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To Professor Arthur Smithies, who taught 
me to think beyond stage one







PREFACE

This is the revised and expanded edition of Applied Economics. There is a new chapter on the economics of immigration, and existing chapters have much new material, such as an analysis of the economics of organ transplants in the chapter on the economics of medical care and an explanation of some of the “creative financing” behind the subprime mortgage crisis in the chapter on the economics of housing.

Despite its title, this is not a book designed for economists to use in applying their expertise. It is a book to enable anyone, with no prior knowledge of economics, to understand some of the key economic issues of our time— medical care, housing, discrimination, and immigration, for example. Because these are political, as well as economic issues, we will need to consider what incentives and constraints apply to political decision-making, as well as those which apply to economic decision-making.

Economics requires thinking beyond the immediate consequences of decisions to their long-term effects. Because politicians seldom look beyond the next election, it is all the more important that voters look ahead— beyond stage one— rather than voting for a candidate or a policy that they will end up regretting later. This book stresses long-run repercussions to decisions and policies.

It is helpful to have something of a sense of humor when considering economic policies. Otherwise, the study of these policies and their often painful, and sometimes disastrous, unintended consequences can get to be too depressing or you can get too angry. Save your anger until you are inside the voting booth on election day. In the meantime, enjoy the process of getting more understanding of issues and institutions that affect your life and the future of the country.

Because this is a book for the general public, the usual footnotes or endnotes are omitted. However, for those readers who want to verify what is said here, or to read further on some of the subjects covered, the sources of the many facts discussed here are listed in the back of the book. Many, if  not most, of those facts were gathered for me by my extraordinary research assistants, Na Liu and Elizabeth Costa. The former also created the computer files from which this book was directly printed and the latter did the copy-editing.
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Chapter 1

Politics versus Economics



I don’t give a good goddamn what Milton Friedman says. He’s not running for re-election.


 



President Richard Nixon to a White House aide



 



 



 




While economic principles are important, economic actions take place within a framework of laws and government policies that are shaped by political principles, which may or may not be consistent with economic principles. The interaction of political and economic incentives makes the study of economic policy issues more challenging— and more revealing— than a study of either economic or political principles in isolation.




POLITICAL VERSUS ECONOMIC DECISIONS 

People tend to respond to the incentives and constraints confronting them, whether they are in the marketplace or in politics. However, those incentives and constraints are very different in these different situations, so it can hardly be surprising that voters tend to behave differently than consumers, and politicians tend to behave differently than sellers of goods and services.


Voters 

Economic decisions and political decisions are made in different ways, even when the same person makes both kinds of decisions, for example as a consumer and as a voter. Virtually no one puts as much time and close attention into deciding whether to vote for one candidate rather than another as is usually put into deciding whether to buy one house rather than another— or perhaps even one car rather than another. The voter’s political decisions involve having a minute influence on policies which affect many other people, while economic decision-making is about having a major effect on one’s own personal well-being. It should not be surprising that the quantity and quality of thinking going into these very different kinds of decisions vary correspondingly. It has been said of many laws and policies that “the devil is in the details.” But, if most voters are not likely to look into those details, many devilish results can be expected from legislation and policies that look good at first glance, when packaged with inspiring rhetoric.

Politics and the market are both ways of getting some people to respond to other people’s desires. But people whose professional careers are in politics operate under different incentives and constraints from those whose careers are in the economy. Consumers choosing which goods to spend their money on have often been analogized to voters deciding which candidates to elect to public office. However, the two processes are profoundly different. Not only do individuals invest very different amounts of time and thought in making economic decisions versus political decisions, those decisions are inherently different in themselves. Voters decide whether to vote for one candidate or another but they decide how much of what kinds of food, clothing, shelter, etc., to purchase.

In short, political decisions tend to be categorical, while economic decisions tend to be incremental. Voting is a package deal: You may agree with candidate A on economic policy, candidate B on foreign policy and candidate C on environmental issues but, in the end, when you enter the voting booth you have to vote for one candidate’s whole package of policies on the economy, foreign policy, and the environment. Moreover, you don’t get to change your mind until the next election. It is not like buying one  brand of bread today and a different brand tomorrow if you change your mind.

Incremental decisions can be more fine-tuned than deciding which candidate’s whole package of principles and practices comes closest to meeting your own desires. Incremental decision-making also means that not every increment of even very desirable things is necessarily desirable, given that there are other things that the money could be spent on, after having acquired a given amount of a particular good or service. For example, although it might be worthwhile spending considerable money to live in a nice home, buying a second home in the country may or may not be worth spending money that could be used instead to send a child to college or to buy an annuity for later retirement years.

One consequence of incremental decision-making is that additional increments of many desirable things remain unpurchased because they are almost— but not quite— worth the sacrifices required to get them. From a political standpoint, this means that there are always numerous desirable things that government officials can offer to provide to voters who want them— either free of charge or at reduced, government-subsidized prices— even when these voters do not want these increments enough to sacrifice their own money to pay for them. Ultimately, of course, the public can end up paying as taxpayers for increments that they would not have chosen to pay for as consumers. The real winners in this process are the politicians whose apparent generosity and compassion gain them political support.

Politics has sometimes been called “the art of the possible.” But that implies a level of constraint that simply does not exist in democratic politics. As a noted economist has pointed out, “no voting system could prevent the California electorate from simultaneously demanding low electricity prices and no new generating plants while using ever increasing amounts of electricity.” This is just one of many ways in which the impossible can win elections. Beliefs can trump facts in politics, and have repeatedly trumped facts throughout history. “Demagoguery beats data,” as former Congressman Dick Armey put it. But the production and distribution of false beliefs is not solely a result of the skills of demagogues. There are  certain kinds of beliefs that tend to be accepted without much evidence or even in defiance of evidence.

No political message has proven to be more welcome, in countries around the world, in both democratic and undemocratic nations, and among peoples of every race and culture, than the message that your problems are not your fault, but the fault of others— and it is they who must change, not you. Moreover, it is they who must pay the consequences if they do not change, but not you. Not only particular political candidates but, in some countries, whole revolutionary movements, have risen to power on the wings of that message.


Politicians 

While politicians can be expected to pay far more attention to political decisions than the average voter will, the nature of that attention is also likely to be different. Elected officials’ top priority is usually getting re-elected, and their time horizon seldom extends beyond the next election. Laws and policies that will produce politically beneficial effects before the next election are usually preferred to policies that will produce even better results some time after the next election. Indeed, policies that will produce good results before the next election may be preferred even if they can be expected to produce bad results afterwards.

Thinking beyond the immediate consequences of a law or policy is a task which neither voters nor politicians have much incentive to undertake. When most voters do not think beyond stage one, many elected officials have no incentive to weigh what the consequences will be in later stages— and considerable incentives to avoid getting beyond what their constituents think and understand, for fear that rival politicians can drive a wedge between them and their constituents by catering to short-run public perceptions.

The very way that issues are conceived tends to be different in politics from the way they are conceived in economics. Political thinking tends to conceive of policies, institutions, or programs in terms of their hoped-for results— “drug prevention” programs, “gun control” laws, “environmental  protection” policies, “public interest” law firms, “profit-making” businesses, and so forth. But for purposes of economic analysis, what matters is not what goals are being sought but what incentives and constraints are being created in pursuit of those goals.

We know, for example, that many— if not most— “profit-making” enterprises do not in fact make profits, as shown by the high percentage of new businesses that fail and go out of business within a few years after getting started. Similarly, it is an open question whether drug prevention programs actually prevent or even reduce drug usage, whether public interest law firms actually benefit the public, or whether gun control laws actually control guns. No economist is likely to be surprised when rent control laws, for example, fail to control rent, so that cities with such laws often end up with higher rents than cities without them1— New York and San Francisco being classic examples. But such outcomes may be very surprising to people who think in terms of political rhetoric focussed on desirable goals— and who do not think beyond stage one.

The point here is not simply that various policies may fail to achieve their purposes. The more fundamental point is that we need to know the actual characteristics of the processes set in motion— and the incentives and constraints inherent in such characteristics— rather than judging these processes by their goals. Many of the much discussed “unintended consequences” of policies and programs would have been foreseeable from the outset if these processes had been analyzed in terms of the incentives and constraints they created, instead of in terms of the desirability of the goals they proclaimed. Once we start thinking in terms of the chain of events set in motion by particular policies— and following the chain of events beyond stage one— the world begins to look very different.

In trying to understand the effect of politics on economics, we need to consider not only officials’ responses to the various pressures they receive from different sources, but also the way that the media and the voting public   see economic issues. Both the media and the voters are prone to what might be called one-stage thinking.




ONE-STAGE THINKING 

When I was an undergraduate studying economics under Professor Arthur Smithies of Harvard, he asked me in class one day what policy I favored on a particular issue of the times. Since I had strong feelings on that issue, I proceeded to answer him with enthusiasm, explaining what beneficial consequences I expected from the policy I advocated.

“And then what will happen?” he asked.

The question caught me off guard. However, as I thought about it, it became clear that the situation I described would lead to other economic consequences, which I then began to consider and to spell out.

“And what will happen after that?” Professor Smithies asked.

As I analyzed how the further economic reactions to the policy would unfold, I began to realize that these reactions would lead to consequences much less desirable than those at the first stage, and I began to waver somewhat.

“And then what will happen?” Smithies persisted.

By now I was beginning to see that the economic reverberations of the policy I advocated were likely to be pretty disastrous— and, in fact, much worse than the initial situation that it was designed to improve.

Simple as this little exercise might seem, it went further than most economic discussions about policies on a wide range of issues. Most thinking stops at stage one. In recent years, former economic advisers to Presidents of the United States— from both political parties— have commented publicly on how little thinking ahead about economic consequences went into decisions made at the highest level.2 This is not to say that there was no thinking ahead about political consequences. Each of the presidents they served (Richard Nixon and Bill Clinton, respectively)   was so successful politically that he was re-elected by a wider margin than the vote that first put him in office.

Short-run thinking is not confined to politicians but is often also found among the population at large. Nor is this peculiar to the United States or even to Western societies. When the government of Zimbabwe decreed drastic cutbacks in prices to deal with runaway inflation in June 2007, the citizens of Zimbabwe “greeted the price cuts with a euphoric— and short-lived— shopping spree,” according to the New York Times. But, just one month later, the Times reported, “Zimbabwe’s economy is at a halt.” This was spelled out: 






Bread, sugar and cornmeal, staples of every Zimbabwean’s diet, have vanished... Meat is virtually nonexistent, even for members of the middle class who have money to buy it on the black market... Hospital patients are dying for lack of basic medical supplies.



 



That suppliers do not usually supply as much at a lower price as they do at a higher price is not a complicated economic principle, but it does require stopping to think, and especially to think beyond stage one. Price controls are essentially lies about supply and demand. In the case of Zimbabwe, the artificially low prices created the impression of an affordable abundance that was simply not there. As with other lies, political or otherwise, time may be required for the truth to come out, and it may be too late when it does.


“Do Something” Policies 

In a market economy, millions of people in their various roles as consumers, employees, employers, investors, farmers, etc., are constantly adjusting to changing circumstances, whether these changes are due to technology or to mistaken decisions that set off changes in prices, wages, or rates of return on stocks and bonds. Sometimes these changes are benign, such as the dramatically declining prices of computers during an era when the capabilities of these computers have been increasing equally dramatically. Other changes are negative, as when financial markets adjusted to widespread defaults on risky mortgage loans in 2007 by forcing  many borrowers and lenders of these loans into bankruptcy, and produced a tightening up on credit requirements for people who were trying to get new loans.

While a self-equilibrating system like a market economy confers benefits, its adjustments through changing prices, sales, employment, etc., can present difficulties for particular individuals and enterprises during the process of adjustment— and these difficulties present opportunities for political authorities to intervene, especially in response to demands that they “do something” to solve economic problems. Whether that undefined something will in fact make matters better or worse economically, in political terms the demand for action may be irresistible. Thus, in response to inflation in the United States, President Richard Nixon imposed the first peacetime wage and price controls in the history of the country in 1971, despite the advice of economists and despite Nixon’s own knowledge of the adverse consequences of wage and price controls. Herbert Stein, chairman of Nixon’s Council of Economic Advisers, in later years described some of these adverse consequences: “Cattle were being withheld from market, chickens were being drowned, and the foodstore shelves were being emptied.” Such consequences became manifest some time after the elections, however.

The immediate political consequences, however, were overwhelmingly favorable, leading to widespread praise of the President in the media for taking action to deal with inflation, and ultimately to a landslide victory in Nixon’s bid for re-election in 1972. In retrospect, the economic consequences of Nixon’s wage and price controls have been widely recognized as negative but voters vote on the basis of how things look to them at the time, not how the consequences will be assessed later in retrospect. In short, “do something” policies are often a result of not thinking beyond stage one— and of politicians who respond to voter shortsightedness, even if the politicians themselves know better. As Herbert Stein noted, the wage and price controls “did not visibly affect the course of the inflation and were not expected by the White House to do so.”

In his memoirs, Nixon said that his imposing wage and price controls “was politically necessary and immensely popular in the short run. But in  the long run I believe that it was wrong. The piper must always be paid, and there was an unquestionably high price for tampering with the orthodox economic mechanisms.” Looking back on the same events, Milton Friedman said: “The disastrous economic effects came after Nixon’s landslide re-election in 1972, which the controls helped to bring about.” Like other price controls in countries around the world and over thousands of years of history, Nixon’s price controls led to a reduction in the amount of goods supplied while the lower prices led to an increase in the amount of goods demanded— producing shortages. These shortages were seldom blamed on Nixon at the time and the gasoline shortages that led to long lines at filling stations were blamed on oil companies by many in politics and in the media.

So politically successful was the demonizing of oil companies that neither of Nixon’s next two successors— Presidents Gerald Ford and Jimmy Carter— dared to cancel price controls on oil, even after the other Nixon price controls had been lifted. As economist Herbert Stein, still on the White House staff during the Ford administration, said, “the main problem was probably political— fear of being accused of sacrificing homeowners and commuters for the profit of the oil companies.” Later, President Carter began to loosen the oil price controls but, as late as 1979 there were recurrent gasoline shortages and long lines at filling stations, where motorists sometimes sat in their cars for an hour or more before reaching the pump, which in some cases ran out of gas by the time they got there. But, by this time, virtually no one traced the gasoline shortages back to the Nixon price controls years earlier, or to the demonization of oil companies, which kept oil price controls on, years after other price controls had been rescinded.

It was 1981— a decade after the Nixon price controls began— that the Reagan administration abolished the last of the price controls on oil, amid dire predictions from critics that gasoline prices would skyrocket. Instead, gasoline lines disappeared and, as supplies of oil increased, gasoline prices began declining, eventually reaching lower levels than under price controls.

Sometimes the temptation to “do something” reflects more than just a cynical calculation of political advantages. Often there is a belief that  government intervention is necessary, even if the specific form of that intervention may have to be determined in a trial-and-error process. President Franklin D. Roosevelt articulated this approach during the Great Depression of the 1930s: 






The country needs and, unless I mistake its temper, the country demands bold, persistent experimentation. It is common sense to take a method and try it; if it fails, admit it frankly and try another. But above all, try something.



 



FDR did not mistake the temper of the country. He was the most successful politician in American history, being elected President an unprecedented four times. During his career and for decades thereafter, many saw his policies as responsible for getting the country out of the Great Depression. However, with the passing years and additional research and analysis, more and more economists and historians have seen his policies as needlessly prolonging the depression by generating a pervasive uncertainty as to what the government was going to do next, leaving both consumers and investors hesitating to part with their money. This in turn meant an inadequate demand for goods and for the labor to produce those goods.

FDR seems never to have considered that incessant experimentation, in and of itself, was a process which could have high costs for the economy, irrespective of the merits or demerits of particular experiments. Government experimentation is different from private experimentation which, for better or worse, affects only those who engage in it, and who have every incentive to stop when it becomes clear that the experiment is not working. But government experiments with the rules under which millions of other people must operate, and the prospect that the basic rules of the economy are likely to continue changing without notice at any time, is not a prospect that encourages long-term investment by businesses or even short-term spending by consumers. People tend to hang on to their money when they don’t know what is likely to happen next.

Prior to the Great Depression of the 1930s, there was no tradition of federal government intervention to get the United States out of depressions. Roosevelt’s predecessor, President Herbert Hoover, was the first President  to take on that responsibility, and many of his interventions were later simply carried much further by FDR, despite a political myth that persisted for years that Hoover was a “do nothing” President. In much later years, even prominent former advisers of the Roosevelt administration admitted that FDR’s New Deal was a further extension of what Hoover had been doing. Herbert Hoover was in fact the first President to decide to “do something” on a national scale to try to extricate the country from a depression, though there is no evidence that what he did made things any better and there is considerable reason to believe that they made things worse.

Earlier in the 1920s, a sharp decline in the economy had been largely ignored by President Calvin Coolidge— and the economy pulled out of its decline in a relatively short time, as it had pulled out of other such declines in the past. There was nothing inevitable about a stock market crash leading to a decade-long depression. Moreover, as Professor Peter Temin of M.I.T. has noted, the 1929 stock market crash was not unique: 






The stock market has gone up and down many times since then without producing a similar movement in income. The most obvious parallel was in the fall of 1987. The isomorphism was uncanny. The stock market fell almost exactly the same amount on almost exactly the same dates.



 



Another study referred to the October 19, 1987 decline as “by far the worst percentage decline day in the stock market’s history.” In 1987, however, President Ronald Reagan did not react as Presidents Hoover and Roosevelt had in the wake of the 1929 stock market crash. Instead, like Coolidge before him (whom he admired), Reagan let the economy recover on its own. Far from leading to a Great Depression, the recovery began one of the longest periods of sustained high employment, low inflation, and general prosperity in American history.3 At the time, however, President Reagan was sharply criticized in the Washington Post for a “do-nothing, letthe-problems-accumulate, Calvin Coolidge act of the 1980s” and was denounced in the New York Times for having “squandered the opportunity” to take action.

In short, there are many pressures on Presidents to “do something.” Some (like Nixon) succumb to those pressures and others (like Reagan) just take the heat. It should be noted that Reagan was not eligible for re-election in 1987. Moreover, it is not just free market economists who regard government intervention in depressions as potentially harmful. Long before the Great Depression of the 1930s, it was none other than Karl Marx who referred to “crackbrained meddling by the authorities” that can “aggravate an existing crisis.” There was not much in common between Ronald Reagan and Karl Marx but one of the things that both of them had done was to study economics.

Presidents are not the only elected officials under pressure to “do something.” Nor are all the actions taken under such pressures due to cynical disregard of known economic consequences for political reasons, as with President Nixon. Inadequate knowledge of economics also plays a role, as well as an unwillingness to listen to economic advice. Well-known financier, philanthropist and government official William E. Simon commented on his sense of futility in testifying before Congress on numerous occasions: 






Most of these hearings were an abysmal waste to time. Nonetheless, I patiently complied with the Congressional invitations. I never neglected an opportunity to offer these gentlemen carefully documented evidence of their own historic irresponsibility.



 



In response to various economic problems in 2007, Professor N. Gregory Mankiw of Harvard, a former chairman of the Council of Economic Advisers, wrote: 






The question on the minds of many in Congress and in the White House is this: What they should be doing now to keep the economy on track? The right answer: absolutely nothing.



The feeling that the government should “do something” has seldom been based on a comparison of what actually happens when government does and when it does not “do something.” Doing something almost always seems like such a good idea, to those who do not look beyond stage one, that they see no need to look back at history or to apply economics. The alternative to a “do something” approach is not to have the government always do absolutely nothing but, rather, to recognize that governments can only do something specific— and that these specifics must be assessed in terms of their specific effects, both immediate and long-term, as well as the general effects of extended experimentation. Although Professor Mankiw urged politicians in Congress and the White House to do nothing, he also argued that the Federal Reserve System, with its professional economists, could do enough to prevent the economy from developing serious problems.

Many “do something” policies do in fact benefit particular industries, groups, regions or other segments of the national economy. But that is very different from saying that these policies produce a net benefit to the economy as a whole. For example, during the administration of President George W. Bush, policies to protect the American steel industry from the problems created by having to compete with lower-priced imported steel did in fact save the jobs of many American steelworkers and enhanced the profits of American steel companies. But the net result was a rise in steel prices within the United States, leading to rising prices of American products made of steel, making those products less competitive at home and in the world market. As a result, far more jobs were lost in American steel-using industries than were saved in the steel-producing industry, and the profit reduction in American steel-using industries was far greater than the profit increase in the steel-producing industry. The intervention seemed successful only to those who did not look beyond the immediate beneficiaries in stage one.

Sometimes it is not just that some people benefit at the expense of other people when future repercussions are not taken into account. Sometimes the very same people who are intended to be helped turn out to be harmed. For example, when the Americans with Disabilities Act was passed in 1992, the obvious goal was to benefit people who were physically or mentally  impaired. Businesses and other institutions were mandated to make “reasonable accommodation” to those with disabilities, such as making businesses accessible to wheelchairs or taking other steps to enable employees with various disabilities to do their jobs more easily. But a study by two economists found that the employment of people with disabilities declined in the wake of this legislation. Employers simply responded to these extra costs imposed by the government by no longer being as willing to hire disabled workers in the first place.


The Long Run 

Thinking beyond stage one is especially important when considering policies whose consequences unfold over a period of years. If the initial consequences are good, and the bad consequences come later— especially if later is after the next election— then it is always tempting for politicians to adopt such policies.

For example, if a given city or state contains a number of prosperous corporations, nothing is easier than to raise money to finance local government projects that will win votes for their political sponsors by raising the tax rates on these corporations. What are the corporations going to do? Pick up their factories, hotels, railroads, or office buildings and move somewhere else? Certainly not immediately, in stage one. Even if they could sell their local properties and go buy replacements somewhere else, this would take time and not all their experienced employees would be willing to move suddenly with them to another city or state.

Nevertheless, even under such restrictions on movement, the high taxes would begin to have some immediate effect. When businesses with branches in different locations face declining demand and have to choose which branches to close, those in high tax cities and states are especially likely to be chosen as the ones to shut down. There is also likely to be an increase in the rate at which businesses go out of business completely in high tax cities and states, as some struggling firms that might have been able to hold on longer, and perhaps ride out their problems, are unable to do so  when heavy tax burdens are added to their other difficulties and become like the proverbial straw that breaks the camel’s back.

Meanwhile, newly arising companies have options when deciding where to locate their factories or offices— and cities and states with high tax rates are likely to be avoided. Therefore, even if all existing and thriving corporations are unable to budge in the short run, the high-tax jurisdictions can begin the process of losing businesses, even in stage one. But the losses may not be on a scale that is large enough to be noticeable before the next election.

Then comes stage two. Usually the headquarters where a business’ top brass work can be moved before the operating units that have larger numbers of employees and much equipment. Moreover, if the corporation has other operating units in other cities and states— or perhaps overseas— it can begin shifting some of its production to other locations, where taxes are not so high, even if it does not immediately abandon its factories or offices in the high-tax communities. This reduction in the amount of business done locally in the high-tax location will in turn begin to reduce the locally earned income on which taxes are paid by both the corporation and its local employees.

Stage three: As corporations grow over time, they can choose to locate their new operations where taxes are not so high, gradually transferring employees who are willing to move and replacing those who are not by hiring new people. Stage four: As more and more corporations desert the high-tax city or state, eventually the point can be reached where the total tax revenues collected from the remaining corporations under higher tax rates are less than what was collected under the lower tax rates of the past, when there were more businesses paying those taxes. By this time, however, years may have passed and the politicians responsible for setting this process in motion may well have moved on to higher office in state or national government.

More important, even those politicians who remain in office in the local area are unlikely to be blamed for declining tax revenues, lost employment, or cutbacks in government services and neglected infrastructure made necessary by an inadequate tax base. In short, those responsible for such  economic declines will probably escape political consequences, unless either the voters or the media think beyond stage one and follow the sequence of events over a period of years— which seldom happens.4


New York City has been a classic example of this process. Once the headquarters of many of the biggest corporations in America, New York in the early twenty-first century was headquarters to just one of the 100 fastest growing companies in the country. With the highest tax rate of any American city, New York has been losing businesses and hundreds of thousands of jobs. Meanwhile, the city has been spending twice as much per capita as Los Angeles, and three times as much per capita as Chicago, on a wide variety of municipal programs. By and large, spend-and-tax policies have been successful politically, however negative their economic consequences.

Killing the goose that lays the golden egg is a viable political strategy, so long as the goose does not die before the next election and no one traces the politicians’ fingerprints on the weapon. In a complex economy, there are always alternative explanations of local or regional decline that can be blamed, in order to deflect attention from policies that have led to economic decline.

One popular alternative is to blame jobs going overseas. But, whatever the reasons for the decline in existing jobs— which include technological   changes and changes in consumer preferences, in addition to jobs going overseas— existing jobs are always declining by the millions nationwide, even in a period of full employment. More than 17 million American workers lost their jobs between 1990 and 1995, and yet the unemployment rate was very low because new jobs were being created. However, the “rust belt” regions of the United States have lost jobs for reasons very much like the reasons that New York City has lost jobs. Even when very similar jobs are created in the American economy— Toyota hiring thousands of American workers to build automobiles while General Motors is laying off thousands— these jobs are usually not created in the places where a political or labor union environment is detrimental to business. It is not simply the lost jobs, but the obstacles to the creation of replacement jobs, that is at the heart of the problems of the “rust belt.”


Political Incentives 

When you have agents or surrogates looking out for your interests, in any aspect of life— political or otherwise— there is always the danger that these agents will look out for their own interests, which do not always coincide with yours. Corporate managements do not always put the stockholders’ interest first, and agents for actors, athletes, or writers may sacrifice their clients’ interests to their own. There is no reason to expect elected officials to be fundamentally different. But there are reasons to know what their particular incentives are— and what the economic realities are that they may overlook while pursuing their own political goals.

A bridge collapse in Minneapolis in 2007, with a number of fatalities among motorists who happened to be on the bridge at the time, led not only to nationwide shock over that particular disaster but also to widespread attention to the fact that many other bridges around the country were also at risk. Nor were bridges the only infrastructure whose maintenance and repair have tended to be neglected by elected officials. It has been common for roads and highways to develop potholes that are not repaired, even in places where money was being spent for building community centers, golf courses, and other amenities. Yet such choices were perfectly rational from  the standpoint of the self-interest of elected officials, given the political incentives and constraints in stage one.

Repairing bridges, roadways, dams, or government buildings requires money that could be spent doing things with an immediate pay-off in favorable publicity for politicians. Building a new recreational facility, plaza, or other impressive structure creates opportunities for ribbon-cutting ceremonies that will be covered by the media, keeping a politician’s name and image before the public in a favorable light, thereby enhancing that politician’s re-election prospects. But there are no ribbon-cutting ceremonies for filling in potholes or keeping a bridge or school in good repair. Unless there is some obvious defect, both immediately visible and important to a large segment of the voting public, there is little or no political pay-off for doing such things. Moreover, delayed maintenance is in most cases unlikely to cause any serious problem before the next election, even if it leads to disasters in the long run, during some future administration.

Such incentives and responses are not peculiar to the United States or to modern times. In the eighteenth century, Adam Smith noted how in France some “work of splendour and magnificence” was more likely to be built by a “proud minister of an ostentatious court” than were “a great number of little works,” even when the latter have “extreme utility.” He said that in France, “the great roads, the great communications which are likely to be the subjects of conversation at the court and in the capital, are attended to, and all the rest neglected.”

Not only do politicians tend to think no further than stage one, the laws and policies they create tend to proceed as if other people do not think beyond stage one. Thus a government agency set up to safeguard the pensions of workers in private companies has been used by airlines facing bankruptcy to transfer their pension obligations to the taxpayers. Why would these airlines (and other companies) have taken on pension obligations that they did not have the money to meet? Because they could avoid a strike by putting such benefits into a union contract that they signed, knowing that, if necessary, they could in later years shift those obligations to  the government. They thought beyond stage one, even if those who supported this government program did not.

To analyze the market does not preclude the existence of non-market activities or prejudge their effectiveness, any more than the study of automotive engineering precludes the existence or prejudges the effectiveness of alternative modes of transportation. What economic analysis of markets does is utilize a body of knowledge, analysis, and experience that has accumulated and developed over a period of centuries to systematically examine the consequences of various economic actions and policies. The fact that these consequences can determine the poverty or prosperity of millions of citizens in a given country— and billions of people worldwide— is what makes it important to understand economics.

The real question is not which policy or system would work best ideally, but which has in fact produced better results with far from ideal human beings. Even with the more modest task of evaluating different policies within a given system, the real question is not which policy sounds more plausible, or which would work best if people behaved ideally, but which policy in fact turns out to produce better results with actual people, behaving as they actually do. This latter question will be addressed in different contexts in the chapters that follow.






Chapter 2

Free and Unfree Labor

A student asked his history professor: “Where did slavery come from?” “You’re asking the wrong question,” the professor replied. “The real question is: Where did freedom come from?”

Slavery is one of the oldest and most universal of all human institutions. Slavery has existed among peoples around the world, as far back as recorded history goes— and archaeological explorations suggest that it existed before human beings learned to write. No one knows when slavery began. It is the idea of freedom for the great masses of ordinary people that is relatively new, as history is measured— and this idea is by no means universally accepted around the world, even today. Slavery was stamped out over most of the world during the course of the nineteenth century, but it still survives here and there in the twenty-first century. Moreover, there have been, and still are, other kinds of unfree labor besides slavery.

One of the many freedoms we take for granted today is the right to choose what kind of work we will and will not do. Yet, for many centuries, there was no such choice for most people in most countries. If you were the son of a shoemaker, then your job would be to make shoes. And if you were the daughter of a farmer, there were a whole range of chores that you would perform while growing up and a still larger range of domestic responsibilities waiting for you after marriage. The difference between “free” and “unfree” labor in such times was whether or not you were paid for your work or were forced to do it without financial compensation.

Forced labors might be temporary and range from drudgery in the fields of the nobility or serving under those same nobles in their military campaigns, after which you were allowed to return to your own farming or  to your other work. People who were less fortunate were full-time and lifelong serfs or slaves, with this status also being inherited by their children.

While free labor has become the norm in much of the world today, compulsory labor still survives, even in free democratic countries, in such forms as military drafts and compulsory jury duty. Outright slavery still exists in a few other countries, such as Mauritania, Sudan, and Nigeria. In remote parts of India, family members still remain in bondage over the generations because of debts contracted by some ancestor before they were born— a situation sometimes called debt peonage and sometimes called simply slavery in one of its variations.

Despite the sharp dichotomy between free and unfree labor in principle, in practice those who are free may nevertheless have many restrictions imposed on them by laws and policies, such as requirements to get an occupational license or belong to a labor union in order to work in some occupations, when in fact either union memberships or the necessary licenses may be arbitrarily limited in numbers. The wholly voluntary agreement between employer and employee in a free market exists as a model but not always as a reality. The employer’s freedom to hire whoever will work for him is heavily circumscribed by child labor laws, anti-discrimination laws, and other regulations and policies, as well as by labor union contracts.

At the other end of the spectrum, even some slaves have had options, especially urban slaves, many of whom chose their own employers and simply shared their earnings with slaveowners who let them exercise this option. This practice existed as far back as ancient Greece, where some slaves lived and worked away from their owners and simply paid the owners some share of their earnings.




FREE LABOR 

The advantages of a free labor market benefit not only the worker but also the economy. Since pay is usually based on productivity and workers tend to seek higher-paying jobs, this whole process tends to place people  where they can contribute the most to the production of goods and services that other people want. Arbitrary restrictions on who can work where tend to sacrifice not only the interests of those who are denied jobs but also the interests of consumers, who are denied an opportunity to get the goods and services they want in the abundance they would like and at as low a price as possible. Nevertheless, most people would prefer not to see little children working in coal mines, as they once did, or in factories alongside powerful and dangerous machines. Virtually everyone would also prefer not to have anyone who wants to perform surgery be authorized to do so, with or without the benefit of medical training. Some occupations, such as burglar, are banned outright.

In one way or another, for good reasons or bad, there are many restrictions on free labor and on those who employ free labor. Among these restrictions are occupational licensing laws, job security laws, and minimum wage laws. It should also be noted that much of what is called “labor” is in fact capital.


Human Capital 

Most people in modern industrial societies are called workers or labor. However, people represent not only labor but also capital investments. Schooling, job experience, reading, experience gained tinkering with cars or computers, as well as by absorbing the knowledge and experience of parents and peers, all contribute to the development of the skills, insights, and capabilities on the job that economists call human capital. Nor is the distinction between human labor and human capital just a set of abstract concepts without consequences.

The ability to labor is usually greatest in early adulthood, when people are in their physical prime. Back in the days when many workers did in fact contribute little more than their physical exertions, a middle-aged manual laborer was typically less employable than a young man in his twenties working in the same occupation but with more youthful vigor. Today, however, when most people who work for a living earn more as they grow older, this is much more consistent with their earning a return on their  human capital, which tends to increase with age and experience. The human capital concept is also more consistent with narrowing income gaps between women and men, as physical strength counts for less and less in an economy where power increasingly comes from machines rather than human muscle, and an economy in which knowledge and high-tech skills count for more.

While the growing importance of human capital tends to create greater income equality between the sexes, it tends to create greater income inequality between those people who have been assiduous in acquiring knowledge and mastering skills and those who have not. In addition, like every other source of greater reward for work, it tends to create greater inequality between those who work and those who do not. American families in the bottom 20 percent of income earners supply only a fraction of the hours of work per year supplied by families in the top 20 percent. Both the rising incomes of more experienced workers and the growing inequality in incomes in free market societies show the influence of human capital.

While almost all jobs today provide both pay and experience, at one time it was common for inexperienced and uneducated young people to take jobs that paid them nothing. This was obviously an investment of their time and labor for the sake of acquiring human capital. Apprenticeship, with and without pay, has been a centuries-old institution in many parts of the world, and unpaid labor was not uncommon in the United States as late as the Great Depression of the 1930s, when people desperate for work took jobs without pay for the sake of gaining work experience that would improve their chances of getting paying jobs later, either with the same employer or with other employers who were hiring only experienced workers.

Back around the time of the First World War, a young black American named Paul Williams decided to become an architect— a virtually unheard of occupation for someone of his race at that time— and turned down the only paying job he was offered at an architectural firm, in order to go to work as an office boy without pay in a more prominent architectural firm,  from which he expected to gain more valuable knowledge and experience.5 He was clearly thinking beyond the initial stage of his career.

As the later stages of his development unfolded, Paul Williams went on to have a long and distinguished career as an architect, in which he designed everything from mansions for movie stars to banks, hotels, and churches, and participated in designing the theme building at the Los Angeles International Airport. Like people who invest money in stocks and bonds, he had invested his time and labor to acquire human capital that paid off during the course of his long professional career.

Another example, this time from the nineteenth century, was a poverty-stricken young man, dressed in ragged clothes, who applied for a job as sales clerk in a store in upstate New York. His name was Frank Winfield Woolworth, later destined to become head of a variety store chain that bore his name. But, as of 1873, he was just a very unpromising-looking prospect. Here was the scene:


The shop owner fingers his waxed mustachio thoughtfully. The boy before him is clearly green, but he does seem sincere. Still, times were tough and at least twenty experienced candidates would soon be clamoring for this same job.

And all in all, the boy is a sorry excuse for a potential salesman.

But the owner sees something there.

“Okay,” he barks. “The job is yours. You start Monday!”

Trying to control his elation, the young man asks: “What are you going to pay me, sir?”

“Pay you!?” the owner exclaims. “You don’t expect me to pay you, do you? Why, you should pay me for teaching you the business.”



 



The terms might seem harsh— the first three months with no pay— and even exploitative. But who benefited most from this deal?6


Woolworth was a conscientious worker, but he was also a country bumpkin who was so inept that his duties were at first confined to sweeping the floor, dusting the shelves, and doing other work that would not be considered too challenging for someone so lacking in sophistication or finesse. The other clerks in the store laughed at him, and it was a long time before anyone would risk letting him wait on customers. In short, he was being paid about what he was worth.

The three months of working for free— from seven in the morning until nine at night— that Woolworth invested paid off bigger than a lottery. After he became a paid employee, the knowledge and experience which he accumulated working in that store eventually enabled him to go out into the world to set up his own store— and, in the decades ahead, a whole chain of stores across the country, and then around the world, which made him one of the most fabulously wealthy men of his time.7 In later years, he spoke with gratitude of the man who had hired him— and he made his former employer a partner in the F. W. Woolworth retail chain. He indeed ended up paying him for teaching him the business.

In more recent times, minimum wage laws and public disapproval of non-paying jobs have largely eliminated this particular way of acquiring human capital. However, many people continue to take lower-paying jobs than they could get elsewhere when they value the experience available to them in the less remunerative job and expect to cash in on it later on in their careers. They are thinking beyond stage one.

Some begin administrative careers as modestly paid officials in government regulatory agencies, in order to go on later to higher-paying jobs in the industries regulated by those agencies, where their inside knowledge would be valuable to these businesses in coping with numerous government rules and regulations. Some people with Ph.D.s in the sciences may choose to become post-doctoral fellows at prestigious universities, where they can work with world-class chemists or physicists, rather than   take a teaching post at a lesser institution where they would receive higher pay than they get from their fellowship. After they have learned from working with top people in their respective fields, their own enhanced reputations can then make them more marketable at higher-level institutions at higher pay.

Those who disdain low-paying jobs as “menial” or who refuse to accept “chump change” for entry-level work are usually not thinking beyond stage one. Not only isolated individuals like Paul Williams or F.W. Woolworth began in this way, so have great numbers of others who have developed human capital and collected the dividends later. Young people who begin by working at McDonald’s seldom spend their careers at McDonald’s. Just in the course of one year, McDonald’s has more than a 100 percent turnover rate. What those who leave take with them is not only such basic experience as showing up for work regularly and on time, cooperating with others, and knowing how to conduct themselves in a business environment, but also a track record that enables them to move on to other and very different occupations at progressively higher levels in the years ahead. The experience and the track record from McDonald’s are likely to be more valuable in the long run than the modest paychecks they earned serving hamburgers.

Put differently, whatever reduces opportunities for gainful employment for people with little or no experience has the effect of costing both them and the society far more than the lost jobs which have been dismissed as “menial” or as paying only “chump change.” Nothing is easier than for third parties to take a lofty moral position that when minimum wage laws, for example, result in a reduction of low-paying jobs, it is nothing to regret, as some politicians and journalists have done. Having wage rates set by third parties’ notions of workers’ “essential needs” would be a radical departure from having wages set by supply and demand— and it is by no means clear how either the allocation of resources in the economy or the interests of the workers themselves would be better served in this way. These workers may well feel that their most “essential need” is a job. Reducing the number of jobs available by pricing inexperienced young workers out of the market solves no problem for these workers. The only clear beneficiaries would be those who acquire such arbitrary powers over their fellow human beings, and  are thus able to feel both important and noble, while in fact leaving havoc in their wake.


Income 

Most people of course work for the sake of earning an income— and while the earning of income might seem to be something simple and easy to understand, income statistics are full of pitfalls and fallacies. Underlying most fallacies about income are three key confusions:1. Confusing income with wealth

2. Confusing statistical categories with human beings

3. Confusing the transient position of individuals in the current income stream with an enduring class



 



These are not difficult or esoteric distinctions. But they are distinctions that have to be made at the outset, in order to prevent discussions from becoming tangled up in undefined words and in slippery numbers that can easily be misunderstood.

The distinction between income and wealth is that income is a flow of money during a given year, while wealth is an accumulation of money— or of assets valued in money— over a number of years. A person of modest income can accumulate considerable wealth over a period of years, both from the money saved and from the interest, dividends or other increases in the value of the initial investments. People in their seventies average several times the wealth of people in their twenties, for example. Conversely, people with high incomes can sometimes end up with very little accumulation of wealth, when they spend so much that they have little or nothing left when they are no longer able to earn high incomes for one reason or another. Simple as all this may seem, politicians and journalists often refer to people with high current incomes as “rich” and people with low current incomes as “poor.” Moreover, discussions of what tax rates are appropriate for “the rich” are almost invariably discussions of income taxes, not taxes on accumulated  wealth, though one is rich only when one has accumulated wealth, not just because one has a high current income.

The distinction between abstract statistical categories and flesh-and-blood human beings is likewise not difficult to make but it is a distinction that many do not bother to make. Moreover, the failure to make that distinction produces much confusion and many fallacies. It is, for example, often said that the income gap between those in the top income brackets and those in the bottom brackets is widening over time. This may be quite true in the sense that the average income in the top bracket is increasing faster than the average income in the bottom bracket. But the economic fate of these abstract statistical categories can be— and often is— the direct opposite of the fate of flesh-and-blood human beings.

Between 1996 and 2005, for example, income tax data show that the share of the nation’s income going to taxpayers within the income bracket of the top one percent of income recipients increased. But, at the same time, the average income of taxpayers who were in the top one percent in 1996 actually went down by 2005. While it might seem at first that both sets of data cannot be true at the same time, what enables them to be true is that large numbers of individuals move from one income bracket to another. The average income of taxpayers who were in the bottom 20 percent in 1996 rose 91 percent by 2005, while the average income of taxpayers who were in the top one percent in 1996 fell by 26 percent over the same span of time. Obviously, changes of this magnitude move many people from one income bracket to another, so that the growing income disparities between these brackets do not coincide with growing income disparities between actual flesh-and-blood individuals.

The common practice of referring to what is happening to the incomes of “the rich” and “the poor” over time produces many fallacies, not only because of the confusion between income and wealth, but more fundamentally because the same individuals can be in both categories— “rich” and “poor”— at different stages of their lives. A study at the University of Michigan showed that more than three-quarters of all the people who were actively in the labor force, and who were in the bottom 20 percent of income earners in 1975, were also in the top 40 percent of income  earners at some point over the next 16 years. The turnover of individuals has been especially high in the highest income brackets. Internal Revenue Service data on the 400 highest income tax payers show that between 1992 and 2000, only one-fourth were in that category more than one year, and only 13 percent were among the top 400 more than two years. In other words, most of the people who were in the top 400 in income were in that category just one year. Between 1992 and 2000, there were thousands of people in the top 400, because of the high turnover during that period.


Crime as an Occupation 

Perhaps the freest of all occupations is that of the career criminal, who simply ignores the restrictions that the law attempts to impose. Probably few, if any, people go through their entire lives without violating some law, but while many crimes may be committed by people in a moment of passion or a moment when temptations overcome both morality and logic, the person whose whole livelihood depends on the continuing commission of crimes is a very different phenomenon. Various studies over the years have shown that a very small percentage of the population commits a very large percentage of all crimes. Moreover, this has been true in country after country, as noted by one of the leading scholars on crime, James Q. Wilson: 






In studies both here and abroad it has been established that about 6 percent of the boys of a given age will commit half or more of all the serious crime produced by all boys of that age. Allowing for measurement errors, it is remarkable how consistent this formula is— 6 percent causes 50 percent. It is roughly true in places as different as Philadelphia; London; Racine; and Orange County, California.



 



Very similar patterns have been found for adult criminals.

Criminals are not a random sample of the population at large. They are typically younger on average than the general population, disproportionately male and, at least among those caught and convicted, have lower than average IQs. Nor can we assume that criminals as a whole have much higher IQs than those who are caught, since most of the serious crime committed is accounted for by those who pass through the criminal justice  system, and there is not enough additional serious crime unaccounted for to indicate a large number of additional criminals. However, the career criminal cannot simply be dismissed as irrational, because there is too much evidence from too many countries that he is indeed quite rational. It is easy enough to say that “crime does not pay,” but the real question is: Does not pay whom— and compared to what? It is doubtful whether Bill Gates could have done nearly as well financially as he has by becoming a burglar or even a hit man for organized crime, but those who do pursue these criminal occupations are unlikely to have had the same alternatives available that Bill Gates had because of his particular talents and circumstances.

Given the low educational and IQ levels of many who become career criminals, crime may well be their best-paying option. Given the short time horizons of many of those who make crime their occupation— especially young people and people from lower social classes— such things as selling illegal drugs may seem lucrative in stage one, whether or not it leads to prison in stage two or perhaps never living to see stage two. Crime is one of those occupations, like sports and entertainment, in which a relatively few at the top achieve very high incomes, while most of those who enter the occupation receive very low incomes. For example, many ordinary young sellers of drugs on the street live at home with their mothers, often in public housing projects— clearly not an indication of affluence— while the lavish lifestyles of drug kingpins attract many young people into this occupation, in hopes of rising to that level.

Again, the rationality of the choices being made depends on the alternatives available. Someone with a bad record in school, and perhaps an arrest record, is likely to have very limited options in the legitimate job market. Even someone with a clean record may be prevented from earning some much-needed money by child labor laws or by minimum wage laws that set a pay scale higher than an inexperienced teenager would be worth. But crime is an occupation that is always open to everyone.

The rationality of the career criminal is demonstrated in many ways, including variations in the amount and kinds of crime committed as the costs of committing those particular crimes vary. These costs include not only the legal penalties but also the dangers faced by criminals from their  potential victims. For example, burglary rates tend to be affected by the proportion of homeowners who have guns in their homes. The rate of burglary is not only much higher in Britain than in the United States— nearly twice as high— British burglars are far less likely than American burglars to “case” the premises before entering, in order to make sure that no one is home. Even if someone is at home in Britain, there is far less danger that the person at home will have a firearm, given the far more strict British gun control laws. Moreover, people convicted of burglary are treated more leniently in Britain, seldom going to jail.

British and American burglars are both behaving rationally, given the respective circumstances in which they operate and consequently the different dangers which they face. While only 13 percent of burglaries in the United States occur while the home is occupied, more than 40 percent of the burglaries in Britain, the Netherlands, and Canada occur while the home is occupied. These latter three countries have much lower incidences of gun ownership than the United States, due to more severe gun control laws. After the Atlanta suburb of Kennesaw passed an ordinance requiring heads of households to keep a firearm in their homes, residential burglaries there dropped by 89 percent.

Another major cost to a criminal career is the danger of incurring legal penalties, usually imprisonment. Here criminal activity in general has tended to vary over time inversely with the risk of imprisonment— which includes the risk of detection, conviction, and sentencing. In the United States, various legal reforms of the 1960s had the net effect of reducing the likelihood that anyone committing a given crime would actually spend time behind bars as a result. Crime rates skyrocketed. The murder rate, for example, was twice as high in 1974 as in 1961, and between 1960 and 1976 an average citizen’s chance of becoming a victim of some major violent crime tripled.

Data from other countries show similar trends. On a graph showing the rate of crime in Australia from 1964 to 1999 and the rate of imprisonment per 1,000 crimes committed over that same span, the two lines are virtually mirror-images of one another, with the rate of crime going up when the rate of imprisonment went down, and vice versa. The graphs for England and  Wales, New Zealand, and the United States are very similar. In the United States, the crime rate peaked in the 1980s and began falling as the rate of incarceration rose. In England and Wales, the crime rate peaked in the early 1990s— which is when the rate of imprisonment hit bottom— and then began a substantial decline as the rate of imprisonment rose. In New Zealand, the high point in crime was reached in the early 1990s while the low point in incarceration was reached about 1985 and then began to rise again, with the crime rate falling with a lag of a few years.

Another example of the rationality of criminals is their response to the unusual American institution of the private bail bondsman, a system used by only one other country, the Philippines, once an American colony. In the United States, indicted criminals can pay a bail bondsman to post a bond in their behalf to guarantee their appearance in court on their trial date, so that they can stay out of jail pending trial. Typically, the charge is about ten percent of the total bail posted, all of which is returned to the bail bondsman when the client shows up for trial as scheduled.

When the client fails to show up, however, the bail bondsman forfeits the bail unless he can find the client and turn him over to the court within a short specified time. The bail bondsmen— sometimes called “bounty hunters”— are authorized to go capture those who do not show up in court. The rationality of the criminal is shown by the fact that the rate of court appearances is higher when a bail bondsman is used than when criminal defendants are released pending trial in other ways. Because a bail bondsman has a vested interest in a particular individual, he is more likely than the police to focus on capturing him and is less likely to be inhibited in his methods of doing so. Criminals, being aware of this, are quite rational to show up for trial.

The same rationality among criminals is shown in other ways and in other countries. In pre-World War II Britain, for example, when both criminals and the police rarely carried firearms, even an accomplice to a firearms murder was subject to hanging. Therefore criminals planning a robbery together would frisk one another, to make sure no one was carrying  a gun that could get all the others hanged if there was a killing and they were caught. That was a very rational thing to do under the circumstances.

While the amount and nature of crimes have varied with the likelihood of punishment, this is not to say that crime rates are unaffected by cultural or other differences among countries. There are serious cultural differences which are no doubt reflected in the absolute levels of crime among countries, though the similarity in trends already noted is very striking. As one example of substantial differences between countries in the absolute levels of crime, despite similarities in trends, in the nineteenth century guns were freely available in both London and New York City, and yet the murder rate in New York was several times what it was in London.

Early in the twentieth century, severe gun control laws were passed in New York State, years before such laws were imposed in England— and yet New York City continued to have several times as high a murder rate as London, as it has for two centuries. Clearly it was not such laws, or the absence of such laws, which made the difference. Eventually, Britain’s gun control laws were tightened far more than those in the United States, especially after the Second World War. However, because New York’s murder rate continued to be far higher than that in London, and that in the United States far higher than that in Britain, this differential was often attributed to differences in gun control laws, even though large differences in murder rates existed long before either country had gun control laws, and persisted even when the United States had gun control laws before Britain did.
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