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MORE PRAISE FOR  FREEDOMNOMICS

“Despite abundant evidence from around the world to the contrary, too many of our nation’s elites—including academics, journalists, politicians, and authors—claim that free enterprise does not work. Instead, they advocate increased government regulation and central planning. In Freedomnomics, John Lott dispels the myths and shatters such “conventional wisdom.” Based on fact, not ideology, he demonstrates how free market principles produce the greatest success, whether it involves business, labor, crime control, or public policy. This book is essential to those who seek to understand liberty.”

—Edwin Meese III, former U.S. attorney general under President Reagan

 



 




“Freedomnomics is a terrific exposition of matters pertaining to political economy—the interaction of politics and economics. Truly, this is a perspective that is enlightening and worthy of presentation. As Thomas Jefferson once uttered, ‘the price of freedom is eternal vigilance.’ John Lott has meaningfully contributed to the necessary vigilance toward the preservation of freedom with the tales of his professional journey.”

—John Raisian, Director and Senior Fellow, Hoover Institution, Stanford University
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To Milton Friedman, not only among the greatest economists of all time, but also
 the heroic, often lone champion who fought for freedom with
 gusto and a smile on his face. He helped many understand
 how freedom makes us better off.





Introduction

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

—Adam Smith, The Wealth of Nations1


 



 



The free market works. This notion was clear to Adam Smith in the early days of capitalism, but since then it has come under a great deal of skepticism. These criticisms are nothing new, of course. As far back as 1848, Karl Marx published a Communist Manifesto, advocating an alternative economic system that would replace the market with state planning. Communism was adopted in countries ranging from Russia to North Korea, but somehow the outcome was always the same—mass shortages. Most Communist regimes eventually scrapped their dysfunctional economic system, if their populations didn’t rise up and do it for them. Today, there are only a few remaining Communist countries, and the only ones that have any kind of economic success—like China—are the ones that are reestablishing free enterprise.

Meanwhile, countries that stuck with the free market have prospered. There is a simple reason for this—as Smith observed, the free market is based on the pursuit of economic self-interest. The market acknowledges that people’s behavior is largely determined by incentives,  whether in the form of carrots or sticks. Allowing people the freedom to improve their own economic condition helps to make society wealthier overall. Smith understood that free trade takes place because both parties in an exchange profit from it. Whether a person buys a new car, a computer, or a movie ticket, the customer values the good he purchases more than the money that he pays for it. The seller, for his part, values the money that he receives more than the product.

Yet, despite its proven success, a profound distrust of the free market has spread even among the citizens and governing elites of wealthy, free nations. In the United States, politicians convene hearings to rail against oil companies, accusing them of ripping off consumers and insisting on the need for price controls or higher taxes on the firms’ profits. Newspapers denounce “corporate greed,” arguing that the only thing keeping any big company from turning into another Enron is the watchful eye of government regulation. The general public grumbles that high medicine prices mean that drug companies are getting rich at their expense.

As a telling example of the prominence of this view, the book  Freakonomics achieved phenomenal popularity, selling over a million copies. In it, authors Steve Levitt and Stephen Dubner purport to unveil the “obfuscation, complication, and downright deceit” that pervades our everyday life.2 Naturally, suspicion of corporations is a paramount theme. But the authors’ misgivings go much further. They see experts such as doctors, funeral directors, and life insurance agents as unscrupulous sharks looking to cash in on their expertise by swindling their own clients. “If you were to assume that many experts use their information to your detriment, you’d be right,” they warn. 3 The pair even compare real estate agents to members of the Ku Klux Klan. In their world, almost everyone—from teachers to Sumo wrestlers to politicians—is cheating or lying to somebody. Whether it is Levitt and Dubner or Michael Moore, popular authors have found plenty of buyers for the argument that nearly all corporations are committing crimes.4


But are free market economies really based on fleecing the consumer? Is the U.S. economy truly just a giant, Hobbesian free-for-all that encourages duplicity in our everyday transactions? Is everyone from corporate CEOs to your local car salesman really looking to make a buck at your expense?

The analysis presented in this book, based on dozens of economic studies spanning my entire career, hardly fits in with the conventional wisdom these days. Sure, some people will always lie or cheat—that’s just human nature. But a close study reveals that these problems are by no means systemic in the market—in fact, they’re relatively rare. For every Enron, there are thousands of companies of all sizes in America that play by the rules, simply trying to make a profit by supplying people with something they want. As we shall see, there is a reason why gas prices spike even before a natural disaster hits, why monopolies exist in our economy, and why liquor is so expensive at bars and restaurants. The answer is a little more complex than “corporate greed,” but all these examples are really just instances of a free market acting efficiently.

This reflects one great benefit of a free market—it creates incentives for people to behave honestly. Consumers don’t like to be cheated—when they think they’re being swindled, they take their business elsewhere. Companies and individual entrepreneurs who treat consumers right, however, stand to make big profits from satisfied, repeat customers.

A major deterrent to cheating, often overlooked by critics of the free market, is the importance of maintaining a good reputation. When a company commits fraud, most of its lost revenue stems from its damaged reputation—not government fines or legal actions. So even without the threat of criminal charges, there are big incentives for corporate shareholders to keep their executives and accountants honest. As technology improves, companies are developing incredibly inventive ways to profit from their reputations. For example, consider eBay, the Internet  auction site. Even in its anonymous forums, sellers develop reputations by allowing customers to rate their transactions. Studies show that having a good reputation allows an eBay seller to charge higher prices.5  Whether on-line or on the street, there is money to be made by behaving honestly.

Reputations keep people honest in all kinds of realms besides business. This is even evident among politicians—possibly one of the few professions that popular opinion holds in lower esteem than corporate executives.6 Conventional wisdom holds that politicians en masse are subservient to special interests that provide the money to ensure their re-election. But do politicians really base their votes on the wishes of their donors? If that were the case, shouldn’t we see retiring legislators in their last term break away from special interests, whose money they no longer need for re-election?

Yet, we do not see this at all. Politicians tend to vote the same way throughout their career regardless of the onset or ending of donations, even in their final terms. Could it be that politicians, deep down, believe in the “special interests” they support? Is it really impossible to imagine that a congressman from Michigan supports the automotive industry not because of its donations, but because he actually believes that the industry is critical to America’s future?

In discussing campaign financing, most observers bemoan the problem of “too much” money in politics while avoiding the really key question: Why are so many individuals and interest groups sinking so much more money into politics than before? The answer is that the government is spending much more than it did previously. With so much government money at stake, a lot more people are going to try to influence how it’s spent.

This leads to another interesting question: What has caused the sky-rocketing growth in the size of government over the last century? Believe it or not, women’s suffrage appears to be the biggest factor.  Granting women suffrage explains at least a third of the expansion in the size of government.

Misunderstanding incentives—those that make companies charge high prices, keep firms and politicians honest, and encourage politicians to vote in certain ways—frequently leads to demands for more government regulations. Since the market seems to be failing, the government is asked to step in and make things “fair.” But government intervention often only succeeds in making things worse. From campaign finance laws to rules for gaining a professional license, government regulation tends to hinder free competition. This often reflects the unique incentives that the government itself has. For example, because government-run firms frequently are more interested in market share than profits, they are more likely than private firms to engage in predatory pricing.

Crime is another subject where this book will draw some unconventional conclusions. Criminals have something in common with everyone else—they make decisions based on incentives. Analyzing these incentives gives us a good indication of what policies will work in fighting crime. This approach helps to explain one of the great riddles that bedevil criminologists—what caused the dramatic fall in crime rates in the 1990s? The answer lies in a mix of policies—the more frequent use of the death penalty, higher arrest rates, and the spread of concealed-carry laws. Perhaps more surprising are the policies that didn’t work—gun control bills and “broken windows” policing methods had negligible effects, while the adoption of certain kinds of affirmative action programs in police departments actually had a detrimental effect. What’s more, contrary to a well-publicized argument in Freakonomics, legalized abortion was not the single biggest factor in reducing crime in the 1990s. Instead, this book will demonstrate that by increasing the number of out-of-wedlock births, abortion significantly  increased crime.




Incentives in Academia: a Personal Experience 

I have been amazed by the constant resistance in academia to the idea that free market policies make people wealthier. If we look at the incentives of academics, we find that there’s an understandable reason for their viewpoint: much of the funding for universities—even for private schools—comes from the government. Academics often find the amount of their funding directly tied to the size of government. If an academic—especially at a state university—were to advocate small-government policies such as tax cuts, he’d be read the riot act. Faculty and administrators feel directly threatened by such policies, fearing they will lead to reductions in other government programs, including funding of universities.

Toward the beginning of my academic career, when I was briefly affiliated with Montana State University in Bozeman, I saw firsthand the conflict of interest between academics’ private interests and the best public policy. My wife—also a new Ph.D. in economics—and I had managed to find jobs in the same place. Soon after we moved to Bozeman in May 1986, Constitutional Initiative 27, which would have abolished property taxes in Montana, was put on the ballot. The vote was set for November, but the measure immediately elicited all kinds of horror stories in the press claiming that, if approved, the initiative would virtually eliminate Montana’s state and local government. The state superintendent of public schools warned that it would force the closure of all the state’s elementary schools. The governor and other top state officials resorted to similar jeremiads, releasing reams of statistics and twisting the data to support totally false claims such as the contention that Montana already was the lowest taxed state in the nation. In light of the barrage of criticism, most people, including myself, assumed the initiative would go nowhere.

But the facts were quite different from the fantastic declarations of public officials. The elimination of the property tax in 1984 would have left state and local government treasuries with at least $2 billion to spend—23.7 percent of personal income in the state. Thirty-five  other states did quite well spending even less than that ratio. In fact, the state would have been left with even more money than that since income tax revenues would have risen when people and corporations lost their property tax deductions.

I could see that the statistics being bandied about in the press were misleading, but no one was challenging them. Initially, I decided to get involved only by writing an op-ed piece, which appeared on July 13, 1986, in the Great Falls Tribune and The Montana Standard (Butte). Until then, I hadn’t had any contact with the four sisters who were primarily responsible for putting the initiative on the ballot. But after one of them, Naomi Powell, contacted me, I agreed to get more involved.

I went to Helena to talk to Frank Adams, a former newspaperman who was writing the ballot statement for the initiative. Then I met with the four sisters and some of their supporters in the small western Montana town of Corvallis. I quickly realized part of the reason why the initiative was having so many problems: the press was relentlessly attacking the sisters as “John Birchers” and as members of other sinister groups. Reporters were also angered by the sisters’ inability to answer immediately some of their more complex economic questions—the sisters often had to delay their replies until they could do some more research.

Having retired with their husbands to the Bitterroot Valley, the sisters ranged in age from their late fifties to late sixties. Living on fixed incomes, they had felt the squeeze as the cost of living, especially their property taxes, had risen. The sisters were hardly wealthy—the furniture in Naomi’s well-kept house was old and worn, and the windows had cracks that were mended with tape. They had spent much of their life savings trying to get the initiative on the ballot, traveling around the state and bedding down in sleeping bags while collecting signatures. The initiative, while not perfect, was pretty good—the effort struck me as an example of everyday Americans identifying a problem and trying to solve it. Collecting 50,000 signatures was not a problem. Ensuring the initiative received a fair hearing, however, was another story.

In hindsight, it was really the unfairness of the campaign against the initiative that prompted me to get more deeply involved in the effort. The fact that Naomi had my op-ed piece taped to her refrigerator door and told me, with tears in her eyes, that she would read it whenever people attacked her group or when they ran into other difficulties, probably didn’t hurt either.

Initially, I agreed to handle “number-type questions” from the media. But I quickly found that all press inquiries were being routed in my direction, and that I had become the unofficial (and later official) spokesman for the initiative. I viewed my primary role as just getting the correct numbers out to the press, although I ended up talking to some legislators and other individuals about the benefits of lower taxes. By early August, I had become a regular on the state-wide Montana Television News Network.

Newspaper editorials began attacking my involvement as soon as my op-ed first appeared. By late August, I learned that the Commissioner of Political Practices had come close to filing felony charges against me for ostensibly violating a law forbidding state employees from engaging in political campaigns. I had no idea that such a law even existed, but fortunately for me, I wasn’t on a state salary at the time because I was scheduled to go on leave at the Hoover Institution at Stanford University the following academic year. Learning of this, the commissioner’s office dropped its investigation of me. Curiously, no one threatened to prosecute the host of state-salaried academics and other state employees who were energetically campaigning against the initiative.

During August, I also began hearing complaints about my activities from the Montana State University administration. The chairman of my department repeatedly told me that the dean didn’t want me to continue publicly advocating the initiative. But I continued my work anyway, helping Frank Adams, who had also become an official spokesman for the initiative, send out a flurry of press releases. Before  I left for Hoover, I helped to convince several prominent Montana political figures to endorse the ballot measure.

I left Montana in late August, but I agreed to remain a spokesman for the initiative and to return to the state in September and October to participate in several televised debates. When I first came back on September 19, I found my colleagues in the Economics Department in a state of panic. Several faculty members hollered at me that I was destroying the department because the university was going to punish it for my involvement in the initiative. I learned from the department chairman that there really was some truth to this—the university president and other administrators were calling him and threatening to cut the department’s funding if it did not get me to “shut up.”

On September 22, the day of my first TV debate, I spent a few hours in the chairman’s office listening to him describe the threats that my actions were posing to the department. He told me that while my analysis of the effects of property taxes was economically sound, it was best not to say anything about such a sensitive topic. I reluctantly agreed to skip that night’s debate, for which a local businessman filled in for me. Ironically, his opponent was a political science professor from the University of Montana.

I returned to Hoover, but over the next few weeks I continued talking to the press about the real economic implications of cutting property taxes. I flew back to Montana on October 9 to participate in a debate that evening with some state senators. When I arrived in Bozeman the next morning, I found the department chairman in a state of near-apoplexy. He demanded to know if I had really stated during the debate that public school teachers were overpaid. When I told him that I had, he related how incredibly upset the dean was, and that he was unsure what the consequences would be. Given the pressure facing the department, I went back to Hoover and refrained from scheduling any additional appearances in Montana.

Constitutional Initiative 27, which would have abolished property taxes in Montana, was defeated on November 4, receiving 46 percent of the vote. However, we took some measure of consolation that a parallel measure designed to freeze property taxes, Initiative 105, passed by a comfortable margin.

Things didn’t quiet down for me after the campaign ended. In the department evaluations conducted at Bozeman at the beginning of 1987, I received the department’s lowest ranking in the category of “outreach,” which deals with communicating with the nonacademic community. On a zero to four scale, with zero being the lowest score, I got the department’s only zero. I’m typically not overly concerned with that ranking, since I usually concentrate more on my teaching, research, and publications. However, given that my high-profile activities in support of Initiative 27 had made me one of the best known economists in the state and, more importantly, my research had gotten some national attention, I was a little surprised. The ranking was obviously a form of punishment for my politically incorrect activities supporting the abolition of property taxes.

As a final bit of collective punishment, I was told that the method used to rank the department relative to other departments had been changed. The new method would likely end the department’s ranking as the best department in the School of Agriculture, an event that could result in a cut in department funds. The chairman told me that the dean would consider returning to the old method if department members—especially me—behaved themselves in the future. The administration was particularly concerned over reports that there would soon be another ballot initiative on property taxes. The chairman asked me to promise not to talk to the press anymore about the issue. I declined, arguing that if the press were to publish more misleading statistics and I were asked about them, I would feel obligated to set them straight.

Perhaps I had been naïve, but I was surprised by the vehemence with which people who receive their income from taxes fought to protect  that largesse. While administrators at Montana State University would constantly extol academic freedom, they would not let something that trivial prevent them from doing whatever they believed necessary to protect their jobs. The experience convinced me that there’s an inherent inconsistency between publicly provided education and academic freedom. Even when people do not try to silence dissent as overtly as my former colleagues did, the fact that professors and administrators receive their income from taxes cannot help but color their opinions on issues touching on the free market or the size of government.




Learning by Doing 

Aside from concerns over their own salaries and jobs, there is another reason why so many academics are skeptical of the free market: too many of them spend their whole lives in academia. Many go straight from college to graduate school and then spend the rest of their lives teaching in the ivory towers, where their output is primarily evaluated by other academics. Academia is about the only profession that consumes its own output. It’s as if car companies limited their auto sales to employees of other car companies. This tendency keeps academics too concentrated on theory and not enough on real world practicalities. Think about it: academic research about how an industry operates is refereed by other academics. Neither the author nor the referees may have had any actual experience in the industry.

I have spent much of my own career in academia, but one of my most educational experiences was my service as the chief economist at the United States Sentencing Commission during 1988 and 1989. The Commission, which set the criminal penalties for individuals and firms who violated federal law, offered me an inside view into the criminal justice system. It gave me a better understanding of how prospective penalties affect criminal behavior. I began to see that debates among economists in academic journals could be quite removed from the real  world. Sometimes, neither the authors nor the referees nor the journal editors really understood the institutions they were discussing.7


Focusing so intensely on theory, economists too often take on the role of central planners. They identify the “right” prices that companies should charge and the “right” policies they should adopt without considering why market incentives haven’t encouraged firms to take these measures on their own. A greater problem, though, is that some economists try to pinpoint the subsidies or taxes that should be applied to goods to ensure that the “right” amounts are sold.

But as Milton Friedman noted, a tax that might work in theory is difficult to make succeed in practice. Friedman and his wife Rose observed: “Government is one means through which we can try to compensate for ‘market failure,’ try to use our resources more effectively to produce the amount of clean air, water, and land that we are willing to pay for. Unfortunately, the very factors that produce the market failure also make it difficult for government to achieve a satisfactory solution . . . .Attempts to use government to correct market failure have often simply substituted government failure for market failure.”8


We should remember the gasoline shortages of the 1970s that accompanied government price controls. People may complain about paying a lot for gas today, when the market determines prices, but at least we know that we’re unlikely to find a gas station completely out of gas or, as we often saw during price controls, a lack of gas in all the gas stations in an entire area.

Central planning has its appeal. After all, it’s hard for many people to comprehend how the seeming chaos of markets, with millions of separate decision makers, can somehow translate into economic efficiency. But economic freedom has its advantages. The key is to allow firms to set prices that accurately reflect all their costs and their customers’ preferences. Analysts and politicians can study trends for years without being able to account for all the factors that go into a single price. Planning accurate prices is near-impossible, and when the government  gets them wrong, the results are shortages, black markets, or other harmful market distortions. Simply put, freedom better ensures that people get what they want. As Adam Smith noted, prices create incentives for people to meet the needs of others. Despite all the various guises in which central planning has been attempted, it is no real surprise that free economies work best.9






1

Are You Getting Ripped Off?




Speculators, Price Gougers, and Other Good People 

“My constituents think someone rigged the price [of oil] and someone—them—is getting ripped off.”1 So thundered Republican Senator Pete Domenici at one of two Senate hearings convened to grill oil company executives about the steep rise in oil prices following Hurricane Katrina. Accused of price gouging and “unconscionable profiteering,” oil executives faced the “bipartisan wrath” of furious senators, which surely reflected the genuine anger felt by many of their constituents at rising gasoline prices.2 Some senators offered half-hearted objections that the oil companies might not really be the pillaging Mongol hordes as they were described. But no one on the panel seems to have made the really vital argument—what if, by dramatically raising prices during Hurricane Katrina, the oil companies were doing a good thing?

Many people cite corporate greed or monopoly power as the only possible explanation why gas prices began rising even before Hurricane Katrina hit land and disrupted oil production in the Gulf of Mexico.  After all, why should prices at the pump increase before a company’s costs have gone up? Some take this argument even further, claiming that prices should not have risen even after Katrina hit.

Let’s consider the more difficult questions—why would prices rise before Katrina’s effects were actually felt? And how can this possibly be a good thing? Before analyzing the behavior of oil companies, let’s look at the motivations of individual consumers and speculators. If a powerful hurricane is forecast to hit land in a week, and people expect that gas prices are going to rise after the storm hits, then the difference in the price today and the expected post-hurricane price creates the opportunity for consumers to save money today by filling up their tanks when gas is cheaper. Speculators do the same thing. They profit by buying gas when it is cheap and selling it for a higher price after the hurricane. What’s more, by doing so, these speculators are performing a valuable economic service—they are removing gas from the market at a time when it’s plentiful and adding it at a time of shortage later.

Oil company executives reason the same way. By raising gas prices before a hurricane, they reduce the demand for gas and are left with a bigger supply, which they can sell after the hurricane for a higher price. The downside of this action, of course, is that everyone has to pay more for gas before a hurricane hits. But no one talks about the upside—after the hurricane, when gas supplies are severely reduced due to the damage to production and supply lines, oil companies are sitting on increased inventories resulting from the pre-hurricane price hike. These inventories then hit the market right when they’re most needed. And this extra supply at such a crucial time helps minimize the overall price increase.3


In other words, by raising prices before the hurricane hits, oil companies keep the post-hurricane price hike much lower than it would be otherwise. So, from an economic perspective, oil companies should raise prices before a hurricane until the price reaches the expected post-hurricane price. At that point, there will be no more profits to be made  from this speculation, and there will also be additional inventories to help cover the expected post-hurricane shortages.4


If the damage from the storm is worse than anticipated, prices will continue to rise. But in the long term, the higher prices will help accelerate the affected area’s energy recovery. After a hurricane, gas prices rise because the supply shrinks, and prices will begin falling once the supply improves. Rising prices in the short term actually help reduce prices in the long term by increasing supply. They do this in two ways. First, higher prices create a strong profit incentive for companies to find whatever ways they can to rush supplies into the area. The more profit to be made in a given area, the harder and faster people will work to transport gas there.

Secondly, temporarily high prices reduce demand. They encourage people to car-pool, use public transport, and take other unusual steps. Indeed, this kind of economizing was seen throughout the country as gas prices rose nationwide after Katrina.5 Naturally, the poor will feel more pressure to take these kinds of steps than the better-off. This, at first glance, seems unjust. But the poor, like everyone else, will benefit when temporarily high prices result in increased gas supplies, ultimately leading to a faster reduction in prices.

Temporarily higher prices assist energy recovery in other ways as well. The prospect of higher prices after a hurricane gives oil companies an incentive to set aside more gas as a reserve for such a contingency even before a specific hurricane is forecasted. Storing gas is costly, and if we want gas companies to bear those costs, we had better compensate them.

Thus, we see that one need not resort to corporate conspiracy theories in order to explain Katrina’s effect on gas prices. The U.S. oil industry was no more monopolistic when gas prices rose just before Hurricane Katrina than it was two weeks earlier when prices were lower. Neither did the companies suddenly become greedier. They were simply reacting to the ever-present forces of supply and demand. Some  may argue Katrina was merely a pretext for U.S. oil companies to raise prices, and that they jumped the gun by hiking prices before the storm actually hit. But if there were really no justification for the higher prices, then why did oil prices rise worldwide after the hurricane? The simple, non-conspiracy explanation is that we live in a world market for gas and the loss of Mexican Gulf production means less total oil for the world to spread around.

But the senators who conducted hearings about gas prices seemed more interested in finding a politically-attractive scapegoat than evaluating the complex factors involved in determining gas prices. In fact, Senator Byron Dorgan freely admitted this, declaring, “None of us knows much about pricing . . . .But we see the pain of the consumers, and we see the gains of the companies.”6 So the senators considered various measures to put an end to “price gouging;” that is, to stop the temporary rise in prices during disasters that is so crucial to helping energy supplies recover.

One such proposed measure was used to ill effect during the oil crunch of the 1970s—price controls. But instituting government price controls would have the precise opposite effect of the one intended. Without the prospect of high prices and high profits after a disaster, gas companies won’t store as much gasoline. Thus when disasters hit there would be much bigger shortages. The end result is easily predictable: artificially cheap gas available only to those people willing and able to wait all day in line to get it. Ironically, the cost of this waiting (in terms of the money people could have made if they had been working during that time) would probably more than wipe out the savings that consumers would reap from the controlled gas prices.

The argument for “price gouging,” and against price controls, also applies to other goods and services. For example, stamping out price gouging by hotels would simply result in a larger number of people being left homeless after fleeing a storm. No one wants people to pay more for a hotel, but we also want everyone to find some place to stay  during emergencies, when hotels quickly reach capacity. As the price of a hotel room rises, some people will inevitably decide to share a room with others. A family that usually gets one room for the kids and another for the parents may choose to crowd together in one room rather than pay for another expensive room. At high enough prices, friends or neighboring guests may share quarters as well. The more people double up in this manner, the more rooms are freed up for other families and people who otherwise may be left with no place to stay.

We economists may dispute many theories amongst ourselves, but we all agree on two things: first, that when demand rises or supply decreases, prices will rise; and second, that price controls result in shortages. This, of course, was the outcome of the gasoline price controls instituted in the 1970s. Americans waited in lines for hours to fill up their tank due to chronic shortages, which instantly disappeared as soon as the price controls were removed. So why does this debate over price controls never end?

One problem is time lags. People see the short-term effects of controls in keeping prices low, but it is only later that the pernicious effects of shortages set in. People naturally find it easier to make connections between events that occur closely in time. Imagine if a day elapsed between the striking of a match and the resulting fire. Some people would fail to associate the two incidents. Many other events would have occurred during the intervening twenty-four hours that could seem to explain the fire.

Suppose that tomorrow the government capped gasoline prices at their current price. Surprisingly, the controls would temporarily increase the amount of gas for sale. As previously mentioned, gas companies hold extra supplies because of the possibility that prices will rise in the future. The greater the chance of future higher prices, the more gas that companies will store. But when price controls are imposed, firms no longer have any expectation that prices will rise. In turn, they no longer have any reason to hold these inventories and thus begin selling them off.7


When controls are imposed on gas prices, consumers quickly see that prices are kept low and supply increases. It’s only once those extra supplies are used up—and this could take months or even a year—that shortages set in. Companies do not instantly dump all their gasoline on the market when controls are instituted because prices would then fall even below the controlled price.

Because of this delayed effect, companies—not price controls—are blamed for later shortages. This is evident in the coverage by the three television networks of the gas shortages of 1973-74 and 1978-79. The U.S. government was discussed as a cause of the first oil crisis 18 percent of the time and 19 percent in the second, while the oil industry was discussed 32 and 41 percent of the time, respectively.8


And gas isn’t the only product facing constant calls for price controls. The current debate over pharmaceuticals is another example. This industry is subject to price controls in every industrialized country in the world except for the United States. For years, Americans have enviously eyed cheap drugs just over the border in Canada, where strict price controls and a socialized healthcare system allow for the sale of drugs at nearly half the U.S price.

Americans are now demanding access to these cheap drugs, and many state governments, such as those in Illinois and Minnesota, have pushed to have these price-controlled foreign drugs resold in the U.S. This essentially exports the Canadian price controls to us.

U.S.-based drug companies spend vast sums to develop new drugs, and Americans pay high prices for them. Once developed, drugs are reasonably inexpensive to manufacture, and companies are willing to sell the medicines abroad at a price that merely covers the cost of manufacturing and distribution.

Meanwhile, Americans cover the research and development costs through our high prices. Incredibly, Americans, who comprise just 5 percent of the world’s population, account for 50 percent of the world’s spending on drugs. In effect, the U.S. is underwriting the cost of a critical  chunk of the world’s R&D on drugs. Perhaps this is not “fair,” as many other industrialized nations could bear to pay higher prices and thus help cover these costs. But if U.S. drug prices dropped sharply as a result of re-importation, drug companies would simply stop making many new drugs.9


Allowing price-controlled drugs to be sold in the U.S. would instantly lower the price of drugs, causing pharmaceutical companies to cut back on inventing new medicines.10 Those that just started to be developed will be shelved, but many close to completion will be finished. It may take some years before new drugs completely stop being introduced. And when it becomes apparent that there are few new drugs being produced, who will people blame? Most likely, the harmful role of government price controls will be overlooked. Instead politicians, editorialists, and much of the public will rush to vilify drug companies for allegedly not doing their job.

Here is another prediction: it will be unusually difficult to get rid of any pharmaceutical price controls.11 Abolishing future price controls would mean that people would have to accept higher prices for drugs as soon as controls are removed, but it would only be years later, perhaps a decade or more, before brand-new drugs start reaching the market again. Drug companies may even have to reconstitute their laboratories. Worse, pharmaceutical companies may not be willing to start new research out of fear that price controls will be re-imposed in the future.

To conclude, although consumers may feel that they’re being ripped off when they see gas prices spike after a hurricane or realize that drugs are being sold far cheaper in foreign countries, there are in fact very subtle market mechanisms at play that increase supplies and eradicate market distortions. In these situations, the free market is working, and it’s ultimately working far more efficiently than any government-mandated controls would.

Ben Stein, the actor and economist, perhaps summed it up best when he wrote, “Yes, I loathe the speculative premium in energy prices. Yes,  I wish that I did not have to pay as much when I fill up my car. But the idea that there is a conspiracy at work, the idea that Congress can make it better by regulation—that’s insanity. To let the free market, the best economic idea of all history, work its magic—that’s good sense.”12  And indeed it is.




How Monopolies and Price Discrimination Help Save Lives 

Now let’s focus on whether consumers are being ripped off by the pricing of some everyday products. Many people, when they feel they’re being charged “too much” for an item, will instinctively denounce “corporate greed”—these corporations just can’t seem to get a break. Of course, it’s a bit mysterious how a corporation could charge unjustifiably high prices when a competitor could easily steal their sales by undercutting their prices. The most common retort to this observation is to cite corporations’ alleged “monopoly power.” To paraphrase H. L. Menken, such answers are all too frequently simple, neat, and wrong.13 “Monopoly power” is really just another form of corporate conspiracy theory.

Contrary to popular opinion, monopolies are rare and difficult to maintain, and the few real monopoly situations that exist tend to benefit consumers; in some cases, such as with pharmaceutical companies, they literally save lives. What’s more, the kind of allegedly nefarious pricing schemes that monopolies employ—such as price discrimination—often increase the availability of products or services and spur innovation.14


“Price discrimination” is a malevolent-sounding phrase used by economists to describe certain pricing anomalies. Price discrimination is said to occur when a firm charges various people different prices for the same product or service, and these price differences can’t be explained by differences in production costs. Price discrimination in certain instances allows firms to maximize profits by charging the highest  prices to consumers who most value a product and are willing to pay the highest prices for it.

So is this necessarily a bad thing? Price discrimination frequently allows firms to produce more and increases society’s total wealth. This is especially true for monopolies that make large investments in research and development or in infrastructure; if they are not allowed to price discriminate, the firms will simply have to charge a uniform high price in order to recoup their R&D costs. This would place their product out of reach for the poor or others who can’t pay the high price.

Take pharmaceuticals again. Producers are given temporary monopolies in order to launch new drugs. Medicines are very costly to develop, test, and get approved, but cheap to manufacture. And once a drug is put on the market, it’s easy for other firms to reproduce it. If any company were allowed to copy another firm’s drugs, the original manufacturer would never recoup its R&D costs. Without the profits they can gain from their temporary monopolies on new drugs, companies would not be able to invest millions of dollars to develop new ones. So without monopolies, we would no longer get many new drugs, including the most vital, life-saving medicines.15


Let’s look at Reyataz and Emtriva. These drugs stop HIV from replicating and thus help to prolong HIV victims’ lives—often for many years. Many Americans can afford to pay a lot for these drugs; indeed, rich HIV sufferers would probably be willing to pay almost anything for them. But poor Americans and much poorer Africans can only pay very little for the drug, while others can probably afford some mid-level price. When manufacturers lower the drugs’ price for poorer HIV victims, they are engaging in price discrimination. Although it might not seem “fair” to charge different customers various prices for the same drug, price discrimination is clearly a good thing here; poor victims can get their drugs, while the companies can still make a profit by charging higher prices to wealthier sufferers.

The inherent problem with price discrimination, however, is that customers buying a product at a cheap price can profit by reselling it to those being charged a higher price. This is a problem faced by manufacturers of the aforementioned HIV drugs, which are sold cheaply in Africa but then sometimes resold in Europe, the U.S., or other countries where the drugs are sold for more. This is an important downside of lowering prices for poor consumers; drug companies risk creating competitors from among their own customers and thus reducing their profits on new drugs.

Other industries in which monopoly situations are created through the use of patents or copyrights face similar problems—monopolies are simply difficult to sustain, even when firms’ monopoly positions are legally protected. The publishing industry is a case in point. This industry functions similar to drug manufacturing—publishers must pay much more for the development of a book (the writing, editing, and marketing) than they do for the printing of each book, which may only cost a few dollars per copy. Although a book, once on the market, would be easy for a competitor to reproduce, publishers are protected from this competition through copyrights.

Ever wonder why a hardcover book is so much more expensive than its later paperback edition? It’s not the difference in printing costs, which is minimal. Part of the answer is that those most keen on buying a book will want it as soon as it is released, and will be willing to pay a higher price for it. But another, less apparent factor is that by the time a paperback edition comes out, there is already a secondary market in the resale of the hardcover edition. Readers who want the book are already paying less than the bookstore price by buying it secondhand. So the publisher must lower the price of its later editions in order to compete with the new market created by its own customers. Thus, even monopolies face competition.

Such secondary markets are particularly evident on university campuses. Any college student knows how easy it is to avoid paying monopoly  prices for textbooks. You may see a lot of new copies when a textbook is first assigned, but by its second semester in use, many—if not most—of the books in use will be resold ones from the previous semester. While it might be pleasant to imagine students keeping textbooks their entire lives and eagerly refreshing their knowledge every few years, this seldom is the case; the vast majority of students resell their books as soon as their course ends. This creates large, extremely well-organized markets for secondhand books that sell well below the original price. And these secondary markets have really exploded in recent years thanks to Amazon.com and myriad other websites that create national—and even international—marketplaces for these transactions.

Monopolies are often forced to compete with these secondary markets, but sometimes the firms find ways around them. Take a totally different example. Allerca is a small California biotech company that has developed a hypoallergenic cat—that is, a feline genetically designed not to produce the protein that makes some people itch and sneeze. These cats cost $3,950 (plus a hefty $900 for shipping). In order to forestall the creation of a secondary market by customers who buy the cats and then breed them themselves, Allerca simply neuters all the cats it sells. Like pharmaceuticals, given the high cost of developing these cats, competition from a secondary market would eliminate the incentive to develop animals like these in the future.16


Although monopolies and price discrimination can both have beneficial effects, differences in prices don’t always—or even normally—indicate that either of these situations is occurring; price differences are frequently attributable to differences in quality or costs that may be invisible to consumers.

Not long ago, some neighbors of mine contracted to have their driveway repaved. A few days before the job, the paving company owner came to the neighborhood to see if he could line up more business. He offered to do my driveway for $2,000, but I wasn’t interested. The neighbors across the street agreed to pay $2,100. Then, on the day of  the paving, the paver unexpectedly rang my doorbell again and offered to do the job for only $1,200. I haggled him down to $1,000.

Was the paver engaging in price discrimination? It might seem so, since I was charged a lower price than our neighbors for the same service. But what goes unseen here is the likely difference in cost for the paver to add my driveway to his list. It was well over ninety degrees, and the owner wanted to let his employees go home early before they were overcome by the heat. Since he didn’t have time to take all his equipment to another job in a different neighborhood, he offered to pave my driveway at a lower price so he could have one more job before sending everyone home. It would not cost him much to add one more job in the same neighborhood, and without it he would be stuck with the extra asphalt.

Here’s another example of pricing that seems discriminatory but is not. My family and friends who frequent restaurants with me have to endure my annoying habit of asking restaurant owners and managers why they do things the way they do. A restaurant near my house charged a couple dollars more for a special takeout Thanksgiving meal for two than they did for two single portions of the same meal. Is this price discrimination targeting customers so blinded by love that they can’t see they will save money by buying two single portions? Hardly. The owner explained that the meal for two includes more than twice as much food as the single portion. The meal is usually ordered by a couple, and the man typically eats more food. It wouldn’t make sense to increase the size of single portions because the price would have to be raised, and customers won’t want to pay more for extra food they don’t need.

It may seem that price discrimination is also at work in the sale of colas. It’s an interesting anomaly that colas tend to be priced at or below the cost of seltzers. For instance, on Amazon.com, six-packs of Seagram’s Seltzer Water in 12 fl. oz cans recently cost $3.85. The drink is produced by Coca-Cola,17 which sold its Diet Coke in the same size six-pack for just $1.99.18 Why on earth would Diet Coke, with its added flavoring and sugar substitute, sell for less than seltzer, which is merely carbonated water? Was this just an anomaly?19


Could this be price discrimination? Are seltzer drinkers being charged higher prices in the belief that they tend to have higher incomes than cola drinkers? This is unlikely; if big profits can be made on purely carbonated water, we should expect other firms to have entered the market, eventually driving down the price. The real, although not readily apparent, explanation is that water quality and carbonization levels have to be higher when pure seltzer is not masked by cola flavoring.20


Now that we’ve established that high prices aren’t always attributable to omnipresent, sinister monopolies or to unfair price discrimination, let’s take a look at some expensive items that are the subject of particularly frequent consumer complaints. Are these cases of price discrimination, monopoly power, and corporate greed? Or, can market forces explain these pricing schemes?




Why Are Dinners and Liquor So Expensive in Restaurants? 

Are you curious why restaurants charge substantially higher prices for dinner than for lunch? While the size of the dinners are often slightly larger, meal size alone cannot explain the price difference. The knee-jerk answer is that restaurants charge more for dinner simply because they can. In a sense, this is true; restaurants, like any business, will charge the highest price the market allows in order to maximize profits. But if this holds true for dinner, why not for lunch?

This may seem like another case of price discrimination—supposedly, dinner customers are charged more because lunchtime diners typically work near the restaurants they frequent and are more familiar with the local eateries than are dinner customers, who more often travel to other neighborhoods to dine. Thus lunchtime customers could more easily switch to another establishment if a restaurant raised its lunch prices. But this explanation doesn’t work, for dinners are more expensive than lunches even in cities such as New York City and  Washington, D.C. where dozens of restaurants are crammed into a few square blocks, with prices posted at the front door.21 It is easy to compare prices in these neighborhoods, and finding the cheaper dinners is not a problem.
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