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To my parents, who raised me with a belief in a just world. Their example and teaching gave me the strength to fight to transform their dream into reality.


FOREWORD TO THE PAPERBACK EDITION

IN THE LAST FEW YEARS THE ECONOMIC POLICY DEBATE IN Washington and the nation at large has been dominated by current events: the unemployment crisis, the Euro crisis, the partisan squabble over the debt ceiling in fall 2013. Much less attention has been dedicated to the fundamentals of the US economy. Does our system work? Does it provide enough incentives to enhance the prosperity of the American people? Does it generate opportunities for everyone?

Most Americans today are likely to respond negatively to all these questions and for good reason: the evidence supports their pessimistic view. Yet despite this generalized dissatisfaction, the mainstream political debate ignores these questions. The reason is simple: neither of the two main political parties can provide a satisfactory response. The traditional Left and Right division has lost much of its meaning. Is it a Right or a Left policy to tax heavily the young to protect the privileges of the old? Is it a Right or a Left policy to eliminate the subsidies to industry and farming? Is it a Right or a Left policy to reduce the obstacles to competition created by the heavy lobbying of large incumbent firms?

This book was written not only to expose what it is not working in America, but also to provide a new direction on how to fix it. It was written to change the nature of the political conversation in America from an excessive focus on partisan policies aimed at addressing short-term problems to proper attention to the fundamental choices that determine the future of America. Since the time this book was written, the need for such a change in the political discourse has only grown. The unique brand of American capitalism—which in the last sixty years has created tens of million jobs, lifted out of poverty millions of immigrants, and inspired the world over—seems to be losing its luster, slowly degenerating into a form of crony capitalism that undermines both our prosperity and our democracy.

Americans who are lucky enough to have been born in this country may fail to appreciate how different American capitalism has been from the various flavors of it prevailing in most of the world. At its best, American capitalism has been a fiercely competitive system, where the state ensured that the playing field remained level. It is a meritocratic system where everyone is offered an opportunity to succeed. It is a fully democratic system that guarantees that this engine of growth works for everyone’s benefit. In the great words of Abraham Lincoln: “Nowhere in the world is presented a government of so much liberty and equality. To the humblest and poorest amongst us are held out the highest privileges and positions. The present moment finds me at the White House, yet there is as good a chance for your children as there was for my father’s.”1

I believe that only an immigrant like myself can fully appreciate how rare this brand of capitalism is. In much of the world the rule of the day is a dangerous marriage between an economic elite, made politically powerful by their wealth, and a political elite, made economically powerful by an overly intrusive government. This Faustian pact between powerful politicians and powerful businesspeople reshapes the playing field to the benefit of the incumbents, creating space for corruption and cronyism. It suffocates the creative spirit that generates growth. It denies to the have-nots a chance to succeed. It undermines the very values this great nation was built upon. If one wants to get a glimpse of where this policy leads, one has to look no further than my native country, where a spiral of low (even negative) growth and excessive debt are leading the country to a collapse.

The secret ingredient of this unique brand of “capitalism for the people” has been a balance between the redistributive tendencies of a democratic system and the plutocratic risks of an autocratic capitalism. By its very nature, a democratic system tends to redistribute wealth from the few to the many—even at the cost of violating property rights and thus possibly killing incentives to create wealth. By contrast, an autocratic capitalism tends to protect the interests of few incumbents at the expense of the hoi polloi, even at the cost of suffocating competition, which is the ultimate source of generalized prosperity. Unfortunately, once they begin, both these degenerations trigger a negative spiral from which it is difficult to emerge. Once a government has developed a reputation for expropriating its citizens there is little cost in living up to that reputation because the risk of it has been built into the expectations. So expropriation leads to more expropriation. Similarly, lack of competition leads to nepotism and cronyism because, in the absence of fierce competition, incumbent firms can afford to appoint their friends and still survive. Once an incompetent appointee finds himself in a powerful position, he tends to hire only subordinates of equal or lower quality, because talented people pose a threat to him. After a few years, a firm’s human capital becomes so eroded that it is not able to compete without some form of protection. The more protection it gains from the government, the greater the possibility of cronyism, which in turn makes protection even more necessary.

For this reason, it is very important to stop this degeneration early on. As an immigrant from Italy, I have seen the tragic end to this devolution and am therefore sensitive to early signs. But the signs in the United States are becoming increasingly clear. More money is made on K Street than on Main Street. Young entrepreneurs develop a lobbying strategy before a business one. Even innovative Silicon Valley firms find the need to develop their lobbying department. Consequently, between the years 2000 and 2010 lobbying expenses more than doubled, rising from $1.56 billion to $3.55 billion.2 In the meantime, the total cost of the presidential campaign, which was “only” $1.4 billion in 2000 rose to $2.6 billion in 2012, and the cost of all the congressional races leaped from $1.7 billion in 2000 to $3.7 billion in 2012.3

Lobbying does not involve political donations alone. As a report from the US House Committee on Oversight showed, infamous mortgage lender Countrywide offered cut-rate mortgages to elected officials as a lobbying tool. Congressional members, staffers, and even judges received fast loan processing and, most importantly, preferential terms. In exchange for what? Although the committee cannot prove any quid pro quo, these statistics suggest an obvious benefit: influence.4

Former Senator Chris Dodd, who was for many years the chairman of the Senate Banking Committee, received several discounted loans from Countrywide. Coincidentally, in June 2008 Dodd proposed a housing bailout program that would have helped lenders like Countrywide. Similar VIP treatment was given to Kent Conrad, chairman of the Senate Budget Committee.

From the industry’s point of view, this was money well spent. The financial industry, the largest political fund contributor, survived untouched in the aftermath of the 2008 financial crisis. Although CEOs, corporate presidents, directors, and officers were prosecuted and convicted after the savings and loan crisis, they were not after the 2008 financial crisis. The Justice Department no longer keeps score of boardroom prosecutions because—as a commentator said—“it would be really embarrassing.”5

Similarly, the pharmaceutical industry, the second largest political contributor, succeeded in obtaining what it wanted: preventing free trade in drugs. As recent revelations uncovered, President Obama, the same Obama who as a candidate denounced the excessive role played by the pharmaceutical industry in the 2003 Medicare Modernization Act, bought off the consensus of big pharmaceutical companies to his Affordable Care Act by suppressing free trade in the drug market. Far from being ashamed of this, many of his fellow Democrats saw in this alliance with big business a key strategy to win elections.6 Unfortunately, the Republican Party has done even worse: defending indefensible farm subsidies to rich farmers while at the same time cutting food stamps for the poor in the name of budgetary considerations.

Not surprisingly, as capitalism becomes more cronyistic and corrupt, popular resentment against it rises; the economic pie does not grow fast enough and its division is perceived as increasingly unfair. Yet there is an additional element that contributes to the rising populism: the increasing tightness of the fiscal budget. Since World War II, Western democracies have maintained a high degree of consensus thanks to relatively high real GDP growth rates and little government budget constraint. When per capita GDP doubles every ten years, even a repressive regime like that in China can enjoy wide support. Western governments have maintained consensus as growth rates have slowed by borrowing against the future. These structural deficits, which shift the burden of repayment to future generations, are made possible by positive population growth and real GDP growth rates. Debt-financed deficits do not really burden future generations when future generations are richer and more numerous: they will hardly feel the burden. But when the population curve starts going negative and real GDP stalls, then the get-now-pay-later game ends. In fact, it sometimes starts to work in reverse when the current generation has to start repaying the debt past ones dumped on them.

Greece, Portugal, and Italy now find themselves in this situation, and most Western democracies (including Japan) will be there soon. In this context traditional Left-leaning policies lose their appeal: there is no money to spend. And if key social programs have to be preserved, the only solution is taxation, taxation, taxation. Facing this bleak prospect, voters are lured by dangerous forms of Left-leaning or Right-leaning populism. In the last Greek election 45 percent of voters supported radical extremist parties. In Italy a majority did, including the 25 percent of voters who were for a new anti-establishment party run by a professional stand-up comedian. These results are a clear sign of a crisis that is slowly affecting all Western European democracies and starting to show its ugly head in the States.

As these premises, which I make clear in the book, increasingly show themselves to be true, my main thesis becomes even more valid today than when the book was first published. Instead of rejecting these populist movements, we should understand them and so help to direct their destructive force toward the crony component of capitalism, not capitalism itself.

This book provides a road map for doing so. It does not lay out a platform for the next election, but rather a coherent set of policies for the next twenty years. I have to admit that in the current political environment most of my proposals have no chance of succeeding. The lack of immediate success, however, does not mean these policies are not useful. In fact, their small chance of success today almost proves their validity. In the current political environment proposals need a powerful interest group to advocate for them. The easiest way to obtain this support is to tilt a proposal so as to benefit one powerful group at the expense of everybody else. Proposals like mine, which try to distribute fairly both benefits and costs, stand the least chance of being adopted. Indeed, this political game is so well known that many economists already design their proposals with the aim of subtracting resources form the uninformed many to give to the informed few—thereby transforming themselves from impartial advisers to advocates of vested interests. Not I.

If my proposals are not easily implementable today, are they irrelevant? I do not think so. Rome wasn’t built in a day, as the saying goes, and the radical transformation I propose cannot take place overnight either. Yet it is important to devise a plan to fix the perpetual problems we face. My plan, as originally laid out in A Capitalism for the People, may not be an easy path to recovery but it is a coherent one.

I am confident that in the long term good ideas prevail over entrenched interests, over the tyranny of the status quo, over less valid ideas. Only time will tell if the solutions I lay out in this book are able to solve all our problems. I certainly hope so. But I want my ideas to be evaluated on their merit, not on whether the current political environment deems them feasible. After all, if good ideas cannot be implemented in the current political environment, it is probably because the political environment needs to be changed, not the ideas.

I hope this book provides an inspiration on changing that environment.


PREFACE

AMERICANS ARE ANGRY. THEY ARE ANGRY AT BANKERS, who contributed to the financial crisis but didn’t pay for it. They are angry at the ineffectual political establishment, which blamed the bankers but deserved at least as much blame for failing to rein them in. They are angry at an economic system that makes the rich richer and leaves the poor behind. They are angry because the ideal of “a government of the people, by the people, for the people” is at risk of perishing from the earth.

This anger has surfaced in many spontaneous movements: the demonstrations in front of executives’ houses, the activism of the Tea Party, the Occupy movement. Though these movements are united in their opposition to the status quo, one searches in vain among their writings and platforms for a workable alternative. While the Tea Party has successfully channeled the anger against government, it has failed to do so for the resentment against bankers. While the Occupy movement proclaims that it fights for the 99 percent, it has been unable to figure out how to conduct that fight.

What can I bring to this discussion? In theory, I am one of “them”: a professor of finance at a leading university and fortunate enough to be in the top 1 percent of the income distribution. Yet I am angry, too, and scared. Angry because the idea of free markets has been increasingly

taken over by entrenched business interests, fundamentally altering the equilibrium of American democracy. Scared that Americans, in their justifiable anger about the way things have gone, will choose a path that brings an end to American capitalism as we know it. For all its defects, that capitalist system offers the best hope for the most people. It is a model that defenders of freedom all over the world look to for guidance.

While my academic training gives me a special understanding of American capitalism (including what is wrong with it), it’s another part of my experience that drove me to write this book. I am an immigrant to the United States. I came here in 1988 from Italy because I was trying to escape a system that was fundamentally unfair. Italy invented the term nepotism and perfected the concept of cronyism, and it still lives by both. You are promoted based on whom you know, not what you know. Americans were recently exposed to the corruption of the Italian system by Silvio Berlusconi, the tycoon-turned-politician who ran the country for nearly two decades. While Berlusconi represented an extreme, even by Italian standards, he was not an accident but the product of a degenerate system. I emigrated to the United States because I realized that it offered me an inestimably brighter future than my native country. And when I got to America in 1988, I wasn’t disappointed; I experienced for the first time the inebriating feeling that any goal was within my reach. I had finally arrived in a country where the limits to my dreams were set only by my abilities, not by the people I knew.

Wherever you stand on the political spectrum, whether you’re a conservative Republican or a liberal Democrat or somewhere in between, I would gently suggest that you have no idea what it’s like to live in a country where there is virtually no meritocracy and competition is considered a sin. Even emergency-room doctors in Italy are promoted on the basis of political affiliation instead of ability. Young people, rather than being told to study, are urged to “carry the bag” (fare il portaborse) for powerful people, in the hope of getting back some favors. Mothers push their daughters into the arms of the rich and powerful, seeing it as the only avenue of social promotion. The talent selection process is so broken that you easily find very smart people employed in very menial jobs and very mediocre people in powerful positions. Until 1990, companies in Italy could openly and legally collude to defraud their customers; they still collude today, but they are less open about it. The best way to get rich is to be politically connected and receive a government contract.

The only protesters against this system came from the radical Left, which was less interested in changing the system than in replacing it with a socialist one. In a country full of privileges based on birth, the Left, instead of fighting for equality of starting points, fought to eliminate all selection mechanisms, viewing them as discriminatory against the have-nots. One consequence of this was that universities were not selective in admissions. Regardless of your grades, you could get into any college you wanted, forcing all colleges toward lower standards. The unintended consequence of this egalitarianism was that it produced an undifferentiated mass of mostly ignorant graduates. Companies seeking workers resorted to hiring on the basis of the only system that works in the absence of credible sorting: personal connections.

While in college in Italy, I developed an interest in economics and hoped to study it at the graduate level and to become an academic. For the average college graduate in the United States, such a goal might require practicing for the GREs and analyzing various rankings to figure out what the best graduate programs were. Not in Italy. Many people, including my father, told me that if I wanted to have a university career, I had to pay my dues to some local professor—to carry his bag—which meant essentially working for free not only on his academic projects but also on his consulting ones. I decided instead to apply to universities in the United States. But even that plan did not seem promising, because I was unable to secure a letter of recommendation from the most famous professor at my college. When I had asked him to supervise my undergraduate thesis, he had declined, saying that he lacked the time—despite my excellent grades, and despite the fact that he had found the time to supervise a classmate of mine, who had the support of an influential person. When I later approached this professor for a recommendation, his secretary told me that he wrote letters only for the people he had advised. Thus, I was out of luck. I studied extra hard for the admissions tests, however, and I made it into MIT. In spite of my less than positive experience, I considered returning to Italy upon receiving my PhD from MIT. At the very time the University of Chicago was hiring me, an Italian professor asked me to withdraw my application from national competition for Associate Professor in Italy. I knew it was a long shot, but if I made it in Chicago as an assistant could I at least try to compete for a position as an associate in Italy? The worst that could happen to me was that my application would be discarded, right? No. I was told that they would write a terrible report on me that would stay on my record forever. The real reason—I suspect—was that in spite of my young age I had a better record than the local candidate who had paid his dues (after all, my father was right). They did not want me in the race, so they resorted to not-so-veiled threats.

I realized Italy was not for me. After six years, I received tenure at the University of Chicago. In Italy, the process would have taken more than twice as long. I was able to build a career without needing to trade on family connections—or, worse, flattering people just because they had seniority. I owe more than my success to this country: I owe my life. I would not have survived the humiliations and frustrations of the Italian system.

And so, until the financial crisis of 2008, I was fairly disengaged from the American political debate. With all its defects, the US system looked so much better than the Italian one that I was not inclined to do much more than appreciate my good fortune. I felt that I could add more by being involved in the public square in my home country, where the problems are so much greater and the system hobbles the few competent people it hasn’t driven away.

But it wasn’t long after arriving in the United States that I began to notice things that felt more like home—as if I were watching a movie I’d seen before. The first case was the 1998 rescue of the largest hedge fund of the time: Long Term Capital Management (LTCM). Founded by genius “quants,” the fund was actually playing fairly simple arbitrage strategies, but it had borrowed so heavily that when a few of those strategies went wrong, the fund blew up. At the time, Warren Buffett offered to rescue LTCM, though in a manner that would have cost its owners their entire investment. Instead of allowing that to happen, the Fed stepped in and coordinated a rescue effort that proved more generous to LTCM’s investors and managers—a group that happened to include David Mullins, former vice chairman of the Fed. Unlike many to come, this Fed-brokered deal cost American taxpayers nothing. But the Fed had used moral suasion to alter the normal market rules—worse yet, for a friend. As the Financial Times wrote at the time, this was a case of crony capitalism, American-style.

Then came the ascent of George W. Bush, scion of a former president. Under him, the Republican Party moved away from the promarket principles espoused by Ronald Reagan and became increasingly pro–big business, placing a tariff on imported steel in 2002 to protect American manufacturers, for example, and offering corporations special rates to repatriate their profits. At the same time, Democrats were becoming cozier with big-business interests, launching “public-private partnerships,” a way to suck money from the government while pretending to do good.

By the time the financial crisis hit in 2008, I felt I had something to contribute to the US public debate. As Austrian-born economist Friedrich Hayek put it in the introduction to his 1944 book The Road to Serfdom: “By moving from one country to another, one may sometimes twice watch similar phases of intellectual development.” What I was watching was the transformation of American finance into an Italian-style crony-capitalist system. Indeed, in one way the American situation is worse, since Americans, unlike Italians, cannot place blame on one bad guy. Berlusconi is us. Through our retirement funds and stock investments, we are the owners of the very companies that lobby to grab our tax money and dominate our political life.

At stake is not just our money but our freedom. Cronyism represses freedom of speech, eliminates the incentive to study, and jeopardizes career opportunities. It has robbed my home country of much of its potential for economic growth. I do not want it to rob the United States as well.

This is neither an academic book nor a trendy summary of the latest economic findings. Rather, it is a description of the problems of the American economic system and a passionate call for change—a call coming from a strong believer in the free-market system, who loves America for what it has always stood for: freedom in the pursuit of happiness.

Fortunately, America has in its DNA the ability to reform itself. Unlike the citizens of most other countries, Americans share a strong belief in the power of competition. As I shall explain in this book, competition is an enormous source for good. To improve the economic system, we need more competition, not less. Unlike many other countries, where populism means demagogy and autocratic dictators, America has a positive populist tradition of protecting the powerless. As I shall explain, this populist vein has greatly contributed to making American capitalism better than all other forms of capitalism—and it can continue to do so. Capitalism for the People is not an oxymoron but a hope: the hope that by merging the best of America’s populist tradition with its strong promarket orientation, we can fight the degeneration of our system.


INTRODUCTION

HAVE YOU EVER RECEIVED A DEATH THREAT? IN THE United States death threats are very uncommon, at least among the law-abiding. Yet a friend of mine actually received one. His transgression? He worked as a consultant for the now-infamous insurance giant American International Group before the 2008 financial crisis. AIG had been so pleased with his performance in devising a mathematical risk model that it offered him a noncompete contract: a sum of money meant to compensate him for agreeing not to move directly to another company or to start his own hedge fund. This is a standard corporate practice that allows companies to retain talent, but unfortunately for my friend, his payment under the agreement was to be made at the end of 2008—just after the biggest government bailout in financial history, with the US government lending $223 billion to AIG at favorable conditions to prevent it from failing. If you find it difficult to appreciate the magnitude of this bailout, consider that it was as if every household in the country had lent AIG $2,000. Thus, few were surprised by the public anger that exploded after the revelation that the insurer, despite its catastrophic performance, had paid $165 million in bonuses to its top executives.

My friend’s noncompete contract was one of those bonuses. Even before the scandal, he had received several death threats when a newspaper mentioned that he had worked for the financial-products division of AIG. Now he was terrified that his name might appear in the paper as one of the recipients of the reviled bonuses. Though he had no legal obligation to do so, he returned the money to the company, hoping that the gesture might keep his name from being published. Fearing for the safety of his wife and his two teenaged daughters, he also began preparing an evacuation plan for them.

How do you feel about this story? In principle you doubtless think it’s wrong to terrorize someone like this, no matter what he’s done. But I would bet that, if you’re like most Americans right now, at least part of you thinks my friend got what he deserved—especially when I tell you that he was in charge of calculating the risk underlying the credit-default swaps underwritten by AIG. Many of you would consider irrelevant the fact that his contract was not subject to performance clauses. After all, he was part of a company that wrought untold economic havoc on the country. The implications of this story—and of our feeling that the system is rigged—go well beyond the fortunes of any one man or company. Historically, respect for property rights, the sacredness of contracts, and faith in the free-market economy have greatly benefited America. They brought prosperity not only to the lucky people who were born in this country but also to the millions of immigrants who came here from all over the world, attracted by American freedom and opportunities.

But our faith in free markets is being eroded. In the past decade, the real income of the median family dropped by 7 percent.1 The median male in his twenties makes 19 percent less (in real terms) today than his father made at the same age, even when he is lucky enough to be employed.2 Today many more young people are unemployed. Looking at the statistics, we find that the chances of an ascent from rags to riches are shrinking, undermining the American Dream. In this context, many people are wondering whether the sacredness of contracts is just a fig leaf to protect the interests of the wealthy at the expense of taxpayers. After all, had the government not intervened, AIG would have defaulted, and those bonuses, like the claim of other AIG creditors, would have yielded only cents on the dollar. Why, then, should they be honored in full with our money? Heads they win, tail we lose. Is this what the free-market system is all about?

Since most of the government-lent money was eventually returned, one might have expected these problems to subside. Yet in the fall of 2011, three years after the bailout, thousands of protesters were camping in New York’s Zuccotti Park (and many other parks around America) to express their anger. And though the protesters may not have been representative of society at large, they earned at least a degree of public support. According to a December 2011 Pew Research Center survey, more Americans agreed than disagreed with the concerns the protesters raised (by a 48 to 30 percent margin), though they did not approve of the ways the protest was being conducted. Some of the themes of the protest have even broader support. For instance, 61 percent of Americans now think “the economic system in this country unfairly favors the wealthy,” and 77 percent believe that “a few rich people and corporations have too much power in this country.”3 For defenders of American-style capitalism, these are troubling numbers.

AMERICAN EXCEPTIONALISM

Most of the Italian economists I know who immigrated to this country—and there are many—came to the United States as extreme leftists, in some cases as active communists. They came here despite their dislike of the US system, because the best universities were here. And I’ve noticed that once they moved to the United States, they tended over time to become free-marketeers. In part, they “saw the light” thanks to the economic knowledge they accumulated. But even more important, I think, is their firsthand realization that many of the free-market benefits that they study in theory actually hold true in this country. Rewards are more likely to be allocated on the basis of merit here than on the basis of political connections. Competition provides people with better products at lower prices. And the low barriers to entry—on average it takes 4 days to start a business in the US, versus 26 in Japan, 62 in Italy, and 128 in Indonesia4—promote the emergence of new ideas and provide opportunities for social mobility.

As I discuss in the chapter that follows, a fortunate combination of historical, geographic, cultural, and institutional factors made American capitalism different from the versions of capitalism prevailing elsewhere in the world. For one thing, in America, democracy predated industrialization (at least in the form of the second industrial revolution, which brought us large and powerful corporations). Accordingly, when these corporations became dominant at the end of the nineteenth century, Americans had a good tradition to appeal to in order to limit their political influence. The Sherman Antitrust Act, passed in 1890, was more the result of a popular revolt against the political corruption perpetrated by large corporations than an attempt to reduce the economic distortion associated with monopolies, which is how it is often interpreted.

American capitalism also developed at a time when the government share of GDP was minuscule. As a result, entrepreneurs’ only route to success was to win in the marketplace, because the penniless government had little to offer. This is very different from the situation faced by latecomer industrial powers, such as the Asian tigers (Hong Kong, Singapore, South Korea, and Taiwan), where capitalism was in significant part a creation of the state and where, from the very beginning, industrial policy favored the politically connected. A capitalism that lets people get rich through political connections, not through succeeding in the marketplace, is a capitalism that feels unfair and corrupt to many people.

Another distinguishing feature of American capitalism is that it arose relatively untouched by foreign influence. In France, Brazil, and even Canada, the fear of economic dominance by American firms created an excuse to grant privileges and protection to the local business elites—often in the name of patriotism. This, too, fostered cronyism.

Finally, the United States benefited from a Protestant ethic that saw wealth as a just reward for hard work, rather than as a gift of luck or even as a sin. In a study focusing on international comparisons, participants were asked to express their degree of relative support for the statement “We need larger income differences as incentives for individual effort” and its opposite, “Income should be made more equal.” Protestants predominantly supported the first, while Catholics and especially Muslims supported the second.5

For all these reasons, the United States fostered a culture that believed in the possibility and promise of economic freedom and open competition. The much-contested notion that hard work will pay off is still an essential part of how most Americans think about life. This attitude has reduced antimarket pressures in the United States and helped to make capitalism popular and secure here. The diffused prosperity generated by American capitalism consolidated the popular support.

A CRISIS OF CONFIDENCE IN CAPITALISM

Over time, many of these factors have changed. The fraction of GDP controlled by the government increased more than sevenfold between 1900 and 2005, while government influence increased even more through ever-expanding regulation. Business has learned to work with this increased government presence in the economy and turn it to its own advantage. Business, for example, did not fight the 2009 stimulus package; it fought to grab the biggest share.

Indeed, the corporate world has become ever more skillful in milking money from the government. Only in the 1980s did Congress start to pick winners and losers by earmarking funds for specific business recipients. As we will see in Chapter 5, the growth in these earmarks, once it started, was enormous. Intensifying this growth has been the widely accepted—and misguided—view that public funds can promote private-sector growth in the form of “public-private partnerships.” All of this has helped increase the power of business interests over the market. And as business started to control more of the political agenda, popular support for the free-market system began to decline.

That popular support had also been based, as noted above, on the diffused benefits associated with the system and the perception that it was fair. Regrettably, as Chapter 2 will show, these strengths, too, have started to fade. The slow growth and decreased mobility of the last decade have damaged the image of the free market as a creator of prosperity for everyone. The hundreds of millions of taxpayer dollars awarded for disastrous economic performance have in turn weakened the sense of the fairness of the system.

THE BETRAYAL OF THE ELITE

One of the greatest achievements of capitalism was to liberate writers from the yoke of political servitude. With a market for books, intellectuals could freely and profitably write for a large public, not just for their rich patrons. This process has worked well for generalist intellectuals but less so for more specialized ones: nuclear engineers rarely argue against nuclear plants—and financial economists rarely argue against financial derivatives. Part of the reason for specialists’ partisanship toward their own discipline derives from a selection process in which only those who are passionate about a field, and are therefore likely to become its advocates, choose to specialize in it in the first place. But this tendency can also result from what economists call natural capture due to specialization. In this context, the term capture refers to any situation in which a person or an agency in charge of regulating or evaluating a group of firms ends up advancing the firms’ interests. The more specialized my human capital is, the smaller the market for my ideas is. If I were a nuclear engineer I would find it difficult to make a living writing popular books about nuclear energy. The most profitable use of my talents would be to work for a nuclear power company. Thus, the value of my human capital would severely depreciate if I spoke against nuclear plants. Jeffrey Wigand, the former head of research and development at the Brown & Williamson Tobacco Corporation who exposed the practices of the tobacco industry, went from a $300,000 job to a $30,000 one.

The fewer potential employers are present in an area of expertise, the less free and independent the specialized technicians are. This phenomenon is well established in newspapers and magazines. The Wall Street Journal and the New York Times are more objective in giving mutual funds advice than more specialized magazines, because they rely on a broad set of advertisers, while specialized magazines are heavily dependent on a few that they cannot afford to alienate.6 The problem, however, is not limited to magazines but is spread across every profession: the most competent are also the least objective, because the most competent tend to be the most specialized, with a small potential set of employers they are afraid to alienate. This problem creates a detachment between ordinary people and experts, which fuels mistrust.

Consciously or subconsciously, capture has always existed. Yet in recent years, several trends have contributed to make it much more severe. The first trend is increased specialization. At the beginning of the twentieth century a doctor could easily span the entire knowledge in medicine. Today she can barely keep up with the articles and the discoveries in a sub-subfield. This extreme specialization has increased the influence of business over ideas—so much so that, according to a former editor of the British Medical Journal, “in some medical specialties it is impossible to find anybody who does not have a conflict of interest.”7

The second trend is an increased concentration of industry. For many years, Fannie Mae and Freddie Mac, the two mortgage giants, were able to capture, deprive of data, or cajole any researcher who tried to challenge their methods. They were so rich and influential that opposing them was extremely bruising. Similarly, large financial conglomerates can dominate the intellectual debate by capturing experts and dictate the political agenda by lobbying.

To appreciate how commanding their power can be, consider the reform effort that followed the 2008 financial crisis. From the beginning of the process, large banks made it clear that they wanted to be regulated by the Federal Reserve. The reason wasn’t that the Fed had the best record in solving problems or that it was the most logical regulator (there is a potential conflict of interest between supervising banks for stability purposes and protecting consumers). Rather, it was that the Fed was already influenced by the large banks, which choose the board of the New York Fed and provide much of the information needed by the Fed to operate. Few objected to the proposal, perhaps because banking experts who want to consult or work in the banking world, whether on the private-sector side or the government side, have to deal with the large banks or the Fed (or both). Between the lobbyists and friends of the Fed and the lobbyists and friends of the large banks, the debate was ruled by the theme that the Fed, in spite of its major past regulatory mistakes (such as its failure to clamp down on mortgage lending standards before the crisis) was the best agency to supervise the banks. The 2010 Dodd-Frank Act—unsurprisingly, in my view—handed this responsibility to the Fed.

TIME FOR POPULISM

If one were to enumerate the key factors that are predictive of populist movements, income inequality, a struggling middle class, and distrust of elites would top the list. All these elements are present in today’s America. The Tea Party and Occupy movements are just the beginning. Some form of populism is inevitable. The only question is: Which form?

Most populist movements have been characterized by some desire for wealth redistribution. Yet populism really becomes a threat to the survival of the free-enterprise system when markets lose legitimacy as a way of allocating rewards—in other words, when the system looks unfair to growing numbers of people. When 77 percent of Americans believe that there is too much power in the hands of a few rich people and large corporations, and when voters lose confidence in the economic system because they perceive it as corrupt, then the sanctity of private property becomes threatened as well. And when property rights are not protected, the survival of the free-market system itself is in doubt.

In response to the uncertainty stemming from today’s populist backlash, companies have begun to demand special privileges and investment guarantees. Witness the Public-Private Investment Program announced in March 2009 by Treasury secretary Timothy Geithner, in which major private investors essentially received a subsidy of $2 for every dollar they put in. Such privileges and guarantees stoke the public anger that generated the populist backlash in the first place by confirming the sense that government and large-market players are cooperating at the expense of the taxpayers and the small investors. Then, to avoid being linked in the public mind with the companies they are trying to help, politicians encourage and even take part in the populist assault. No longer certain they can count on contracts and the rule of law, legitimate investors then grow scarce. This, in turn, leaves troubled businesses little recourse but to seek government assistance, thereby reinforcing crony capitalism. I saw this happen in Italy: a vicious cycle from which it is difficult to escape.

Yet even in the presence of strong populist tensions, this cycle is not inevitable. In the late nineteenth century, as Chapter 7 will describe, a reduction in transportation costs spurred a globalization process that is similar to the current one, leaving many middle-class Americans feeling squeezed and certain businesses disproportionately powerful. The goal of the muscular populist movement that emerged in response to these events, however, wasn’t to destroy capitalism but to contain that disproportionate power. While the resulting Populist Party failed to achieve any major electoral victory, its platform and its requests greatly influenced a host of Theodore Roosevelt’s reforms—from antitrust to accounting transparency, from antifraud to a less concentrated financial system—that helped establish a new balance of power allowing capitalism to work effectively in the United States. Can we now channel populist anger into fighting crony capitalism and corrupt elites instead of destroying the free-market system?

A CALL FOR CHANGE

The time to act is now, before the United States follows either the South European crony capitalism system or the South American one into long-term decline. What is necessary is nothing less than a rethinking of traditional political categories. Traditionally, America’s political spectrum was divided between a probusiness side, which understood economic incentives and wanted to grow by playing on those incentives, and an antibusiness side, which, to quote Churchill, saw business as either a “predatory target to be shot” or a “cow to be milked.”

As these ideological differences have begun to diminish, both sides have reached a new agreement about who is the cow to be milked: the taxpayers. Indeed, both sides are happy to endorse the marriage of business and government. The real divide is between those who have bought into this perverse union and those who have not. Among the latter, the vast majority come from the extreme Left, who continue to see business as a predator to be shot. Promarket politicians and intellectuals who are mindful of the excessive power that big business is gaining are rarer than they should be. Yet a majority of Americans recognize that big business and the free market are very different things. According to a survey conducted as part of the Chicago Booth/Kellogg School Trust Index, which I help direct, 53 percent of Americans agreed with the statement “The free market is the best system to generate wealth,” whereas 28 percent were neutral and 19 percent disagreed. Similarly, 51 percent of Americans agreed with the statement “Big business distorts the functioning of markets to its own advantage,” while 30 percent were neutral and 18 percent disagreed. In short, most Americans believe in the power of markets but are disturbed by the influence of big business.

It is for that majority that I have written this book. It is a mostly silent majority—one that seeks a promarket rather than probusiness agenda. I am also addressing two recent populist movements at the opposite ends of the political spectrum: the Tea Party and the Occupy movement. Paradoxically, these movements have much in common. Each is anti-elite, and each is fighting a Leviathan (the government in the Tea Party’s case and bailout-addicted big business in the case of Occupy). Many people do not understand that these Leviathans are two faces of the same coin. The problem is not big business per se but monopolistic and politically powerful business; it is not government per se but intrusive and corrupt government. Is Fannie Mae inefficient because it is a large monopolistic company or because it is a state-sponsored enterprise? The answer is that it is both.

When the private sector fails, it is often because the government intervened with some subsidy or granted it some special monopoly power. When the government fails, it is often because private interests captured it. Does the blame lie with the government or with the private sector? Neither, as these failures are the fault of a bad system: a crony system.

A PROMARKET POPULIST AGENDA

The aim of this book, however, is not just to create awareness about the cancer of crony capitalism in America but to outline an agenda for fighting it before it metastasizes. It is an agenda that, while true to America’s capitalist spirit, also incorporates the best of its populist tradition.

At the beginning of the twentieth century, the Progressive Era response to the insurgence of crony capitalism was to increase the regulatory power of the state. The agenda I develop in Chapters 8 to 15 fully recognizes that all too often the state is part of the problem rather than part of the solution. While I am not always against regulation (to function properly, markets need rules), I am fully aware that most of the time rules are designed to protect the incumbents and discourage entry, thus damaging competition.

My agenda instead focuses on the power of competition. It is only from competition among conflicting economic interests that we improve everybody’s welfare. It is only from competition among opposing political interests that we gain intellectual freedom.

Lack of competition and the distortions created by government subsidies are the primary causes of all the problems we face in the economy today, including the declining real income of middle-class America. My proposals aim at harnessing the power of competition, not only in the economic sphere but also in the political, cultural, and legal spheres. It is from competition among greedy lawyers that powerless people are legally protected; it is from competition among academics and journalists in search of fame that political and economic powers become accountable.

For this competition to work its wonder in these areas, however, data need to be available. The twentieth century was characterized by ideologies. The twenty-first century will be characterized by data analysis. Paraphrasing legendary journalist Joseph Pulitzer I would say that when data are available there is no crime, no dodge, no swindle that can survive a good analysis.

Competition does not work, however, when legal protection is weak. When shareholders are not well protected, competition favors the most crooked managers, not the best ones. When investors are ignorant, competition favors the biggest swindlers, not the best money managers. When customers are poorly informed, competition induces firms to exploit this ignorance rather than to improve efficiency.

For this reason, I recognize the importance of rules. But I advocate few and simple rules, which have several advantages. They make it more difficult to target specific interests, reducing the incentives to lobby. They minimize the number of professionals dedicated to interpreting and manipulating the rules, improving the efficiency of the economic system. They are easier for voters to monitor, which prevents or at least minimizes capture by special interests and favors accountability. Last but not least, simple rules are necessarily rough, limiting their use to the cases where they are really necessary. As President Theodore Roosevelt used to say, “It is difficult to make our material condition better by the best law, but it is easy enough to ruin it by bad laws.”

The law, however, is not the only solution. We need sound social norms that promote the long-term survival of the capitalist system. Opportunistic behavior undermines the viability of American capitalism. It is incumbent upon all of us who believe in free markets to support the norms that facilitate economic interaction and punish those who take advantage of the system.


PART ONE

THE PROBLEM

THE NIGHT I ARRIVED IN THE UNITED STATES OF AMERICA FOR the first time, I remember two distinct feelings. The first was the inebriating sense of feeling in control I described earlier—that any goal was within my reach. But with this power also came a certain fear. Living in a corrupt system, I could always blame the system for my own failures—even the ones that were my responsibility. Now, lacking any scapegoat, I could only blame myself, like an acrobat working without a safety net.

Privileged though my experience has been (I came by plane and my luggage was not made of cardboard), it mimics that of millions of immigrants who have come to the United States attracted by its unique appeal. What makes America so special is not just its size, beauty, and richness but—most important of all—its freedom.

When a few disgruntled British emigrants decided to find their own path to the pursuit of happiness, they set in motion the most successful social experiment in human history. The Founding Fathers not only established a government of the people, by the people, and for the people; in spite of all the government’s limitations, they also created an economic system of the people, by the people, and for the people. In contrast to the rest of the world, where capitalism is too often the creature of a rich elite who saw an opportunity to become richer, America’s brand of capitalism has survived and thrived because of a unique set of circumstances: a government attentive to the interests of ordinary people, a set of values that have made accumulation of wealth a moral responsibility rather than an end in itself, and a belief that the system provides opportunities for all. Small wonder that this land of opportunity has attracted hard-working and talented people from across the planet. For all its defects and limitations, American capitalism has been the gold standard against which the rest of the world is measured.

America’s unique form of capitalism cannot be taken for granted, however. Only by understanding why it is so rare in the rest of the world can we appreciate how fortunate we are to have this system—and how necessary it is to preserve it.


1

THE AMERICAN EXCEPTION

For every migrant should well consider, that in a country like the United States of America, . . . where no princes and their corrupt courts represent the so-called “divine right of birth,” in spite of merit and virtue—that in such a country the talents, energy and perseverance of a person must have a far greater opportunity for display, than in monarchies, where the evils above mentioned have existed for centuries, and with their sad effects exist still.

—F. W. Bogen, The German in America (Boston, 1851)

WHAT DETERMINES PUBLIC SUPPORT FOR CAPITALISM? A recent study shows that in any given country it is positively associated with the perception that hard work, not luck, determines success and negatively correlated with the perception of corruption.1 These correlations go a long way toward explaining public backing for America’s capitalist system. According to another recent study, only 40 percent of Americans think that luck rather than hard work plays a major role in income differences. Compare that with the 75 percent of Brazilians—or the 66 percent of Danes and 54 percent of Germans—who think that income disparities are mostly a matter of luck, and you begin to get a sense of why American attitudes toward the free-market system stand out.2

WHAT IS SO SPECIAL ABOUT THE UNITED STATES?

Some scholars argue that this public belief in capitalism’s legitimacy is merely the result of a successful propaganda campaign for the American Dream—a myth embedded in American culture. And it’s true that there is scant evidence that rates of social mobility are higher in the United States than in other developed countries. But while the difference in economic openness of the American system does not show up clearly in aggregate statistics, it is powerfully present at the top of the income distribution—which also shapes people’s attitudes most extensively. Even before the Internet boom of the late 1990s gave us many young billionaires, one out of four billionaires in the United States could be described as “self-made”—compared to just one out of ten in Germany. In fact, in Europe self-made people are often referred to as parvenus (newcomers). This is a derogatory expression implying that such people are not as “classy” as those who have inherited money and did not have to work hard to earn it. In other words, in Europe wealth tends to be seen as a privilege, not a reward for effort.

Self-made billionaires also exist outside of the States, of course, but the way they have made their money is often quite different from the way America’s very rich did. The wealthiest self-made American billionaires—from Bill Gates and Michael Dell to Warren Buffett and Mark Zuckerberg—have made their fortunes in competitive businesses, not much affected by government regulation, whereas in most other countries the wealthiest people frequently accumulate their fortunes in regulated businesses in which success often depends more on having the right government connections than on having initiative and enterprise. Think about the Russian oligarchs or Silvio Berlusconi in Italy and Carlos Slim in Mexico. They all got rich in businesses that are highly dependent on governmental concessions: energy, real estate, telecommunications, mining. In much of the world, in fact, the best way to make lots of money is not to come up with brilliant ideas and work hard at implementing them but, instead, to cultivate a government ally. Such cronyism is bound to shape public attitudes about a country’s economic system. When asked in a recent study to name the most important determinants of financial success, Italian managers put “knowledge of influential people” in first place (80 percent considered it “important” or “very important”).3 “Competence and experience” ranked fifth, behind characteristics such as “loyalty and obedience.” These divergent paths to prosperity reveal more than just a difference of perception. Capitalism in the United States is distinct from its counterparts in Europe and Asia for reasons that reach deep into history, geography, culture, and the institution of federalism.

Historical Factors

In America, unlike in much of the rest of the West, democracy predates industrialization. By the time of the second industrial revolution in the latter part of the nineteenth century, the United States had already enjoyed several decades of universal (male) suffrage and widespread education. These circumstances forged a public with high expectations—one unlikely to tolerate evident unfairness in economic policy. It is no coincidence that the very concept of antitrust law—a promarket but sometimes antibusiness idea—was articulated in the United States at the end of the nineteenth century and the beginning of the twentieth.

American capitalism also arose at a time when government involvement in the economy was quite weak. At the beginning of the twentieth century, when modern American capitalism was taking shape, US government spending was only 3 percent of gross domestic product.4 After World War II, when modern capitalism took hold in Western European countries, government spending in those countries was, on average, 30 percent of GDP. Until World War I, the United States had a tiny federal government compared to national governments in other countries. This was partly due to the fact that the United States faced no significant military threat, so the government had to spend only a relatively small proportion of its budget on the military. The federalist nature of the American regime, by empowering states, also played a role in limiting the size of the national government.

When government is small and relatively weak, the most effective way to make money is to start a successful private-sector business. But the larger the size and scope of government spending, the easier it is to make money by diverting public resources. After all, starting a business is difficult and involves a lot of risk. Getting a government favor or contract is easier, at least if you have connections, and is a much safer bet. Thus, in nations with large and powerful governments, the state usually finds itself at the heart of the economic system, even if the system is relatively capitalist—an arrangement that confounds politics and economics, both in practice and in public perceptions: the larger the share of capitalists who acquire their wealth thanks to their political connections, the greater the perception that capitalism is unfair and corrupt.

Another distinguishing feature of American capitalism is that it evolved relatively untouched by foreign influence. Although European (and especially British) capital did play a role in America’s nineteenth- and early-twentieth-century economic expansion, Europe’s economies were not more advanced than America’s—and thus while European capitalists could invest in or compete with American companies, they could not dominate the system. As a result, American capitalism developed more or less organically and, indeed, still shows the marks of those origins. The American bankruptcy code, for instance, exhibits significant prodebtor biases, because the United States was born and grew up as a nation of debtors.

Things are very different in nations that became capitalist economies after World War II. These countries—in non-Soviet-bloc continental Europe, parts of Asia, and much of Latin America—industrialized under the giant shadow of American power. Local elites felt threatened by the potential for economic colonization by American firms that were far more efficient and better capitalized than their own firms were. To protect domestic companies from foreign ownership, local establishments created various forms of indigenous cross-ownership (from the Japanese keiretsu to the Korean chaebol). These structures encouraged collusion and corruption. They have also proven resilient in the decades since: once economic and political systems are built to reward relationships instead of economic efficiency, it is extremely difficult to reform them, since the people in power are the ones who would ultimately lose the most. 

Another explanation for the United States’ openness to a promarket agenda instead of a probusiness agenda is that the nation was largely spared the direct influence of Marxism, though it is possible that the nature of American capitalism is the cause, as much as the effect, of the absence of strong Marxist movements in this country. Either way, this difference from other Western regimes significantly affected Americans’ attitudes toward economics. In countries with prominent and influential Marxist parties, defenders of free markets were compelled to combine their forces with large businesses, even when they did not trust them. If one faces the prospect of nationalization (i.e., the control of resources by a small political elite), even relationship capitalism—which involves control of those resources by a small business elite—becomes an appealing alternative. At least in relationship capitalism there are private owners, who lose out as a result of inefficiency and thus have an incentive to stay competitive.

Because they could not afford to divide the opposition to Marxism, many of these countries could not develop a more competitive and open form of capitalism. And the free-market banner wound up completely appropriated by probusiness forces, which were better equipped and better fed. Even as the appeal of Marxist ideas faded, this confusion of promarket and probusiness forces remained in place. After decades of fighting side-by-side with and being financed by the large industrialists, the promarket forces could no longer separate themselves from the probusiness camp. Nowhere is this scenario more evident than in Italy, where the free-market movement is almost literally owned by one businessman, Silvio Berlusconi, who also happened to be prime minister for much of the nation’s recent history. Until he had to resign from political office in 2011, Berlusconi had basically run the country in the interest of his own business.

Geographical Factors

Besides historical factors, geography and demography have also played significant roles in shaping America’s unique form of capitalism. Initially, what drove Europe’s colonization of much of the Americas was the quest for gold and silver. In Central and South America, the Spanish sent their nobles and viceroys to preside over the extraction of precious metals, transplanting European hierarchies and institutions in the process. North America was lucky that the Europeans did not find gold right away. At this point in its history, the continent offered relatively inhospitable plains and forests. What attracted colonies here was not the search for gold but the search for freedom. In coming to America, immigrants left behind not only their relatives but also oppressive institutions. They arrived here determined to build a better system of government.5

They were also helped in this goal by the fact that the United States was relatively underpopulated. In Old Europe the scarce factor was land. Those who controlled the land could enjoy an economic rent; in other words, they could live off it without adding any value. This is what enabled the European aristocracy to thrive and to control the state. European (especially Continental European) institutions were designed to enshrine the power of the aristocracy. The Europeans created not only governments of the landlords, by the landlords, and for the landlords but also an economic system of the landlords, by the landlords, and for the landlords. Even though European countries slowly moved toward more democratic institutions, they initially granted the vote only to landowners and made education accessible only to the children of the upper class.

What made the difference in America was competition. Even with their wonderful new institutions, the original thirteen colonies might have degenerated into a more rigid, European-style society if not for the openness of the American frontier. The frontier made it easy for people to move, fundamentally undermining the power of American governments vis-à-vis their citizens. Unlike Europeans, Americans were free to choose where to live. No American state enjoyed a monopoly over its citizens, since it faced the competition of other states. And so American states have always had to compete, in terms of improving institutions, to attract the best and the brightest, just as businesses must attract customers in order to survive and flourish. Universal franchise and universal education, it is worth noting, were introduced initially in the western states, which were eager to attract a workforce from the eastern ones. Thus, the United States became not just a government by the people but also a government for the people.

Such is the power of competition, which transforms even the political state—the Leviathan—into an instrument for the people. By contrast, monopoly can transform private enterprises into a destructive form of the Leviathan. A terrifying example is the Congo Free State at the end of the nineteenth century. When Belgium showed little interest in colonial expansion, its king, Leopold II, decided to pursue it on his own. The Congo Free State was not a colony of Belgium but, rather, a personal property of the king, who ran it as his own private company. After initial problems, the enterprise became extremely profitable, making Leopold II one of the richest monarchs in Europe. Unfortunately, this occurred at the expense of both the local people and the environment. In 1904, British consul Roger Casement published a report of all the atrocities that took place in the Congo Free State.6 Eventually, international pressure forced Leopold II to surrender his private state to Belgium, leading to an improvement of the living conditions of the local population. Nevertheless, Congo’s institutions still reflect their sad origin as tools for the most ruthless extraction of resources ever recorded. This unfortunate legacy continues to permeate the culture of Congo as well. Even after independence Congo continued to suffer under brutal dictatorships.

Cultural Factors

America’s Declaration of Independence fittingly starts with “We, the People.” Unlike the countries of Europe, whose various foundings depended on monarchs allegedly vested with power by God, the United States of America is vested with power arising from the people. This popular, if not populist, foundation shaped the prevailing American culture for the better.
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