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Praise for


50 Economics Classics




“A fascinating and very timely book.”
Dani Rodrik, Ford Foundation Professor of Political Economy, John F. Kennedy School of Government, Harvard University


“The synopses in this book are fair, balanced, and about as good an introduction to the broad range of modern economic writing, along with a few classics, as one is likely to find.”
Professor James K. Galbraith, Lloyd Bentsen Chair in Government/Business Relations, University of Texas


“A good starting point for someone new to economics wanting a general overview. Capturing the essence of a book in 3 pages is a difficult task. Tom Butler-Bowdon is a very well-read person with this rare skill.”
Diane Coyle, Bennett Professor of Public Policy, University of Cambridge. Author of GDP: A Brief But Affectionate History


“An incisive, concise, and distilled look at the world of economics that spans 200 years. Major theories and writers are put under scrutiny and critique. Areas and subjects covered include economic freedom, food security, knowledge, globalisation, neoliberalism and ‘creative destruction.’ Not only a wonderful introduction, but a useful reminder of the subject for seasoned learners.”
Len Parkyn, The Teacher


“Summarises the best of the must-reads, leaving you, after a mere 350 pages, much more in control of your budding economic prowess … To round up the best of the best is a manifestly good idea, and to have these works presented in a consistently detailed and accurate way makes 50 Economics Classics something of a modern classic in its own right.”
Nick Smith, E&T (Engineering & Technology)


“Picking up 50 Economics Classics for the first time it would be easy to dismiss it as a ‘bluffer’s guide’. However, what author Tom Butler-Bowdon does well is to frame these ideas both in the context of the time they were written and from a modern perspective. Economics giants such as Adam Smith, Karl Marx and Milton Friedman feature heavily, but one of the book’s big plus points is that it has room for more contemporary authors and ideas … the book is a well-written affair by an author obviously in full control of his subject.”
Tom Herbert, Accounting Web
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Preface


SECOND EDITION


Economic philosophies are being tested every minute in a global economy that is in constant upheaval and flux. When Joseph Schumpeter wrote about “creative destruction” as the “essential fact about capitalism” in the 1940s, if anything he underestimated the extent to which technology upends industries, forms of production and exchange, and money itself.


This second edition includes five new chapters (discussed below) and is significantly updated to take some account of these changes.


Since the first edition, the reach into people’s lives and impact on the economy of tech titans such as Google and Apple has only grown. They take the headlines, but money itself is being slowly disrupted with the rise of cryptocurrencies and stablecoins. Government-issued fiat currencies allow states to shape and effectively control economic life. We are now seeing the rise of blockchain-based electronic forms of money that are transacted person-to-person. The inventor of Bitcoin, for instance, imagined a world in which money and state would be separate. Saifedean Ammous argues in The Bitcoin Standard that, if this happens, it could be as significant as the separation of church and state in medieval times. But this is a long-term trend, and it is still early days.


We have experienced a shorter-term shock in the form of a pandemic. The immediate economic effects were shifting patterns of work, consumption, and the supply of goods and services. A more lasting effect is how we see the relationship between the individual and government. Furlough schemes, special state payments to citizens and businesses, and vaccine mandates relit the centuries-old debate about the reach of the state into people’s lives. There was no way not to think about the issue. Stephanie Kelton’s The Deficit Myth was released with perfect timing; it provided an intellectual basis for governments to ignore concerns about deficits and national debt and just deliver what citizens and businesses needed. Because countries like the US, UK, and Japan issue their own currencies, Kelton argues they can fund what needs funding to achieve social goals and economic stability. The limit to this “Modern Monetary Theory” is inflation, which as I write is hitting levels not seen for a long time. An economic theory is being tested before our eyes.


Two books representing the opposing view are also in this new edition: Henry Hazlitt’s Economics in One Lesson, and Murray Rothbard’s Anatomy of the State.


Because of the three-to-five-year election cycle in democracies, Hazlitt points out that politicians are always privileging particular groups over the long-term health of economy and society. For fear of voter backlash or even a minor economic correction, governments spend too much–and in the process disincentivize saving and investment. Keynes mocked the obsession with secondary and distant consequences with his famous, “In the long run we are all dead,” yet it is long-term productive capacity that decides a nation’s fate. History is littered with examples of states overreaching themselves to stay in power, in the process debasing their currencies and causing inflation. Citizens and enterprises find it difficult to plan for the future.


Rothbard’s more libertarian position addresses the legitimacy of the state itself. We have become so used to government reaching into every area of our lives, and more and more citizens depend on their government for their livelihoods or careers, that it is hard now to imagine an alternative system. It is in the nature of the state to entrench itself in law and attitudes over time, to the extent that only maverick intellectuals question its very existence. There are armies of economists and officials ready to defend the reach and power of central banks, welfare systems, government monopolies, and fiat currencies, because their jobs and status depend upon such institutions. But Rothbard contends that the idea of a “noble state” is a dangerous myth, and we should begin to imagine a world where prosperity and order are achieved via private agreements between people, rather than through a centralized state which has a monopoly on violence.


The final “new” chapter in this edition is Thomas Sowell’s Discrimination and Disparities, which also asks whether government is the problem, not the solution. Both on the left and right, Sowell says, people believe that, if you remove social barriers and rewrite past injustices, the skewed nature of success will end. Yet this is a mistaken understanding of probability that “can drive ideological movements, political crusades and judicial decisions.” Sowell, an African American, contends that racism is not the main reason for poverty among Black Americans, and poverty is not the main reason for societal decay. The focus on equality and discrimination produces a culture of grievance when we should be studying success itself (such as the ability of some charter or academy schools to vault students into university), and relentlessly implement what works, beyond ideology.


These libertarian or conservative views aside, we are reminded by a war in Ukraine that societies and economies are fragile things. Machiavelli said that a state is no stronger than its ability to defend itself against outside aggressors. Yet Adam Smith pointed out that the real health and wealth of nations is in the creative and productive abilities of its people. An open society may seem like a disorganized mess to a ruler obsessed with power and central planning, but is the time-tested way for people to flourish, wealth to grow, and institutions to evolve that promote upward mobility. As long as we have simple, clear, and just rules to live by, natural ambition and enterprise will see humans achieve virtually anything.









Introduction






“The Age of Chivalry is gone; that of sophisters, economists, and calculators has succeeded.”


Edmund Burke







Economics may drive the modern world and shape our lives, but most of us lack knowledge of the key ideas, thinkers, and writings in the discipline. Spanning 50 key books, hundreds of ideas, and two centuries in time, 50 Economics Classics is an intelligent person’s guide to capitalism, finance, and the global economy, taking you on a journey from the early days of the Industrial Revolution to the rise of cryptocurrencies. This is neither a history nor an encyclopedia of economics, but a guide to some of the great reads and seminal ideas – old and new – from Adam Smith’s The Wealth of Nations to Thomas Piketty’s Capital in the Twenty-First Century, that help the subject come alive.


Edmund Burke was surely right that economics, money, and finance are at the heart of modern civilization in the way that honor, chivalry, and religion were to the Middle Ages. If, once upon a time, a person’s fate was largely settled by the social circumstances of their birth, today each of us is very much an economic being who must produce things of market value if we are to survive and thrive. “All your life,” Paul Samuelson said, “from cradle to grave and beyond – you will run up against the brutal truths of economics.”


One of the fundamental drives of human beings is for prosperity. If we have money and assets, we can acquire goods and services that provide more personal freedom and power. A political vote gives us freedom and power in theory, but in practice it means little if we can’t even sustain ourselves and our families. If many political problems, from increasing inequality to inadequate infrastructure and education, and from inflation or deflation to indebtedness, are in fact economic ones, cracking the code to economic success, for person, firm, and nation, is crucial. This book will go some way towards giving you the knowledge to help you do that.


Beyond the achievement of personal or national security, what is economics ultimately for? John Maynard Keynes, who was a lover and supporter of the arts, thought it was so we could enjoy the good things in life. This was only possible with a stable, growing economy in which damaging cycles of boom and bust were ironed out. Economists, Keynes said, are the “trustees, not of civilization, but of the possibility of civilization.”




ECONOMICS AS A SCIENCE




Far from perfect


It is easy to forget that when Adam Smith wrote The Wealth of Nations in 1776, the word “economics” wasn’t in use. Instead, “political economy” was a branch of philosophy that concerned how governments collected and spent money. Smith’s genius was to break away from this, showing how it was the private economy and the industry of individuals, not the state, that created the wealth of nations. In doing so he created the more specialized discipline of economics as we know it today.


However, it is also true that our lives are regulated by laws, political institutions, and social norms as much as they are by the market. We are citizens first, consumers second. In truth, we do not live in “an economy,” but in some variant of political economy, whether it be capitalist with welfare provision, socialist, or authoritarian with market elements. Because we cannot analyze economic activity separately from state, society, and government, the focus of this book is political economy rather than economics in its narrowest sense.


For a supposedly empirical science, economics has been plagued by ideological divisions, fads and fashions. As Ronald Coase has argued, the biggest problem in economics is that theories and models have been constructed on assumptions which practitioners have not been bothered to examine and admit. He coined the term “blackboard economics,” in which everything works perfectly in theory, but not so much in reality. Some of the biggest mistakes in economics came from putting this theoretical cart before the horse. They include:




	The self-balancing market, in which supply and demand, employment and prices, all work in an elegant dance which eliminates the need for government involvement in the economy. Though a powerful paradigm, it only needed one big event, the Great Depression, to demonstrate its flaws. It was articulated in the gold standard, a financial straitjacket which put currencies ahead of employment and people, and today is expressed in the drive for total financial globalization, deregulation, and privatization, irrespective of national priorities.


	The centrally planned economy, which assumed that it was possible for the state to garner all relevant data to make decisions and allocate resources for the benefit of all. Yet in doing away with normal markets, the information provided by prices was lost, and eliminating the chance of personal profit meant innovation ceased and economies went slowly backward. Most importantly, it was seen that such systems required brutal coercion to make all their parts hang together.





In short, economists have been all too willing to believe in “one big thing” when they should be willing to change and fix models according to newly arising facts, and to accept lots of little pieces of data which together make a more accurate picture of reality.


Another serious allegation leveled against economics is that it has ignored the lessons of history. University economics students rarely read books or articles more than 30 years old, and instead have textbooks presenting the current orthodoxy. Yet if there is anything that the financial crisis of 2007–08 told us, it is that economic and financial history matters. Each generation believes that some fundamental change has occurred in the economy such that manias, panics, and crashes won’t happen again—and yet they do. At an event at the London School of Economics in the wake of the crisis, Queen Elizabeth II asked the assembled economists, “Why didn’t anyone see this coming?” The fact that only about a dozen economists did (according to Australian economist Steve Keen, who actually counted them) tells us that economics is far from being an objective science that can make reliable predictions—as, for example, meteorologists increasingly do. This is partly because economies today are extremely complex systems involving not just the mechanics of production and the satisfaction of demand, but psychological factors including confidence and expectations about the future. Prediction is also hampered by models which, thanks to ideological bias, are based on wrong assumptions. Deregulation of banking and mortgage lending in the US, for instance, by increasing the amount of funds available, was expected to lead to an “ownership society.” Instead it encouraged a cowboy industry in which lending irresponsibility led to a real estate bubble, financial shenanigans, and a crash that left millions in economic misery.


The economist Hyman Minsky warned that, unless it is well regulated, capitalism will naturally go to extremes and produce instability. When you have banks and corporations lobbying governments for “reform,” be sure to check who will benefit. Minsky went as far as saying that, “Only an economics that is critical of capitalism can be a guide to successful policy for capitalism.” Until economic policy stops being a tool that can be captured or used for one group’s advantage, it will be hard for capitalism to fully realize its potential of increasing well-being for all.




“Political Economy or Economics is a study of mankind in the ordinary business of life … Thus it is on the one side a study of wealth; and on the other, and more important side, a part of the study of man.”


Alfred Marshall





The “study of man” aspect of the economics discipline has long played second fiddle, but in the last 30 years, behavioural economics has questioned the standard picture of humans as rational beings who always act in their best interest. The belief in our “self-maximizing” nature created a false idea of the efficiency of market economies and the idea that they allocate resources perfectly. In reality, we frequently don’t know what is best for us, do irrational things that lessen our chance for happiness, and have cognitive biases which lead us to wrong conclusions. If the whole of economics is based on a theory of rational choice, what you end up with is not human beings, but “consumers with a set of preferences.” Marshall, a British economist, saw society in terms of millions of individuals each seeking their highest utility, putting up with the “disutility” of working in order to buy goods and services they wanted. Firms, meanwhile, existed in a state of perfect competition to supply these wants. This neat world (Robert Heilbroner called it a “well-mannered zoo”) had apparently nothing to say about war, revolution, or the power of religion. Such areas were excised from economics because they didn’t fit the models, or were put down as mere “politics.”


Keynes noted that because it involves so much psychology and expectations, and has outcomes that affect lives in a deep and lasting way, economics is a moral science. People’s decisions cannot be reduced to mathematical equations, even if it would be more convenient if they were. French political economist Thomas Piketty criticizes the discipline’s attempt to put itself above other social sciences. Its obsession with mathematics, he writes in Capital in the Twenty-First Century, “is an easy way of acquiring the appearance of scientificity without having to answer the far more complex questions posed by the world we live in.” Ha-Joon Chang, a Cambridge University economist, goes as far as to say that “Good economic policy does not require good economists.” The East Asian economic miracle, including the rise of his native South Korea, was implemented mostly by lawyers, politicians, and engineers.


These criticisms aside, there are thousands of economists today who have a healthy scepticism of what their discipline can achieve, who are not ideologues or lost in models, and who study non-economic motives and socially cooperative behavior. But economists are also clannish, Harvard’s Dani Rodrik says, and tend to discount anyone who is not “one of them.” The result is groupthink and the inability to see emerging tensions which break out into crises and major events. This is important, because economists are the high priests of our capitalist culture, followed by politicians as much as the public. Their mistakes of prediction and omission can affect not just today’s economy, but whole generations.


However, when economists get it right, through emphasizing simple ideas such as the benefits of markets and trade over defensive self-sufficiency, their ideas can raise the welfare of billions.










THINGS TURNED OUT PRETTY WELL




Separating economic fact from fiction




“Here again that last, astonishing fact, discovered by economic historians over the past few decades. It is: in the two centuries after 1800 the trade-tested goods and services available to the average person in Sweden or Taiwan rose by a factor of 30 or 100. Not 100 percent, understand – a mere doubling – but in its highest estimate a factor of 100, nearly 10,000 percent, and at least a factor of 30, or 2,900 percent. The Great Enrichment of the past two centuries has dwarfed any of the previous and temporary enrichments.”


Deirdre McCloskey





As Angus Maddison and other economic historians have noted, the world economy barely grew in the two millennia prior to the Industrial Revolution. Then, it began to grow very fast. Living standards have risen at an astonishing rate during the last two centuries, and explaining this “Great Enrichment,” Deirdre McCloskey rightly says, “is the central scientific task of economics and economic history.”


If you look back over the writings of economic thinkers during the last two hundred years, you would read a litany of dark warnings about the future, from overpopulation to economic inequality to environmental catastrophe. That these things never happened, or turned out not to be as bad as imagined, is somehow forgotten, while the good news is overlooked.


Yes, a billion people still live in poverty, but thanks to advances in agricultural output famine has become much less common, even as the world’s population rises. Just as the risk of dying in a war or natural disaster has diminished, so living standards continue to improve. On present projections, all countries and most of humanity will enjoy today’s Western living standards within a century, and yet, economist Julian Simon noted, “many people will continue to think and say that the conditions of life are getting worse.” If you doubt this, read the chapters on Julian Simon, McCloskey, Diane Coyle and Robert J. Gordon, which provide the empirical basis for the assertion.


But how could it be possible that the world continues to grow, with more people consuming more things, and there not be depletion of the world’s resources? What tends to happen is that when any one resource starts to run out, human ingenuity steps in. The discovery of crude oil extraction replaced the need for whale oil, and sustainable technologies such as wind and solar will in time lessen the need for crude. The point is that resources are not fixed, but are the product of minds which, history suggests, solve most big problems. In the long run, the direction of travel is clear: the world has got richer and better off on just about every measure, even as there have been more of us.










DOING WHAT WORKS




Creating a discipline beyond ideology


Is the discipline of economics responsible for this Great Enrichment?


Ludwig von Mises argued that it was the classical economists like Adam Smith who were crucial in creating the conditions for modern wealth creation, in that they attacked “age-old laws, customs, and prejudices upon technological improvement and freed the genius of reformers and innovators from the straitjackets of the guilds, government tutelage, and social pressure of various kinds.” It was economists, von Mises says, who “reduced the prestige of conquerors and expropriators and demonstrated the social benefits derived from business activity.” The laws of economics, in other words, provided a counterweight to the conceit of those in power. The Industrial Revolution would not have happened without a laissez-faire economy.


In contrast, Karl Polanyi pointed out markets have never existed without the say-so of government and state. That markets, and their wealth-generating quality, have been able to expand and develop, is really on the back of political freedoms that let unprivileged people fulfil their potential by being able to sell some service or good which they had a talent for producing.


Who is right, Polanyi or von Mises? Do we need the state and the political rights it provides to prosper, or does government stand in the way of people and markets? Is the ideal political economy a tightly regulated, planned one which puts social justice before profits, or a very minimal state which simply provides law and order, defense, and the enforcement of contracts, but otherwise gives people total freedom to pursue their own ends?


The correct answer to such questions is “somewhere in between.” Economics concerns the trade-off between equality and efficiency. As citizens we have every right to seek certain social outcomes that increase justice, reduce the gap between rich and poor, or provide basic health care and education for all. Yet go too far with these goals, and state finances are bankrupted while personal freedom is eroded, because hard-won wealth gets redistributed.


What is fact is that, in the last half century, people have voted in large numbers for the welfare state, despite its cost, along with regulation of everything from food standards to banking, to the creation of the minimum wage and national parks. In 2009, the year he died, Paul Samuelson penned a frontispiece to the nineteenth edition of Economics, his famous textbook, with the heading “A Centrist Proclamation.” A centrist approach, he said, celebrates “an economy that combines the tough discipline of the market with fair-minded governmental oversight.” The centrist approach looks only to the evidence, and events such as the crisis of 2007–08 have clearly shown that neither totally unregulated capitalism, nor a centrally planned economy, are viable routes to prosperity.


In 1994, celebrated economist John Kenneth Galbraith was asked in an interview where he stood on the political spectrum. He replied:




“I react pragmatically. Where the market works, I’m for that. Where the government is necessary, I’m for that. I’m deeply suspicious of somebody who says, ‘I’m in favor of privatization,’ or, ‘I’m deeply in favor of public ownership.’ I’m in favor of whatever works in the particular case.”





As a social science, economics must concern only “what works,” to go beyond ideology. That said, if we had to make a choice between living under a socialist system, or a capitalist one, the latter, the evidence clearly tells us, is much better at providing the things that we as individuals and societies value.


If that is true, it makes sense to know a bit more capitalism, which is after all the system under which most of the world’s population now lives. A significant chunk of 50 Economics Classics is devoted to that end.







About the list


It could be argued that where economics really moves forward is in academic journal articles and well-known blogs, so why focus on books? Well, a book is one of the best tests of the validity of an idea, because its length requires the author to furnish evidence and examples to back up the theory. The author has something important to say for which no other format will suffice. Many of the books on my list took years to write and are the culmination of a lifetime of research (Gordon’s The Rise and Fall of American Growth, for example), or set out to be the defining work on the topic (Michael Porter’s The Competitive Advantage of Nations). Yet the 50 writings are chosen not only because they are important, but because most of them are great to read in their own right. After all, if a major insight is lost in impenetrable scholarly language, its effect on the wider world may be limited. But if the author makes the effort to put it in plain language, it will earn a bigger hearing. Economic issues should not be—as finance types might prefer—some secret alchemy that only a few can really appreciate.


Economists don’t have a monopoly on economics, any more than philosophers have a monopoly on philosophy. For this reason, the list includes a range of people in addition to academic economists, including historians, investors, journalists, sociologists, and business professors, who themselves have been influenced by areas of knowledge beyond economics, including psychology, philosophy, and even literature. The writings are selected either because they are undeniably important and must be included in any list of this sort, or intriguing in a way that makes economics come alive. The latter criterion makes some of the choices idiosyncratic, but then no list of key writings in a field can ever be “scientific,” and moreover what is considered significant changes over time.


Quite a few of the selections are by “heterodox” (i.e. nonorthodox) economists, but I make no apologies for that. Whatever is thought to be correct at any one time is often later seen as a paradigm based on false assumptions. What is fringe economics today might be mainstream tomorrow, and vice versa, as evidence (or lack of it) surfaces for particular theories.


The hope is that you use 50 Economics Classics as an entrée to the field that inspires you to read the featured books in full and do further reading and research. To help with that, at the rear you will find a list of “50 More Economics Classics,” with short descriptions of each, along with a chronological list of the works discussed in the main text.


50 Economics Classics is organized alphabetically, but to help you get a feel for the broad ideas running through the book, below are the titles organized by theme.


To start each chapter, I have included short quotes from the book in question, chosen because in my view they capture the essence of the work, convey some important idea, or illustrate the author’s style of writing. You may also find useful the one-line “nutshell” and “similar vein” features.


Bonus


Readers are invited to download a free bundle of extra chapters not included in this edition. They cover John Bogle’s The Little Book of Common Sense Investing, Andrew McAfee and Erik Brynjolfsson’s The Second Machine Age, Paul Krugman’s The Conscience of a Liberal, Thomas Schelling’s Micromotives and Macrobehavior, and Joseph Stiglitz’s The Euro. Go to www.butler-bowdon.com/50-economics-classics.html
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Lords of Finance








“More than anything else, more even than the belief in free trade or the ideology of low taxation and small government, the gold standard was the economic totem of the age. Gold was the lifeblood of the financial system. It was the anchor for most currencies, provided the foundation for banks, and in a time of war or panic, served as a store of safety. For the growing middle classes of the world, who provided so much of the savings, the gold standard was more than simply an ingenious system for regulating the issue of currency. It served to reinforce all those Victorian values of economy and prudence … Among bankers, whether in London or New York, Paris or Berlin, it was revered with an almost religious fervor, as a gift of providence, a code of behaviour transcending time and place.”









In a nutshell


Fixed ideas in economics can have disastrous results. The world hung on to the gold standard long after it had stopped being a means to create stability and growth.







In a similar vein
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Chapter 1

Liaquat Ahamed

In 2010, chairman of the US Federal Reserve Bank, Ben Bernanke, was asked by the Financial Crisis Inquiry Commission what books he would recommend to understand the crisis. He mentioned just one, Lords of Finance, a new work of economic history which would win a Pulitzer Prize in the same year.

Its investment manager author, Liaquat Ahamed, first had the idea for the book when reading a 1999 Time story, “The Committee to Save the World,” on the successful efforts of Alan Greenspan, then Federal Reserve chairman, Robert Rubin, President Clinton’s Treasury Secretary, and Lawrence Summers, Rubin’s deputy, in committing billions of dollars of public funds to head off the Asian financial crisis, which threatened to bring down the global economy.

A similar story, he realized, could be told about the heads of the world’s four main central banks in the 1920s: Montagu Norman of the Bank of England, Benjamin Strong of the New York Federal Reserve Bank, Hjalmar Schacht of the German Reichsbank, and Émile Moreau of the Banque de France. A bit like Greenspan in the 1990s and 2000s, the men were considered sages, their every utterance waited on. Yet these “lords of finance,” who had been charged with reconstructing the financial world after World War I, ended up contributing to the greatest peacetime collapse of the global economy: the Great Depression. When Greenspan’s very loose monetary policies were held responsible by many for contributing to the Great Recession of 2008–10, Ahamed’s book suddenly seemed very relevant.

Ahamed’s deeply researched portraits of the main actors in the interwar economic drama and their foibles breathes real fascination into what may otherwise have been a straightforward economic history. It shows how too much faith in individual bankers, and their adherence to outdated ideas (in this case, the “financial prudence” of the gold standard), carried massive risks.


Golden goose or barbarous relic?

Montagu Norman, the most famous of the central bankers between the wars, had a “rigid, almost theological belief” in the gold standard as being fundamental to global order and prosperity. If a nation was on the gold standard, its government could only issue amounts of currency for which there were corresponding amounts of gold in the national vaults, and all paper currency could in theory be redeemed in actual gold. The gold standard was a positive development in the history of finance, since it brought discipline to governments; they could not simply print money to pay for their debts.

When the world economy was in full steam before World War I, the gold standard had seemed to work well, facilitating trade and growth. The war changed everything. Apart from the human tragedy, the belligerents had indebted themselves to the tune of $200 billion, an astonishing 50 percent of their GDPs. The Paris Peace Conference had forced a crippling reparations bill on Germany of around 100 percent of its pre-war domestic output, and its only option to stay afloat seemed to be to print money. This had a cataclysmic result. By 1923, the German Reichsmark had become essentially worthless, and prices were doubling every couple of days. The middle classes found their lifetime savings wiped out; after the political revolution of the overthrow of the Prussian empire, now the social order collapsed.

There was a consensus among horrified central bankers that, to regain the stability and financial prudence of the pre–World War I era, the world must return to the gold standard as quickly as possible. In the way of this was the mountain of paper currency issued by the central banks during the war. There were essentially only two ways to restore the balance between the value of gold reserves and the total money supply: deflation (by contracting the amount of currency in circulation) or devaluation (formally reducing the value of domestic currency in relation to gold).

In Britain, Chancellor of the Exchequer Winston Churchill, against his better judgment, chose deflation, fixing the pound to gold at the same price as the prewar level. However, lacking large enough reserves of gold and not being able to compete internationally with other countries because its currency was too high, Britain’s economy floundered for much of the 1920s, with high interest rates and unemployment. France, on the other hand, which had chosen devaluation and set the franc at a relatively low exchange rate in relation to gold, enjoyed continuous economic growth, with its gold reserves and international exports increasing. Meanwhile, the large amounts of money that the US had lent to European powers to finance the war meant that repayments and gold began flowing into its coffers.

Because all nations were connected via the gold standard, the success of one nation (such as France, whose devaluation effectively meant it was exporting unemployment to Britain and Germany) could impact badly on another. Rather than bringing increasing prosperity for all, a return to the gold standard created a zero-sum game in which one country did well at another’s expense, increasing hostility. Yet only a few at the time, most notably John Maynard Keynes, were willing to attack the gold standard. Keynes described the standard as a “barbarous relic” and a “fetish” that hamstrung the world economy between the wars. But he failed to persuade the British authorities that a complex modern economy could create credit without gold’s backing.

This apparent “umbrella of stability,” Ahamed argues, “proved to be a straitjacket.” It would take an array of currency crises and a Great Depression for the paradigm to finally change.




Hurtling toward disaster

By the end of 1926, the four central bankers had begun to worry about an overheating US stock market, excessive foreign borrowing by Germany, recession in Britain, and an increasingly dysfunctional gold standard. To alleviate matters, Strong’s New York Fed cut interest rates by half a percent to 3.5 percent. Following the cut, gold started flowing back to Europe. But from February 1928, Strong, realizing it might have been a mistake, had the Fed raise its rates to 5 percent. America began attracting the world’s gold again, and Britain felt compelled to raise its own interest rates to stop the gold hemorrhage. This rate rise dampened demand, creating even more unemployment. Germany, already in recession, had to raise its rates to 7.5 percent, and other European countries followed.

Meanwhile in America, in a period of 15 months in 1928 and 1929, the stock market almost doubled, far outstripping the underlying value of its component companies. When the crash came in the fall of 1929, close to half of the value of the US stock market evaporated, and it could have gone further were it not for drastic interest rate cuts by the Fed and injections of liquidity by it and a consortium of banks. But the Fed eased its interventions too soon, and so a second downward lurch began in the real economy, which some had hoped might be protected from the market collapse. Meanwhile, the European markets also dropped, but not by as much, as the general public had not bought stocks to the same extent as in the US.

Keeping to the gold standard had a perverse effect, Ahamed writes, in that international capital flows increasingly went to those countries which already had plenty of gold (the US and France), and less to those with little (Britain and Germany). This winner-takes-all situation was hardly healthy for a world trying to get out of Depression, particularly since European countries had to pay for their US debts in gold, not currency.




Sinking into the mire

In 1931, with increasingly depleted gold reserves, Britain was finally forced off the gold standard. Though the reputation of the Bank of England was diminished, the actual result was a drop in the pound by 30 percent within a couple of months, giving Britain a hope of being competitive in trade again. Many other countries, including Canada, India, and the Scandinavian countries, followed.

The year 1931, Ahamed says, was when a severe recession around the world turned into the Great Depression. The currency problems created by trying to adhere to the gold standard led to runs on the banks, in Europe as well as the US, and a vicious cycle of deflationary psychology in consumption and investment set in. In the US the following year, investment halved, industrial production dropped by a quarter, prices fell 10 percent, and unemployment hit 20 percent. The stock market’s low of 41 points in 1932 was an astonishing 90 percent beneath what it had been at its peak in 1929. When a journalist asked Keynes if there had been anything like this in history he replied, “Yes. It was called the Dark Ages, and it lasted four hundred years.”

When Franklin D. Roosevelt replaced Herbert Hoover as US president at the start of 1933, the New York Times reported that Washington was like “a beleaguered capital in wartime.” Twenty-eight states had shut down their banking systems, and a quarter of all banks had gone under in the previous three years. With precipitous drops in house prices, half of all people with mortgages had defaulted. The steel mills that had not shut down were operating at 12 percent capacity. Automobile plants had gone from making 20,000 vehicles a day to two thousand. “In the richest nation in the world,” Ahamed writes, “34 million men, women and children out of a total population of 120 million had no apparent source of income.” It seemed that Marx had been right when he foretold that capitalism would collapse amid increasingly extreme cycles of boom and bust.




Dumping orthodoxy, embracing prosperity

One of Roosevelt’s first acts was to proclaim a five-day cross-US bank shutdown and suspend all exports of gold. His Emergency Banking Act allowed solvent banks to gradually reopen, and provisions were made for the Treasury, via the Fed, to guarantee deposits in those banks. The law also moved the dollar away from being backed by gold; a variety of assets were now redeemable against it.

Roosevelt’s package of measures increased confidence overnight. People took the cash from under their mattresses and put it back into banks, and the stock market rebounded. Roosevelt began a Keynesian stimulus program that got some of America working again. Against the advice of economists and bankers, Roosevelt believed that the key to recovery was getting prices rising. To this end, he accepted an amendment to the Agricultural Adjustments Act providing for a “temporary” leaving of the gold standard, with the capacity to issue $3 billion in US dollars without the backing of gold, and the scope to devalue the dollar against gold by up to 50 percent.

“Breaking with the dead hand of the gold standard was the key to economic revival,” Ahamed writes. All countries that did so—Britain in 1931, the US in 1933, France in 1935, and eventually Germany, still haunted by the specter of hyperinflation—got their economies back on track. The Allies virtually gave up on getting reparations out of Germany; these in the end only totaled $4 billion, rather than the $32 billion originally sought, and its economy shot ahead (with significant thanks to rearmament).

But if the gold standard was no good, what could replace it? After World War II, Keynes worked to create a system based on strong but not rigid rules which would allow countries to shape their own domestic economies by having “pegged [to the US dollar] but adjustable” exchange rates. The purpose, Ahamed says, was “to avoid the need for the sort of straitjacket policies of the twenties and thirties when Germany and Britain had been forced to hike interest rates and create mass unemployment to protect currency values that were in any case unsustainable.” The new system was designed to again give countries some control over their own destiny, yet still facilitate international trade.




Final comments

Though it is hard to believe now, at the time no one really questioned the gold standard. Hoover, Churchill, Lenin, and Mussolini all believed in it, and in the 1920s and 1930s it seemed the one thing, perhaps the only thing, linking nations in the world economy. Yet the self-regulating market beloved of classical economists (of which the gold standard was the most powerful symbol), rather than leading to a promised land of prosperity and peace, Ahamed argues, brought countries to their knees and invited horrifying shifts from extreme liberalism to its antithesis, fascism. One of Ahamed’s themes involves the dark effects of enforcing large sovereign debt repayments, as the Allies tried to do with Germany after World War I. Hitler’s rise demonstrated the fact that what may seem financially prudent can be politically very dumb.

What is today’s “gold standard,” that is, the institution that looks good on paper but has in fact caused untold misery? In The Euro, Joseph Stiglitz argues that the European currency has been a financial straitjacket that has condemned whole nations to economic failure. As with the gold standard, it became a mark of prestige to join the euro, and a disaster to leave it. Stiglitz believes history will be kinder to nations who insist on keeping their currency independent. Another possible future gold standard is Bitcoin, which we discuss in the next chapter.


Liaquat Ahamed

Born in Kenya in 1952, Ahamed was sent abroad for his education: private school in England followed by degrees in economics at Cambridge University and then Harvard.

In the 1980s he was an economist at the World Bank, before starting a career in investment banking with Fischer, Francis, Trees & Watts, a New York firm, rising to chief executive. He currently advises hedge funds, is a director of an insurance company, and is a trustee of the Brookings Institution, a think tank.

Lords of Finance won the Financial Times/Goldman Sachs Business Book of the Year award and the 2010 Pulitzer Prize for History. Ahamed’s other book is Money and Tough Love: Inside the IMF (2014).
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The Bitcoin Standard



“While Bitcoin is a new invention of the digital age, the problems it purports to solve–namely, providing a form of money under the full command of its owner and likely to hold its value in the long run–are as old as human society itself.”

“Sound money allows people to think about the long term and to save and invest more for the future. Saving and investing for the long run are the key to capital accumulation and the advance of civilization … Sound money is also an essential element of a free society as it provides for an effective bulwark against despotic government.”

“History has shown that governments will inevitably succumb to the temptation of inflating the money supply. Whether it’s because of downright graft, ‘national emergency,’ or an infestation of inflationist schools of economics, government will always find a reason and a way to print more money, expanding power while reducing the wealth of the currency holders.”






In a nutshell

Civilizations progress when they have “sound” money. Bitcoin provides this, but for the digital age.
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Chapter 2


Saifedean Ammous


In the midst of a world financial crisis in November 2008, “Satoshi Nakamoto” sent an email to a cryptography mailing list. He had invented a peer-to-peer, decentralized (i.e. nongovernment) electronic cash system called “Bitcoin.” Satoshi’s name was a pseudonym, and no one has ever met him. His/her/their identity remains a mystery.


The system gained a small band of followers. No person or institution could control it; transactions could be verified on a “blockchain,” or electronic ledger. Bitcoins could be earned or “mined” by using one’s computer processing power to verify transactions, but their supply was permanently set at 21 million.


In 2010, people began using Bitcoins to buy things. The first purchase was for two pizzas worth $25, using 10,000 bitcoins. But by late 2011, three years after its birth, few were confident about Bitcoin’s future. A Forbes-published article noted that it was “likely to go the way of other online currencies” (i.e. to oblivion), along with most programmers’ pet projects. Earlier that year, Satoshi had disappeared for good from the online forums devoted to the new monetary network.


At the time Saifedean Ammous, a young economics professor at the Lebanese American University, was writing The Bitcoin Standard in late 2017, a single bitcoin had become worth around $7,000. It had got to that point from zero in less than a decade, representing a compound annual growth rate of 573 percent. Since the book was published, Bitcoin has increased in value many times again. If bought today with the same bitcoins, those two pizzas would be worth over $400 million.


There were, of course, books and articles on Bitcoin before Ammous’s, but his was the first to place it within the history of economics. Of its ten chapters, only three relate directly to Bitcoin. The first seven cover the history of money, the nature of capitalism, and arguments for “sound” money to preserve freedom and aid progress according to Austrian School economists Carl Menger, Ludwig von Mises, and Friedrich Hayek.


Bitcoin’s big selling point is the separation of money and state. Its proponents argue that, were it to be adopted as a global currency, it could usher in a new age of prosperity and peace, bringing an end to: inflationary policies that distort business decisions and erode people’s savings; central bank low-interest policies which increase inequality; and the power of the US dollar, and all the geopolitical jockeying and angst that goes with trying to preserve it.


Ammous is clear that he is not trying to encourage anyone to buy Bitcoin. Whether you view it as an asset, a currency, or a network, it is highly volatile and not easy to manage for the uninitiated. But once you do understand how and why it works, it is hard to go back to a conventional understanding of the contemporary economic world of “fiat” currencies and inflationist Keynesian orthodoxy.




Sound and unsound money: a brief history


In Keynesian or monetary economics, the money supply grows with the amount of users or transactions. Bitcoin succeeded beyond being just another obscure experiment in digital cash because its supply was fixed. There could only ever be 21 million coins “mined” (coins are rewards for solving math puzzles, which requires vast amounts of computing power and electricity), and the mining would happen over decades. This would ensure the amount of new coins would stay very low compared to the stock of existing coins.


How limited a money is, Ammous says, is a key to understanding its value. Any money worth the name should be a store of value that can hold its worth into the future. It must be “hard” or “sound,” meaning there is a limited amount of it. Money’s hardness is best understood in terms of the ratio between its “stock” (i.e. the total amount of it that has been produced in the past) and its “flow” (i.e. the extra amount of units that will be produced in the next time period). The best example of this is gold, which is hard to find and mine, yet once out of the earth never corrodes. Gold’s soundness as money made it the basis of many monetary systems. Its use became synonymous with civilization, while unsound money “all too frequently coincided with civilizational decline and societal collapse.”


During the stability of the Roman Republic, Julius Caesar minted the “aureus” coin with 8 grams of gold. Yet by the time of Nero in the Roman Empire (54–68 ce), coin clipping (minting coins with less gold and silver content) became the norm. This reduced the burden on rulers who were engaged in lavish state spending. By the time of Diocletian (284–305 ce), there was the solidus coin, with only 4.5 grams of gold. Inflation was rampant, and there were price controls on basic goods. There was rioting due to rising prices, corruption, and speculation. The Empire could not afford to pay its soldiers. Rome collapsed finally in 476 ce. As taxes increased and inflation grew, people with money fled to the countryside and built self-sufficient farms. The Roman Empire, with its once elegant system of trade and specialization across Europe based on a sound monetary system, slowly dissolved into a feudal system of farmers serving local lords. Only these lords had access to gold and so were able to preserve their wealth over time. Everyone else was forced to use coins of bronze or copper, which were easier to mine, had a poor stock to flow ratio, and so did not preserve holders’ wealth. With no monetary standard, trade was made harder. What was once a continent of trading societies now became parochial and close-minded, focused on religion.


What dragged Europe out of the Dark Ages, Ammous notes, were the city-states, in whose rise sound money played a crucial role. Florence’s florin was the first major European coin since Julius Caesar’s aureus, and as a standardized unit it enabled commerce across Europe. It was copied to the same metal specification by Venice with its ducat, and by other cities and states. Citizens were able to amass wealth in the knowledge that the value of their coins would not change much over time, and could be exchanged for other coins or used to buy things in other parts of Europe.


Zoom forward in time, and the period when all of Europe was on the same gold monetary standard (1871–1914, the Belle Époque) was one of relative peace, prosperity, technological advance, and flourishing in the arts. Free trade expanded rapidly, and a large pool of private savings enabled capital investment in industry and cities. Different currencies, whether the French franc, German mark, or pound sterling, were essentially different forms of a single gold currency, with all bills and notes based on it.


A problem with the gold standard was that governments were tempted to increase the supply of notes based on gold beyond their actual reserves of it. To governments, gold seemed like a straitjacket that prevented spending. Yet even after states began leaving the gold standard to be free of such restrictions (as they did in World War I), they continued to hold gold in their reserves and increase their holdings. Why? It was a tacit recognition that sound money was real, even if governments had departed from it in their embrace of fiat currencies (i.e. money entirely created by government).







Time preference


Ludwig von Mises defined sound money as that which the free market (i.e. people) agrees is money, and that the owner can control, safe from government seizure or meddling. In contrast, money created and controlled by government can be debased at any time at the expense of the owner.


Sound money, because it holds its value, allows for people to plan spending and investment years ahead. They develop a longer mental timeframe and lower their “time preference.” Time preference is “the ratio at which individuals value the present compared to the future.” A person with a low time preference prioritizes the needs of his future self against his current self. Low time preference is an essential ingredient in the rise of civilizations. A high time preference means you feel compelled to spend what money you have now, knowing it will be worth less in the future due to inflation.


John Maynard Keynes reacted against the prim, low time preference nature of Victorian Britain in which saving was a great virtue. He argued that “aggregate demand,” or spending, is all that matters in an economy. This led to the misconception that capitalism is about wasteful consumption. In fact, Ammous reminds us, capitalism by definition is capital accumulation, which arises from deferring immediate gratification in order to invest for the future. Consumption is not the cause of prosperity, but a consequence of deferred consumption over long periods of time.


Under the heading “Artistic Flourishing,” Ammous considers the impact of time preference on culture. Wealthy Renaissance families were willing to wait decades for art or architecture they had commissioned. Artists required years of training before they could start producing. In contrast, he complains, modern art is mostly just “clever” or witty: “It was hard money that financed Bach’s Brandenburg Concertos, while easy money financed Miley Cyrus’s twerks.”







Money and state: poor bedfellows


In modern times, the departure from regimes of sound money is wrapped up with the conceit that central bankers can “manage” or “control” something as complex as an economy. A principal lever for this management is interest rates. Von Mises argued that “malinvestments” in all parts of economy and society happen when governments keep interest rates artificially low and make money “cheap.”


When governments manipulate rates, it distorts prices. This leads to shortages and surpluses, because price signals are no longer there. Controlling interest rates leads to boom-and-bust cycles, which are so much a part of our economies now that we take them for granted. But they are mostly a creation of central banking and government money.


Keynes’s mystical explanation for business cycles and recessions was flagging “animal spirits.” In fact, Ammous argues, they are nearly always due to the way interest rate manipulation by central banks causes booms in asset prices, and busts when they deflate. It is not capitalism (which regulates itself via prices) that causes booms and busts, but government interventions in the economy.


The biggest period of modern prosperity, the second half of the nineteenth century, occurred when countries did not have central banks, or, if they did, they were much less powerful than they are today. Booms and busts did happen, but markets cleared themselves quickly.


There is a simple linkage between Keynesian policy, fiat money and war, Ammous says. This is because, perversely, spending on the military counts as aggregate demand. The fact that the twentieth century was largely one of unsound money “can help to explain why [it] was the deadliest in recorded history.” Dictators from Stalin to Mao to Pol Pot to Kim Jong-il operated under unsound money regimes, giving them carte blanche to fund their murderous regimes. Because sound money puts restrictions on how much a state can fund war (they can only spend what they have in their treasuries, and cannot “print” money), it leads to a more peaceful world.


Governments, as they control the education system, have made people believe that they are outside the laws of economics, and that spending only has benefits, never costs. “For those who worship government power and take totalitarian control,” Ammous writes, this paradigm has been “a godsend.”


In 1984, Friedrich Hayek said:




“I don’t believe we shall ever have a good money again before we take the thing out of the hands of government, that is, we can’t take it violently out of the hands of government, all we can do is by some sly roundabout way introduce something that they can’t stop.”





He might have been talking about Bitcoin, 25 years before its invention.







With success comes criticism


What constitutes hard or sound money changes over time and is affected by technological realities. Gold may have been the best form of money in an analog age, but perhaps not in a digital age when most value is transferred digitally.


When Ammous was writing, the total value in US dollars of all bitcoins in circulation was less than $100 billion. Today it is over $700 billion. It may be preventing the gold price from rising as more people decide to hold Bitcoin instead. Its stock to flow ratio will double that of gold’s by 2025, and so become ever better as a store of value over time.


Detractors point to its volatility, which erodes its case as sound money. With other commodities, when demand increases supply, this moderates the price. But with Bitcoin this moderating effect doesn’t happen, because supply is fixed. At any rate, as market capitalization grows, Bitcoin’s volatility is likely to decline.


The currency is accused of allowing criminals to circulate and store wealth beyond the reach of government. In fact, although transactions are anonymous, they are traceable, and Bitcoin is no worse than fiat cash in terms of hiding ill-gotten gains. Like any form of money, Bitcoin is neutral and can be used for good or ill. As a distributed network, it would be very hard to ban it anyway. Governments are better off allowing citizens to build innovations around it; this development could become as strategically important to nations as industrialization has been.


The other big criticism, in an age of climate change, is the large amounts of energy “wasted” to mine bitcoins, which are not even a physical good. Defenders argue that bitcoins are stored energy, that mining encourages investment in low-cost, green energy, and that in the long run, a Bitcoin-based economic system would be much less wasteful of energy than a physical, fiat-based money system with its millions of banks and ATMS.







Final comments


Paraphrasing Davidson and Rees-Mogg’s The Sovereign Individual (1997), Ammous argues that today’s nation-state is much like the Church in the Middle Ages – that is, ripe for disruption.


Just as the printing press and literacy destroyed the power of the Church, so “The digital revolution will destroy the power of the nation-state over its citizens … and give individuals unprecedented power and sovereignty over their own lives.” Bitcoin represents an alternative to monetarily centralized, economically Keynesian states. It’s “a simple technological fix to the modern pestilence of governments surviving by exploiting the productive individuals who happen to live on their soil” and exposes the conceit that governments can control something as complex as a national economy. “Governments, universally,” Ammous writes, “love Keynesian economics today for the same reason they loved it in the 1930s: it offers them the sophistry and justification for acquiring ever more power and money.”


Government, instead of simply offering protection from violence and a legal system to guarantee property rights, has become a “wish-granting genie” supported by unsound money. The ability to print money “allows governments to buy allegiance and popularity by spending on achieving popular objectives without having to present the bill to their people.” In that respect, things have not changed much since the age of Nero and Diocletian.


Yet debt reduces economic freedom over time and provokes increasingly illiberal measures to tax the productive and preserve the state. Money is meant to preserve freedom, but unsound money does the opposite. What Bitcoin provides is a discipline. Many people have been attracted to it just to make money, only to find themselves on a learning curve regarding the relationship between state and individuals and the nature of money itself. Bitcoin replaces “human-directed monetary policy with superior and perfectly predictable algorithms.” Instead of fallible central bankers, short-sighted politicians, and blinkered economists, there is mathematics.


Bitcoin “maximalists” believe that eventually all governments will be forced to change their ways and adopt it. This will usher in a new age of civilization and peace. That sounds like the projections of an ideology, except for the fact that Bitcoin is so rational.




Saifedean Ammous


Ammous was born in Palestine and grew up in Ramallah in the West Bank.


He attended the American University in Beirut, in 2003 graduating with a bachelor’s degree in mechanical engineering. After working as a reporter in Beirut he obtained a Master’s degree in development studies at the London School of Economics. He stayed at the LSE to do an MA and MPhil in sustainable development, before moving to the US.


At Columbia University in New York, Ammous’s doctoral thesis was on policies around biofuels in the context of energy and environmental policies. His doctoral advising committee included Nassim Nicholas Taleb, who wrote the Foreword to The Bitcoin Standard.


Ammous has been a lecturer in economics at the Lebanese American University in Beirut since 2011, and has also lectured at Columbia University. His second book, The Fiat Standard: The Debt Slavery Alternative to Human Civilization (2021), goes into more depth on the fiat money system.
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The Microtheory of Innovative Entrepreneurship



“The prospects of glory, wealth, and fame hold real value, even if they never materialize. They are, indeed, the stuff of which dreams are made. For the entrepreneur, contemplation of imagined success is only part of the psychic reward. In reading the biographies of the great inventors, one is struck by the fascination, moments of triumph, and even the pleasure of puzzle-solving and experimentation—though punctured by frustration and exhaustion—that accompanied the process of their work.”






In a nutshell

Economic growth rests on the development and implementation of new ideas, so it is surprising the extent to which entrepreneurship has been ignored by economics.
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Chapter 3


William J. Baumol


“The thing that’s wrong with the French,” George W. Bush apocryphally said to British Prime Minister Tony Blair, “is that they don’t have a word for entrepreneur.”


Where did the word come from? Early economic writings in English used the terms “adventurers” or “undertakers” to describe people taking risks to bring some product or service to market. In translating them, French economic thinker Richard Cantillon plumped for “entrepreneur” (literally, someone who undertakes). Jean-Baptiste Say included the word as part of a chain of “producers”: the scientists who made discoveries about raw materials and invented things, the entrepreneurs who converted this knowledge into useful purposes, and finally the workers who manufactured the final product. Every successful nation needs all three, Say said, and he recommended government help to finance research, since the benefits of innovation across society outweighed any costs. In Britain, John Stuart Mill and Alfred Marshall also had things to say about entrepreneurs, but it did not constitute a theory of entrepreneurship as such. In the twentieth century, Joseph Schumpeter became the best-known theorist of entrepreneurship, arguing that it was the driving force of capitalism.


Even with Schumpeter’s insights, American economist William Baumol felt there was much that had been left unsaid about entrepreneurs, and in a seminal 1968 article (“Entrepreneurship in Economic Theory,” American Economic Review), complained that mainstream economics, particularly the theory of the firm, had conveniently glossed over the species. One could not explain the huge differences in economic performance between time and place without thinking about the role of the entrepreneur. China had brilliant inventors, but its system of incentives pushed the brightest people to enter the civil service, not industry and commerce. Part of America’s great economic success was its celebration of the inventor and the innovator, and its keenness to transform their achievements into wide use via entrepreneurship. Today, China has boomed because, even though it has come up with no recent advances as great as paper or gunpowder, it gives entrepreneurship its due credit as an engine of growth.


Baumol’s The Microtheory of Innovative Entrepreneurship pulls together the strands of his work on the economics of entrepreneurship over several decades. He is also famous for “Baumol’s cost disease” and the theory of contestable markets (see below).




Entrepreneurs are different


Baumol makes a distinction between entrepreneurs and managers. The role of a manager is to make existing processes more efficient, and to see the enterprise fulfill its production potential. This often involves significant levels of experience, analysis, and judgment, yet it brings little new into being. It is incremental work.


His second distinction is between two kinds of entrepreneurs. The entrepreneur is commonly defined as anyone who starts a business, even if the business is doing something many others are doing. Baumol refers to this type as a “replicative” entrepreneur. He is more interested in the species that Schumpeter celebrated, the “innovative entrepreneur.” This kind must be a leader, irrespective of formal position—it is only an entrepreneur of this type who will be responsible for “revolutionary growth” in an economy. Another way to see innovative entrepreneurs is as suppliers of inventions, Baumol says. The inventors invent, but usually have no idea about how their idea or product can become widely used. It takes some time to see the opportunity and get it rolled out to the market. A good example: the McDonald brothers invented a perfect system (small menu, high-profit hamburger restaurant with fast service and scrupulous cleanliness), but it took Ray Kroc to see how the system could be endlessly replicated across the US.


Traditional theories of the firm imagined a dry decision-making process involving “automaton maximizers” who aim to maximize outputs and profits. Totally left out of the equation, Baumol writes, are the “clever ruses, ingenious schemes, brilliant innovations, charisma, or any of the other stuff of which outstanding entrepreneurship is made.”


In economic theory, entrepreneurship is the fourth “factor of production” along with land, labor, and capital. Yet because the activity of entrepreneurs is hard to quantify and measure, it has simply been left out of the economics discipline. Why? Land, labor, and capital each depend to a large extent on other people and external factors. You have to buy or rent land, employ the right kind of labor, and borrow money at interest. In contrast, innovative entrepreneurship is generated by the individual mind, so it can’t be measured in any normal way.


There is another reason why mainstream economics glossed over the entrepreneur: it tends to favor equilibrium models which minimize or excise the possibility of change, while the entrepreneur’s raison d’être is to upset equilibrium, by finding holes in existing industries and exploiting them, or bringing into being products which can create new industries. As the very currency of entrepreneurs is change, frequently their activity precedes the creation of a firm, so the theory of the firm becomes meaningless.
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