saving and investment.” He
added that, in order to bring healthcare costs
down, it would be necessary to increase gov-

. 6
ernment spending on healthcare. *

Eighteenth-century philosopher and economist David
Hume warned us about all this long ago:

Our modern expedient, which has become
very general, is to mortgage the public rev-
enues, and to trust that posterity will pay
off the encumbrances contracted by their
ancestors: ... [Thisis]...a...ruinous...
practice..... Mankind are, in all ages, caught
by the same baits: the same tricks played

. 63
over and over again. ...

96. Corollary B of Law of Spending Versus Saving:
Keynesian Financing “Tricks” (Borrowing is
cheaper but more destructive if interest rates
are controlled and especially if government
borrows from itself.)

Keynes himself referred to his policy recommenda-
) ) 6
tions as “tricks.”®* He also labeled the large amounts of
,6 .
new money he wanted to create “green cheese; 5 which

echoed the old English saying that if you are foolish
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enough to believe in something, it means you would
also believe the moon is made of green cheese. It cannot

be said that Keynes lacked a sense of humor.

The Keynesian recommendation to keep doubling
down on borrowing and spending is of course closely
linked to the recommendation to create more and more
new money in order to drive down interest rates, which
in turn facilitates borrowing and spending, both by the
private and the public sector. If this is causing a pileup
of bad debt, just drive rates down even further in order
to make it easier to repay the bad debt and to encour-
age new debt to layer on top of the old bad debt. As
we have seen earlier, government can take advantage of
the low rates in two ways: by borrowing from lenders
with at least a promise to repay or by borrowing from
the lenders and then buying the loans right back with
newly created money.

Keynes also rather startlingly asserted that money
newly created by government was equivalent to sav-
ings (his actual words were “just as genuine as any
other savings).”é6 Since he was simultaneously insist-
ing that economies at the time were plagued by too
much saving, his recommendation to pour in large
sums of additional “genuine savings” in the form of
newly created money did seem to defy both ordinary
language and common sense.

The Orwellian claim that newly created money is

. <« . . »
equivalent to “genuine savings” has never been endorsed
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by any of Keynes’s followers—and for good reason. In
the first place, savings, unlike new money, do not change
the ratio of money to goods, and are therefore not infla-
tionary. In the second place, newly created money, inso-
far as it at least temporarily drives down interest rates,
tends to thwart or even destroy the act of saving,
Keynes responded that low interest rates actually
encouraged savings because they produced more income
to be saved, but this was circular and specious reasoning.
Federal Reserve of Atlanta president Malcolm Bryant

was more honest when he stated in 1957 that:

Ifa[government] policy of active or permis-
sive inflation is to be a fact . . . we should
have the decency to say to the money saver,
“Hold still, Little Fish! All we intend to do
is to gut you.”67

Although Keynes wanted to drive interest rates even-
tually to zero,é8 and keep them there, which would
also seem to defy common sense, his followers have
taken this one step further by recommending nega-
tive interest rates. Negative rates turn economic logic
completely on its head by requiring lenders to pay
borrowers, and have been widely implemented by
central banks, especially in Japan and Europe. The
monetary planners in charge find various rationaliza-
tions for explaining how they expect a system based

on profit to survive such follies.
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None of this makes any sense. As economist Fried-

rich Hayek said in the 1930s:

To combat the depression by [ printing more
money and encouraging more debt] is to
attempt to cure the evil by the very means
which brought it about.*’

All such attempts are equivalent to trying to cure a
hangover with alcohol. They defy logic because they
defy reality.

Keynes also told us that “the power of vested interests
is vastly exaggerated compared to the gradual encroach-
ment of ideas.””® This too he turned on its head by devel-
oping ideas conveniently supportive of vested interests,
and especially supportive of public leaders wishing
to avoid an inconvenient choice between less spend-
ing and more taxes. Deficit finance for “stimulus,” well
lubricated by creating massive amounts of new money,
enabled public officials to escape this dilemma entirely,

at least for the time they would be in office.
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Law of the Non—Neutrality
of Money

97. Law of the Non-Neutrality of Money: Injecting
new money into the economy from any source,
whether fractional reserve banking, “quanti-
tative easing,” or “fiscal stimulus,” by defini-
tion cannot be neutral, contrary to assertions
in most economic textbooks. Non-neutrality of
money matters a great deal for an economy.

IGHTEENTH-CENTURY PHILOSOPHER and
economist David Hume explained that new
money cannot and does not reach everyone at
the same moment or in the same amount, and there-
fore cannot be economically neutral in its impact.

He wrote that:

% 337
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We fancy, because an individual would be
much richer, were his stock of money dou-
bled, that the same good effect would follow,
were the money of every one increased; not
considering that this would raise as much
the price of every commodity, and reduce
every man in time to the same condition
as before. ...”" [But] ... time is required
before the money circulates through the
whole state, and makes its effect be felt on
all ranks of people. At first, no alteration
is perceived; by degrees the price rises, first

of one commodity, then of another. . . JE

Here is an example of what Hume is describing.
Imagine that government engages in “fiscal stimulus”
by spending newly created money to pay contractors
to do some work. These contractors receive the new
money first. This is a windfall for them. Their income
has just gone up, but the prices of what they must buy,
including the labor of their own employees, has not yet
gone up.

For a time, these contractors have new purchasing
power that no one else has. As they begin to make pur-
chases themselves, the new money will begin to travel
elsewhere in the economy, but no one can predict exactly
where it will go and how long it will take. As the money
flows, it will likely increase prices elsewhere. Some peo-

ple will benefit from these higher prices, others will be
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made poorer by them. The unluckiest will never see any
increase in their income from the new money while
having to pay higher prices for their consumer goods.

This is not a fair process. But, worse, it is an excel-
lent way to confuse and disorient the price system. The
more new money comes into the economy in this way,
the harder will it be for prices to do what they are sup-
posed to do, which is to discover and communicate
what everyone is doing and especially what everyone
wants. The dominating factor will become what the
government is doing and wanting, and all the price sig-
nals will become muddled.

Most economic textbooks simply ignore all this.
They assume that any new money coming into the
economy reaches everyone at the same time. If that
were true, it would not matter so much. To return to
our earlier example, if a desert island economy con-
sists of four knives and four dollars, so that each knife
costs a dollar, and each of two people own two of the
knives, it will not matter much if four more dollars
wash up sealed in a bottle and are divided between
the two people. Perhaps the knives will now be val-
ued at two dollars each, but who cares?

What the government does with its economic inter-
ventions is not at all the same thing. It may be intended
to serve the interests of politicians or to “stabilize” the
economy. Whichever it is, the result will not be the

intended consequence. It will be destabilization.
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The economic textbooks, in treating money as neu-
tral, follow economist John Maynard Keynes, but ironi-
cally the younger Keynes, before he became what today
would be called a Keynesian, fully acknowledged the

non-neutrality of money:

Even if the ultimate effects of monetary ef-
fects on different prices were to be, at long
last, uniform, this will be less important
than the initial variability. . . . The fact that
monetary changes do not affect all prices in
the same way, in the same degree, or at the

same time, is what makes them signiﬁcant.73

The younger Keynes was right. The non-neutrality
of money is a fact, a very significant fact, and one that

undermines his own later monetary recommendations.
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Law of the Non-
Neutrality of Money,
Newly Created Money,
“Business Cycles, and
Depressions

98. Law of the Non-Neutrality of Money, Newly
Created Money, “Business Cycles,” and Depres-
sions: The most fundamental source of chronic
economic bubble and bust.

E CONOMIC WRITER HENRY HAZLITT hasexplained
these relationships with his usual clarity:

[ The injection of newly created money into
the economy] turns out to be merely one

more example of our central lesson [that

R
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economics must focus on the long run, not
just the short run, and consider all groups,
not just some]. It may indeed bring bene-
fits for a short time to favored groups, but
only at the expense of others. And in the
long run it brings disastrous consequences

to the whole community.

Even a relatively mild [injection of new
money] distorts the structure of produc-
tion. It leads to the overexpansion of some
industries at the expense of others. This in-
volves a misapplication and waste of capi-
tal. When the [process of injecting money]
collapses, or is brought to a halt, the misdi-
rected capital investment—whether in the
form of machines, factories, or office build-
ings—cannot yield an adequate return and

loses the greater part of its value.

Nor is it possible to bring [the process of in-
jecting new money] to a smooth and gen-
tle stop, and so avert a subsequent depres-
sion.... Both political and economic forces

will have got out of hand. . ..

The value of money . . . depends upon the
subjective valuations of the people who
hold it. And those valuations do not de-
pend solely on the quantity of it that each
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person holds. They depend also on the qual-
ity of the money. . .. The present valuation
will often depend upon what people expect
the fiuture quantity of money to be. And, as
with commodities on the speculative ex-
changes, each person’s valuation of money
is affected not only by what be thinks its
value is but by what he thinks is going to be

everybody else’s valuation of money.

All this explains why, when superinflation
has once set in, the value of the monetary
unit drops at a far faster rate than the quan-
tity of money either is or can be increased.
When this stage is reached, the disaster is

nearly complete; and the scheme is bankrupt.

Yet the ardor for [creating and injecting
new money] never dies. It would almost
seem as if no country is capable of profit-
ing from the experience of another and no
generation of learning from the sufferings
ofits forebears. Each generation and coun-
try follow the same mirage. . .. For it is the
nature of [newly created money] to give

birth to a thousand illusions.

In our own day the most persistent argument
put forward for [injecting new money] is that

itwill “get the wheels of industry turning,” . . .

% 343
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thatit. .. will bring “full employment.” This
argument in its cruder form rests on the im-
memorial confusion between money and
real wealth. It assumes that new “purchas-
ing power” is being brought into existence,
and that the effects of this new purchasing
power multiply themselves in ever-widen-
ing circles, like the ripples caused by a stone

thrown into a pond.

The real purchasing power for goods, how-
ever, . . . consists of other goods. It can-
not be wondrously increased merely by
printing more pieces of paper called dol-
lars. Fundamentally what happens in an
exchange economy is that the things that
A produces are exchanged for the things
that B produces.

The .. .advocates of [ injectingnew money] ...
end by deceiving even themselves. They be-
gin to talk of paper money, like the more na-
ive inflationists, as if it were itself a form of
wealth that could be created at will on the
printing press. They even solemnly discuss a
“multiplier, by which every dollar printed
and spent by the government becomes mag-
ically the equivalent of several dollars added
to the wealth of the country.
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In brief; they divert both the public attention
and their own from the real causesof a . . .
depression. For the real causes, most of the
time, are maladjustments within the wage-
cost-price structure: maladjustments between
wages and prices, between prices of raw mate-
rials and prices of finished goods, or between
one price and another, or one wage and an-
other. At some point these maladjustments
have removed the incentive to produce, or
have made it actually impossible for produc-
tion to continue; and through the organic
interdependence of our exchange economy,
depression spreads. Not until these malad-
justments are corrected can full production

and employment be resumed. . ...

[New money] throws a veil of illusion over
every economic process. [It] is the opium of
the people. . .. And this is precisely its po-
litical function. It is because [new money]
confuses everything that it is so consistently
resorted to by our modern “planned econ-

omy” governments.

[For government to create new money to fa-
cilitate its spending] . . . is . . . a form of tax-
ation. It is perhaps the worst possible form,

which usually bears hardest on those least

% 345
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able to pay.... It discourages all prudence and
thrift. It encourages squandering, gambling,
reckless waste of all kinds. It often makes it
more profitable to speculate than to produce.
It tears apart the whole fabric of stable eco-
nomic relationships. Its inexcusable injustices
drive men toward desperate remedies. It plants
the seeds of fascism and communism. It leads
men to demand totalitarian controls. It ends

invariably in bitter disillusion and collapse.”

Hazlitt’s comment that reckless new money creation
leads to gambling and collapse echoes what the young
John Maynard Keynes had said, that it turns an econ-
omy into “a gamble and a lottery,” that “it engages all the
hidden forces of economic law on the side of destruc-
tion.””’ In effect, Keynes at that stage in his career, before

he himself became a “Keynesian,” was arguing that such

policies exploited economic law for nihilist ends.

None of this is exactly new for economists. John Stu-

art Mill, one of the greatest nineteenth-century econo-

mists, had already written about it in 1830:

When the delusion [caused by new money]
vanishes, those whose commodities are rela-
tively in excess must diminish their produc-
tion or be ruined; and if during the high prices
they have built mills and erected machin-

ery, they will be likely to repent at leisure.”®
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Contemporary monetary economists go to great
lengths to avoid acknowledging the reality described by
both Hazlitt and the young Keynes. Fed chairman Janet
Yellen solemnly tells Congress that the Fed has failed to
achieve its goal of “price stability” She does not mean
that prices are heading up despite her best efforts to
hold them back. On the contrary, in her Orwellian Fed
speak, she is complaining that the Fed has not achieved
the rising prices it actually seeks, despite its statutory
mandate to keep prices stable. In this instance, as in oth-
ers, if you do not like the law, in this case the statutory
as well as economic law, under which you are operating,
just ignore ordinary language and willfully distort the
meaning of words.

Lael Brainard, a Fed governor quoted earlier, noted
in a speech that Japan and Europe had not renewed eco-
nomic growth by creating mountains of new money.
She concluded from this, not that the policy had failed,
as it had, but that the US should create even more new
money. Economic writer Jim Grant forthrightly sum-
marized the contradictory nature of what she was say-

ing in obscure monetary jargon:

In other words, let us emulate the interven-
tionist policies of the Bank of Japan and the
European Central Bank to ensure that America

does not come to resemble Japan or France.””
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Summary [aws of
Economics

99.Summary Law of Economics: If you want a
thriving economy, protect free and flexible
prices.

HIS FINAL LAW follows from everything that
| has preceded it. An economy is a trust system. It
prospers to the degree that truthful prices enable
us to communicate and compete with one another
within an overall framework of cooperation. Both truth
and trust falter or fail when prices are interfered with,
manipulated, or controlled by political authorities. We
then reap a whirlwind of political corruption and eco-
nomic hardship.
Some of the various ways that governments inter-
fere with prices have already been mentioned. A com-

plete list would be too long to enumerate. A shorter

R
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list would include: direct price controls, sometimes
set in collusion with special interests, price floors, sup-
ply restrictions, grants of monopoly, extensions of
monopolies, restrictions through licensing, subsidies
(both direct and indirect), easy or cheap credit, favors
in government purchases, non-competitive bidding,
bailouts, targeted tax breaks and penalties, favors in
legislation or regulation, protection from new compe-
tition, protection from lawsuit or other legal threats
or expenses, other ways of picking economic winners
and losers, etc.

In return, public officials expect hard (illegal) or
soft (legal) bribes such as campaign contributions,
other campaign assistance, help “messaging,” loans,
“sweetheart” investment opportunities, support from
“foundations,” regulatory fees to substitute for gen-
eral taxes, jobs for family, friends, or (eventually after
leaving office) self, travel, entertainment, or other
“favors,” general support, and deference.

The great British statesman and historian Lord Macau-

lay argued that we generally survive such corruption:

Profuse government expenditure, heavy tax-
ation, absurd commercial restriction, cor-
rupt tribunals, disastrous wars, . . . perse-
cutions, conflagrations, inundations, have
not been able to destroy capital so fast as
the exertions of private citizens have been

.78
able to create it.”
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Macaulay was describing recent centuries. It is true
that since the late eighteenth century, private capital has
grown, however slowly and fitfully, despite government
corruption. Billions of us would not otherwise be alive.
Before the eighteenth century and the beginning of the
industrial revolution, the record shows that virtually all
capital was eventually consumed, stolen, or destroyed.
There were ups and downs but virtually no sustained
economic growth for most of human history.

Moreover, crony capitalist corruption tends to feed
on itself, especially in the modern era. The more lying,
cheating, and theft there are, the more there will be.
If this process runs unchecked, it can eventually lead
to yet another economic and social collapse. The most
reliable way to avoid this is to keep powers of govern-
ment divided, as they are by the US constitution, and
in addition to keep government and economy divided,
so that government’s sole role in the economy is to
make and enforce laws for all, not to “lead” or “run”

the economy itself.

100. Corollary A of Summary Law of Economics
(The test that distinguishes good govern-
ment law pertaining to the economy from
bad is that good government law does not
interfere with, manipulate, or control prices.)






Appendix

Summary List of

One Hundred Laws

Laws of Economic Analysis (Chapter |)

1. Law of Analytic Laws: If . . . then analysis assists
us just as much in the social realm as in the physi-

cal realm. [See page 165.]

2. Corollary A: Material Life (If we restrict our inquiry
to material life, we will misunderstand economic

laws.) [See page 166.]

3. Corollary B: Boundaries (If we look for economic
laws only outside ourselves, we will also misun-

derstand them.) [See page 167.]

4. Corollary C: Physical Science Myopia (If we only
look through the lens of the physical sciences,
we will also misunderstand economic and other

social laws.) [See page 167.]
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I0.

II.

. Corollary D: Logic (If we concentrate on ordi-

nary logic, the kind of logic we use to police our
everyday language, it will give us the best results
in identifying, defining, and using economic
laws.) [See page 169.]

Corollary E: Mathematics (It is an essential tool
for economic calculation, but if we try to use
it in the same way it is used in the physical sci-
ences, the results will not be helpful to us.) [See
page 173.]

Corollary F: Economic Data (Observations from
the past are not relevant or reliable enough for
more than limited use. If you base decisions on
old correlations, you will likely make poor deci-
sions.) [See page 174.]

Corollary G: Predicting the Future (In relying
on economic laws, we should understand that

they are usually probabilistic in nature.) [See

page 177.]

. Corollary H: Immutability (No matter how much

we change, the underlying tenets of economic law
do not change.) [See page 178.]
Corollary I: Universality (Economic laws apply

without exception to everyone.) [See page 179.]

CorollaryJ: Corruption (If we rely on laws, phys-
ical or social, there will be attempts to corrupt

and misuse them.) [See page 180.]
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Laws of Economic Sustainability (Chapter )

12. Law of Sustainability: Economic laws are con-
cerned with and help guide us toward sustain-
ability. [See page 181.]

13. Corollary A: Unintended Consequences (A refusal
to think sustainably produces unintended but usu-
ally not unforeseeable negative consequences.) [See

page 182.]
Laws of the Division of Labor (Chapter I11)

14. Law of the Division of Labor: If we share labor,
we may be able to make ourselves much more

productive. [See page 18s5.]
15. Corollary A: Voluntary Exchange (If we empha-

size not just exchange of labor, but voluntary
exchange of both labor and goods, we will get bet-

ter and more reliable results.) [See page 186.]

16. Corollary B: Private Ownership (If we are to

exchange, we must first own.) [See page 187.]

17. Corollary C: Potential Diseconomies of Scale (If
we exchange labor, it must be carefully organized,
or we may become less, not more productive.) [See
page 188.]

18. Corollary D: Diminishing Returns (If we add to
one input without considering the effect on other
inputs and the total process, we may disrupt rather

than enhance production.) [See page 188.]
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19.

20.

21.

22.

23.

Corollary E: Potential Economies of Scale: (If we
scale up in a logical way, it can make us far more

productive.) [See page 189.]
Corollary F: Comparative Advantage or Shared

Advantage (Even if different parties or countries
are ill-matched in skill or resources, they will do

better cooperating.) [See page 190.]

Corollary G: Absolute Advantage (Even if one
party or country has all the skills and resources
and the other has none, they are still better off
cooperating.) [See page 191.]

Corollary H: Deceptive Trade Practices (What is
called “free trade” by governments may actually
be the opposite of genuine free trade and may
destroy the potential benefits of a global division
of labor.) [See page 193.]

Corollary I: Scale of Participation (If people
choose not to participate in shared labor, either
because they do not work at all or because they
do not share their work, everyone will have less

than they might have had.) [See page 195.]

Laws of Prices (Chapter 1V)

24.

25.

Law of Prices: If we wish to cooperate on a volun-
tary basis, we must have shared, workable, flex-
ible prices. [See page 197.]

Corollary A: Discovery and Communication (If

shared prices are to help us, they must operate as



26.

27.

2.8.

29.

30.

31.

32.
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both a discovery and information system.) [See
page 198.]

Corollary B: Order (If we allow prices to do their
job, they will create, maintain, and enhance eco-

nomic and social order.) [See page 199.]

Corollary C: Honest Prices (If we want prices
to do their job effectively, we must refrain from
manipulating, controlling, or corrupting them.)
[See page 201.]

Corollary D: Supply (If we want to lower prices,
the most effective way to do so is not to try to
control them, but rather to increase supply.) [See
page 203.]

Corollary E: Demand (If we want to increase
prices, for example wages, the most effective
way to do so is not to mandate it, but to increase

demand.) [See page 204.]

Corollary F: Supply and Demand (If we allow
supply and demand to operate, they will balance
each other in a way that reflects consumer prefer-

ences.) [See page 204.]

Corollary G: One Price (Markets tend to produce
a single price for a given good.) [See page 206.]

Corollary H: Marginal Utility (If you are trying to
price your product, you cannot just take costs and
add a profit margin in order to arrive at a solution.

You will have to start with what the buyer will pay
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at this moment for this product, anticipate cor-
rectly what the buyer will pay in the near future,
and then sece if you can keep production costs

below this figure.) [See page 207.]
33. Corollary I: Monopoly (An attempt to thwart

consumer power over prices tends to fail without
government support. Although modern govern-
ments pretend to police monopoly, the police-
man is easily bought off with protection money

of one kind or another.) [See page 210.]

Laws of Profits (Chapter V)

34. Law of Profits: If you want lower prices for ordi-
nary people, do not try to abolish profits. The exis-
tence of profits tends to bring prices down. [See
page 213.]

35. Corollary A: Consumer Control (If you want
ordinary people to control the economic system,
then profits are essential for that purpose as well.)
[See page 216.]

36. Corollary B: Patience (If you are unwilling to
think very long term, even beyond your lifespan,
you will not be able to realize the full fruits of the
profit system.) [See page 216.]

37. Corollary C: “Speculation” (If you want to earn
large profits, do not think that it is enough to
speculate.) [See page 217.]
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38. Corollary D: Loss and Bankruptcy (If you think the
profit system is primarily about profit, you misread

the signals it is trying to send you.) [See page 218.]
39. Corollary E: Change (If you want to carn a profit,

you must embrace change.) [See page 218.]

40. Corollary F: ChangingIdeas: (Often the chief bar-
rier to economic progress, as measured by produc-
tivity, is not scarcity of capital, skilled workers, or
technology, but rather the human reluctance to
give up old ideas.) [See page 219.]

41. Corollary G: “Frictional” Unemployment (“Full
employment” may signal an economy with a bet-
ter past than future.) [See page 221.]

Laws of Profits and Wages (Chapter VI)
42. The Law of Profits and Wages: If your goal is

to raise wages, the price and profit system best
accomplishes that. [See page 223.]

43. Corollary A: Union Wage Gains (If the goal is to
increase the share of total business revenue earned
by workers, unions do not help.) [See page 224.]

44. Corollary B: Mandated Wage Floors or Gains (If
the goal is to help workers, these also fail their
intended purpose.) [See page 225.]

45. Corollary C: Say’s Law of Supply and Demand (If
you want to increase demand, logically you should

start by increasing supply.) [See page 229.]
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46. Corollary D: Balanced Prices (If the goal is eco-
nomic prosperity and more and better-paying
jobs, no across-the-board price or cost adjust-
ment will help. The key to prosperity is balanc-
ing prices in a profitable way, which can only be
done price by price.) [See page 233.]

47. Corollary E: Wage Ceilings (If wage floors do not
help, might wage ceilings help, at least applied to
the rich? No.) [See page 235.]

Laws of Economic Equality and Inequality
(Chapter VII)

48. Law of Economic Equality and Inequality: If our
goal is economic equality, we must recognize
that not all forms of economic equality are logi-
cally compatible. [See page 239.]

49. Corollary A: The Problem of Envy (If our goal
is a better economic outcome, envy will make it

harder to achieve.) [See page 243.]
so. Corollary B: Inequality “Data” and Its Interpret-

ers (If we try to illuminate these matters with
data, it takes a great deal of careful thought to
ensure that it is not irrelevant or even mislead-
ing. With information, as with production or
investment, the most critical issue is quality, not
just quantity.) [See page 244.]

s1. Corollary C: Greed and Conspicuous Consump-

tion (If our goal is economic equality of opportunity
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rather than of outcome, this does not in any way

condone “greed.”) [See page 246.]
s2. Corollary D: The “Trickle Down” Fallacy (We

need not fear that the success of the rich will
impoverish the poor.) [See page 248.]

53. Corollary E: Wealth Taxes (If you want to help
the poor or middle class, do not tax wealth.) [See
page 249.]

54. Corollary F: Wealth “Redistribution” (It is not
advisable, but there are better and worse ways to
do it.) [See page 250.]

55. Corollary G: Making the Worker the Boss
(Employee ownership as a potential way to
“redistribute” income more broadly is also prob-

lematic.) [See page 253.]

Laws of the Division of Labor within the Free
Price System (Chapter VIII)

56. Summary Law of the Division of Labor within the
Free Price System: If we wish to be economically
successful and prosperous, we must choose com-
petition within an overall framework of coopera-
tion, and in doing so, reject other choices, such as
tribalism. [See page 255.]

57. Corollary A: Competition within an Overall Sys-
tem of Cooperation (This necessarily produces
superior economic results relative to either com-

petition or cooperation alone.) [See page 257.]
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58

59.

6o0.

61.

62.

Corollary B: Growing Networks (There is no
limit to the number of people who can simulta-
neously compete and cooperate in this way.) [See
page 258.]

Corollary C: Worldliness Redefined (Aggression
no longer pays.) [See page 259.]

Corollary D: Nation Size (In this new world,
with respect to political units, “small is beauti-
ful”) [See page 259.]

Corollary E: Individualism and Cooperatism (Con-
trary to common assumption, the two are actually

synonymous.) [See page 260.]

Corollary F: World Governments Today (Not only
nihilist terrorist organizations, but also national
governments, especially the world’s “great powers,”
continually threaten to pull us back into atavistic

and destructive tribalism.) [See page 262.]

Laws of Economic Calculation (Chapter IX)

63. Law of Economic Calculation: If we wish to suc-

ceed economically, we must take full advantage

of economic calculation. [See page 265.]

64. Corollary A: Measuring Change (As noted earlier,

if the goal is economic progress, change is ines-
capable, and economic calculation is the essential
tool to manage and promote intended rather than

unintended change.) [See page 267.]



Summary List of One Hundred Laws < 363

65. Corollary B: Limits of Calculation (As in every-
thing else, it is quality of economic calculation,
and attention to its limits, that matters most. Net
present value offers an especially helpful perspec-
tive in that it keeps us focused on the long term,
not just backward-looking financial statements.)
[See page 268.]

66. Corollary C: Externalities (For society to make best
use of economic calculation, we must understand

this limitation in particular.) [See page 270.]

Laws of Economic Calculation outside Business
(Chapter X)

67. Law of Economic Calculation outside Business:
Whatever its limitations outside business, it is

still the essential tool. [See page 273.]

68. Corollary A: “Borrowed Prices” (In order for a
government to calculate, it must “borrow” prices.)
[See page 274.]

69. Corollary B: Halfway Houses between Social-
ism and a Free Price System (If we mix Socialism
with the Free Price System, we should not expect
optimal results.) [See page 276.]

Economic Law of Government (Chapter Xl)

70. Summary Economic Law of Government: The
deeper government gets into controlling the econ-
omy, the more social and economic corruption it

creates. [See page 279.]
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Laws of Money (Chapter XiI)

71.

72.

73

74

75-

76.

77

Law of Money: If people accept and use some-
thing as money without first having to convert it
to money, then it is money. It is not legal tender

laws that make it money. [See page 281.]

Corollary A: Gold (Although gold today is not
“legal tender;” it still functions as an “alternative”

currency.) [See page 282.]

Corollary B: Gresham’s Law (If money is debased by
government, the inferior money will tend to drive

good money from circulation.) [See page 283.]

Corollary C: “Paper” Money (Given that “paper”
money has even less gold in it than a clipped or
diluted coin, and as noted above is infinitely rep-
licable by governments, it is potentially subject

to Gresham’s Law.) [See page 284.]
Corollary D: “Paper” Money and Inflation (Any-

one holding paper money while prices are rising
is constantly suffering some degree of debase-
ment.) [See page 285.]

Corollary E: Diversification (Although cash is a
risky, not a riskless investment, all other invest-
ments are risky, too. Fortunately the risks are not
all the same, which enables an investor to seek to

control overall risk.) [See page 286.]

Corollary F: Investment Value (Another impor-

tant way to reduce risk is to avoid investments
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that have recently become more expensive with-
out a clear change in earning power or that are

currently winning a “popularity” contest.) [See

page 287.]

Laws of Money Prices (Chapter XIII)

78. Law of Money Prices: It is an error to think of
money as inherently different from other prod-
ucts and services; it too is subject to supply and
demand. [See page 289.]

79. Corollary A: Stabilizing Prices (Attempts to sta-
bilize money prices will just destabilize the eco-
nomic system.) [See page 290.]

80. Corollary B: Measuring Prices (Attempts to sta-
bilize money prices also presume that we can
reliably measure economy-wide prices, which is
false.) [See page 292.]

81. Corollary C: “Elastic” Money Supply (Another
fallacy that is economically destructive.) [See
page 294.]

82. Corollary D: Real Wealth (It is not a matter of
money.) [See page 296.]

83. Corollary E: Deflation (We should welcome it.)
[See page 297.]

84. Corollary F: Inflation (Roots of ) [See page 300.]
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Law of Interest Rates (Chapter XIV)

8s. Law of Interest Rates (on Money Loans): Lend-
ing rates reflect an inescapable social reality: that
money in hand is worth more than money in
the future. They also represent some of the most
important prices in the economy and as such
both reflect and balance supply and demand.
If we interfere with them, we will lose both the
vital signal and balancing services they provide.

We will not improve our economic prospects.

[See page 309.]

Laws of Banking (Chapter XV)

86. Law of Banking: The way banking is currently set
up guarantees its instability. [See page 311.]

87. Corollary A: Fractional Reserves Create Money
(We have more or less inadvertently given banks
the power to create new money more or less sur-
reptitiously.) [See page 313.]

88. Corollary B: The Federal Reserve (‘The power of
banks to create money has led to a government
takeover of them, which is used for government’s
own surreptitious purposes.) [See page 314.]

89. Corollary C: Fed as Price Fixer (Everything the
Fed does represents an effort to fix some of our

most important economy-wide prices.) [See

page 31s.]
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90. Corollary D: Reform (Banking can be put on a
more solid foundation, most obviously by eliminat-

ing fractional reserve banking.) [See page 317.]
91. Corollary E: Bank Privatization (Money and

banking services are not inherently different from

other commercial services.) [See page 318.]

Laws of Government-Controlled Banking
(Chapter XVI)

92. Law of Government-Controlled Banking: If
we allow government to continue to tighten its
control of banking, we should not be surprised
if government uses this control for its own pur-
poses, not to improve prospects for the economy.
[See page 321.]

93. Corollary A: Government Financing Options
101 (In the end, the public pays one way or the
other.) [See page 325.]

Laws of Spending Versus Saving (Chapter XVII)
94. Law of Spending Versus Saving: No one is so fool-

ish as to try to spend his or her way to wealth.
We create wealth by abstaining from spending,
by saving, by making wise investments, and by
working hard to make the investments as pro-
ductive as possible. Governments are not exempt
from this reality. Whether financed by taxes,
debt, or money creation, its spending does not

“stimulate” an economy. [See page 327.]
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95. Corollary A: “Fiscal Stimulus” (Also Referred to
as “Growth” Policy) [See page 329.]

96. Corollary B: Keynesian Financing “Tricks” (Bor-
rowing is cheaper but more destructive if interest
rates are controlled and especially if government

borrows from itself.) [See page 333.]

Law of the Non-Neutrality of Money (Chapter
XVill)

97. Law of the Non-Neutrality of Money: Injecting
new money into the economy from any source,
whether fractional reserve banking, “quantitative
casing,” or “fiscal stimulus,” by definition cannot be
neutral, contrary to assertions in most economic
textbooks. Non-neutrality of money matters a

great deal for an economy. [See page 337.]

Law of the Non-Neutrality of Money, Newly
Created Money, “Business Cycles,” and
Depressions (Chapter XIX)

98. Law of the Non-Neutrality of Money, Newly
Created Money, “Business Cycles,” and Depres-
sions: The most fundamental source of chronic

economic bubble and bust. [See page 341.]

Summary Laws of Economics (Chapter XX)

99. Summary Law of Economics: If you want a thriv-
ing economy, protect free and flexible prices.

[See page 349.]
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100. Corollary A: The test that distinguishes good
government law pertaining to the economy from
bad is that good government law does not inter-

fere with, manipulate, or control prices. [See

page 351.]
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