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FOREWORD

BY STEVE FORBES


EVERYONE PROFESSES TO ADMIRE great artists—painters, architects, poets, playwrights, and the like. But the last two centuries’ most creative artists—individuals who have vastly enriched the human experience—are, with few exceptions, reviled or ignored. They are the entrepreneurs who have created the world we live in today.

The standard of living for most people today is on a level utterly inconceivable in 1800, 1900, or even 1950. And how are these “artists” regarded? As robber barons, exploiters, parasites, polluters, and looters. When a company reaches a certain size, it becomes an object of assault by government and by countless pressure groups professing to enhance the interests of “the people.”

Despite the achievements of such heroic creators as John D. Rockefeller, J. J. Hill, Andrew Carnegie, Thomas Edison, George Westinghouse, George Eastman, Henry Ford, Walt Disney, A. P. Giannini, Estée Lauder, Charles Merrill, Chester Carlson, Bill Gates, Ray Kroc, Norman  Borlaug, Michael Milken, Steve Jobs, Jeff Bezos, Mark Zuckerberg, Larry Page, Sergey Brin, and so many others, commerce is perceived as a somewhat-grubby, less-than-exalted undertaking. It is portrayed as something of a Faustian bargain: businesspeople succeed by appealing to our baser instincts; they are motivated by greed and too often may bend the rules. But hey, they give us more material things, so we tolerate their less-than-moral activities. If you succeed in business, you should then atone for your sins by giving your riches away. Think of the words “giving back.” Not “giving,” but “giving back.” They imply that you took something that did not belong to you in the first place.

Yet commerce and philanthropy are two sides of the same moral coin; both are about meeting the needs and wants of others. Even if you are the caricature of a businessperson, someone who has a rotten personality and lusts after money, you can’t succeed in the free market unless you provide something that somebody else wants. As Steve Jobs famously observed about marketing surveys, “Our job is to figure out what [customers] are going to want before they do.”

Capitalism does all the things that advocates of big government claim they are trying to do: uplift the poor; expand our sense of humanity; break down xenophobic barriers between groups of people and between nations; encourage cooperation, altruism, and creativity; and let everyone, as Abraham Lincoln put it, improve their lot in life.

We should glorify—or at least advocate and defend—capitalism and capitalists for moral reasons, not just material ones. The abundances they create come about precisely because of capitalism’s moral foundations.

This profound, basic understanding is what makes George Gilder’s Wealth & Poverty one of the great books of Western civilization, on par with Adam Smith’s The Wealth of Nations and the late Jude Wanniski’s The Way the World Works.

The original edition was published in the early 1980s when, like today, people had profound doubts about capitalism. Gilder’s opening words were, “The most important event in the recent history of ideas is the demise of the socialist dream.” Alas, “The second most important event... is the failure of capitalism to win a corresponding triumph.”  Wealth & Poverty explains why capitalism deserves to triumph and why its defenders need to go beyond the “well, it works” defense.

This new edition of Wealth & Poverty couldn’t be more timely. It is discouraging, after the extraordinary advances in the human condition since the 1980s, that free markets must once again justify their existence. Governments and their allies are doing all they can to smother entrepreneurial creativity. As Gilder puts it, “Modern governments pretend to promote economic growth but in practice doggedly obstruct it.” They do so through the endless array of taxes, rules, and regulations that have the creators of wealth spending more time ensuring bureaucratic compliance than expanding their existing businesses or founding new enterprises. In a perversion of the Bible, governments try to force entrepreneurs to recreate themselves in the image of government bureaucracies.

The trouble is that governments are about the here and now—or the past. They totally lack the entrepreneur’s vision of what might be. Thus, President Obama postures as a cutting-edge progressive, a friend of high tech, yet he thinks that progress is pouring taxpayer-created wealth into such nineteenth-century inventions as railroads or medieval technologies like windmills. (How windmills, which are actually guillotines-in-the-sky for birds, ever became a favorite of radical environmentalists is one of our era’s weird curiosities.)

Economists ill-serve themselves by describing economics as being about the allocation of scarce resources. It is about the creation of resources. Oil, for instance, is described as a natural resource. It isn’t. In and of itself it is simply sticky glop. It was human ingenuity that turned this goo into something the world can’t live without.

Free markets are about the constant process of turning scarcities into abundances, making today’s luxuries into tomorrow’s commodities and necessities. A little more than a century ago, the automobile was a toy for the rich, one that cost the equivalent of more than $100,000 today. Henry Ford’s moving assembly line turned this rich man’s toy into something every working person could afford and into an instrument that vastly raised the world’s standard of living. Thirty years ago the cell phone was as big as a shoebox, had a short battery life, and cost $3,995.  Today there are more than 5 billion cell phones around the world. They evolved from just incorporating telephony to being handheld computers. In America, even the poorest of the poor today have cell phones.

Gilder understands the intangibles of capitalism. Wealth comes from ever expanding pools of information. The greatest source of wealth-creation is the human mind. Entrepreneurs don’t need all their money to meet their basic needs. But the reason they should be able to continue to own the wealth they create is precisely because they are better stewards at reinvesting that capital—and thereby multiplying it for the benefit of us all—than government bureaucrats are.

The two areas most in trouble today—education and health care—have the least scope for free enterprise.

In this new edition Gilder also discusses a crying need of our modern era: sound money. Stable money conveys priceless information to entrepreneurs and consumers. A government that undermines the basic value of money is the equivalent of a hacker introducing a virus that corrupts information on your computer.

If you read Gilder, you will grasp that capitalism is about optimism, creativity, and the flowering of the positive impulses of human nature.

The return on your investment of time spent absorbing the insights and lessons of Wealth & Poverty will vastly exceed that of the most sensational IPO.





PROLOGUE

THE SECRET OF ENTERPRISE


THIRTY YEARS AFTER THE publication of Wealth & Poverty, shaken by a global financial fiasco, I find myself buckling down to engage once again these central themes of human life and economics. Back during the tempestuous late years of the 1970s, with President Jimmy Carter waving limp white flags of national malaise, with hostages still held in Tehran, petroleum and gold prices shrilling doom-laden alarms, U.S. banks gasping for capital down a ferociously inverted yield curve (borrowing dear in short-term markets and lending low in long-term bonds and mortgages), with the Soviet Union battening rich on oil wealth, and John Kenneth Galbraith joining the CIA in acclaiming the robustness and fast growth of the “astonishing” Soviet economy, I declared that socialism was dead.

This fact, I acknowledged, remained unrequited by a comparable triumph of capitalism. Even Irving Kristol, then the most eloquent and sophisticated defender of enterprise, could only muster Two Cheers for Capitalism. Wealth & Poverty was in good part an answer to Kristol,  offering a full-throated three cheers and an elaborate supply-side rationale that Kristol also helped articulate.

Capitalism, I wrote, was not simply a practical success, a “worst of all systems except for the rest of them,” a faute de mieux compromise redeemed by charities and regulators” and proverbially “saved by the New Deal.” It is the supreme expression of human creativity and freedom, an economy of mind overcoming the constraints of material power. It is a dynamic force of constant creation, pushing human enterprise down spirals of declining costs and greater abundance. In a central insight, shared by my supply-side brethren, Wealth & Poverty saw taxes as a crucial price—the price of earning and investing income—that yielded increasing revenues as the rates were reduced.

The source of the rising revenues has remained controversial even among supply siders. Some implicitly accept the behavioral dream of a “Skinner box” economics of stimulus and response, in which lower rates impart a stimulus of reward for more work and risk-taking, yielding more revenues for the government. A successful economy, however, is driven less by the sharp edge of incentives than by the unimpeded flow of information . Capitalism is more an information system than an incentive system. Increasing revenues come not from a mere scheme of carrots and sticks but from the development and application of productive knowledge.

By focusing on incentives rather than on information, free market economists have encouraged the idea that capitalism is based on greed. But greed, in fact, prompts capitalists to seek government guarantees and subsidies that denature and stultify the works of entrepreneurs. Greed, as I put it in Wealth & Poverty, leads as by an invisible hand to an ever-growing welfare state—to socialism. It is not the enlargement of incentives and rewards that generates growth and progress, profits for the entrepreneur and revenues for the government, but the expansion of information and knowledge.

The competitive pursuit of knowledge is not a dog-eat-dog Darwinian struggle. In capitalism, the winners do not eat the losers but teach them how to win through the spread of information. Far from a zero-sum game, where the successes of some come at the expense of others, free  economies climb spirals of mutual gain and learning. Far from a system of greed, capitalism depends on a golden rule of enterprise: The good fortune of others is also your own. Applying to both domestic and international trade and commerce, this golden rule is the moral center of the system. Not only does capitalism excel all other systems in the creation of wealth and transcendence of poverty, it also favors and empowers a moral order.

One of my inspirational sources was Richard Posner, then a professor of law and economics at the University of Chicago. I quoted him to the effect, then still inchoate in my mind but soon to pervade the book, that capitalism is inherently favorable to altruism, an orientation toward the needs of others. He wrote, “Because the individual cannot prosper in a market economy without understanding and appealing to the needs and wants of others, and because the cultivation of altruism promotes the effective operation of markets, the market economy... also fosters empathy and benevolence, yet without destroying individuality.”

As a result of my seizing the verboten flag of “altruism” from Posner’s hands and waving it at the head of the supply-side parade, Ayn Rand devoted much of her last public lecture, a speech at the Ford Hall Forum in Cambridge, Massachusetts, to a case against my ideas. I hugely admired Rand, who flung her moral defense of capitalism in the face of Soviet terror and socialist intellectual tyranny. But toward Christian altruism she indulged an implacable hostility, stemming in part from her own simplistic atheism and in part from her disdain for the leveler babble of sanctimonious clerics.

Most of the world, then as now, was engaged in one of its periodic revulsions against capitalist “greed” and waste. Lester Thurow of MIT was proclaiming a Zero-Sum Society, where henceforth any gains for the rich must be extracted from the poor and middle classes. William Sloane Coffin, the formidable Yale chaplain, was inveighing against capitalist orgies of greed and environmental devastation. Howard Zinn and Noam Chomsky were denouncing Western capitalism for displacing American Indians and condemning Israel for displacing Palestinians. Edward Said was conducting his Columbia classes (fatefully introducing the works of  Frantz Fanon to future President Barack Obama) on Western psychological colonization and hegemonic evisceration of the entire Third World.

Even beyond the precincts of the elite literary and academic Left, the global intelligentsia widely imagined that the long siege of beneficent capitalist abundance had come to an end. With the Club of Rome arraying an endless downhill topology of inverted hockey stick graphs, everything seemed to be running down and running out. John Holdren, now President Obama’s science seer and weather guru, was then at Berkeley bewailing the global population explosion. Collaborating with Paul and Anne Erhlich in the Population Bomb, he advocated adding sterilizing agents to the water supply in order to control population growth, which he predicted would precipitate global famine by the year 2000.
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So here we go again, deep in the New Millennium. Zinn has died but his bestselling histories of America as the land of oppressed slaves, victimized Indians, and the downtrodden working class still suffuse the speeches of campus radicals. Zero-sum inequality and exploitation continue to preoccupy the media. Congress remains enthralled with static accounting rules that assume tax-rate reductions will not alter economic behavior. In this model, the only way to expand tax receipts is to raise rates on the “rich.”

Dead is the pioneering political supply sider Jack Kemp. So is his counsel Jude Wanniski, author of the key supply-side text The Way the World Works. Carrying on the torch is Kemp’s former protégé Paul Ryan, now the leading Republican budgetary expert and strategist. The chief loyalists among the supply-side economists of the Reagan era are Alan Reynolds, who is still outwitting all the demand siders in his work Income and Wealth, the irrepressible Arthur Laffer of Laffer curve fame (lower marginal tax rates tend to yield more revenues), and the indefatigably savvy and inspirational Steve Forbes. Most erstwhile supply-side allies, though, are jumping ship, with Reagan aides Bruce Bartlett, David  Stockman, Martin Anderson, and Paul Craig Roberts almost hysterically insistent that they never, under any circumstances, swear to Midas, claimed that lower tax rates lead to higher revenues.

“Starve the beast” is the new mantra of conservative economics. “Shrink the budget” is the new mandate for prosperity. “Keep what you earn” is seen as the moral foundation for lower tax rates. Conservatives still urge lower taxes, but many no longer know how to defend them, distracted as they are by an economics of austerity that focuses on the downside of deficits in a way inimical to the supply-side vision of abundance and creativity.

Although still incapable of actually cutting spending, except for needed defense, conservative leaders imply our national crisis is merely some budgeting blunder remediable through a balanced budget amendment to the Constitution. But a liberal government barred from raising taxes could expand its effective levies merely by imposing mandates and regulations, with an even more demoralizing impact on enterprise. Barred from spending increases, a liberal government could simply mandate private spending or offer tax rebates for various favored behaviors. A rebate or mandate for suppressing CO2 is no less a government expenditure than is an appropriation for CO2 suppression or sequestration.

The focus on budgetary issues becoming acute a decade or so from now implies that liberal policies are not already infecting our economy with a multiple sclerosis of tax and regulatory curbs, destroying jobs and families with webs of rules and pettifoggery, price controls, skewed social policies, and litigation. A budgetary focus obscures the continuing devastation of vast expanses of our environment with archaic windmills, ethanol farms, and subsidized Druidical sun-henges. It downplays the continuing degradation of schools by agitprop campaigns and Ponzi schemes of self-esteem. It diverts attention from the stultification of our health care systems by misconceived insurance fragmented through fifty states and denatured by coverage of every human frailty and daily need (rendering it not insurance at all but merely government overreach).

Most of all, the budgetary preoccupation obscures the ongoing assault on the families of the poor, ensnaring them in a welfare state for  women and children and a police state for two generations of black boys. Some seventy programs annually dispense close to $900 billion mostly to single-parent families totally incapable of raising boys. As a direct result, today as many as a third of black males under 35 are in prison, on probation, or on the lam. Furthermore, as Charles Murray documents, the crisis is rapidly engulfing white families as well. Male workers simply cannot compete with the tempting bonanzas of free time and promiscuous leisure afforded to the unmarried by the welfare state. The breakdown of marriage, as Phyllis Schlafly points out, is now costing taxpayers more than national defense. And as for defense, the budget bias significantly distracts attention from the campaign gumming up and agglutinating our military with unisex rites and social experiments, sharia sensitivity-training, and globalistic goo while letting our nuclear capabilities and civil defenses atrophy.

Nonetheless, the Left still feels haunted and harried both by the vestigial survival of Wealth & Poverty and by the gilded memory of Ronald Reagan, who made me his most quoted living author. Jonathan Chait, an editor and columnist at the New Republic—a social register of the upper-class Left—delighted me a couple years ago by writing a book called The Big Con about the vast influence of supply-side economics, its “imbecility” as a “scam” and a “hoax,” its “lunacy” and its utter lack of socially acceptable academic proponents.

Chait described me—if I may be so self-serving as to quote him—as “deranged . . . a crank and charlatan,” even a “barking moonbat.” It turned out that only some of my stock picks and private investments survived the telecom crash of 2000 (and continued to outperform the market for another eleven years, and counting). I understand that people on the New Republic prefer more seasoned or inherited wealth to tastelessly unsubsidized venture investments. So be it. Also I unrepentantly violated the canons of the unisex cult, derided the “science” of climate change panic, upheld a verboten dualism of mind and brain, and worked with the Discovery Institute on a critique of what I call the “materialist superstition” of Darwinian overreach. And I actually celebrate Israel and think it should be larger rather than smaller as Chait’s colleagues  do. I guess I just don’t really fit in with the New Republic. In any case, I had not been so exotically honored since 1974, when I was named male chauvinist “Pig of the Year” by the National Organization for Women for my tract on the centrality of sex roles in family life, Sexual Suicide.

Beyond Chait’s conniptions, the establishment Left in general seems strangely obsessive in its protests against any surviving wisps of supply-side economics. New York Times columnists Paul Krugman and Thomas Friedman show a curiously overwrought and shovel-ready passion to exhume the corpse of Lord Keynes, reviving the 1936 prayer books of the New Deal amid the imperial colonnades of The New York Times.

Perhaps the most formidable of the new critics of capitalism and supply-side economics is our old friend Richard Posner. An original thinker on the economics of the law, who maintains a Debrett’s peerage of the American intelligentsia and a reliable sense of prevailing sentiment, Posner was the first out of the gate with sophisticated and thoroughgoing analyses of the crash of 2008.

Exalted as a federal judge, he is perennially and condignly poised for ascent to the Supreme Court, but perhaps too burdened with contrarian gravitas to rise that high. Now he emerges as the author of portentous tomes entitled The Failure of Capitalism (2009) and The Crisis of Capitalist Democracy (2011) that insist on describing our financial predicament as a new Depression that raises to the forefront once again the most fundamental issues and concerns of capitalist economics and democratic politics.

There is no doubt that the egregious events of the mid 2000s pose dire questions for innocent enthusiasts of what Jack Kemp and his allies called “democratic capitalism.” None of us relished the spectacle of U.S. bankers picking perhaps $2 trillion from taxpayer pockets in half a dozen years while massively misallocating the world’s liquid capital. But in claiming that what happened during the new Depression of 2007 and onward was an inexorable unfolding of the logic of democratic capitalism, Posner in fact is more indulgent of the prodigal “banksters” than are most conservatives. As he concluded, extenuating the financial  debauch, “The Depression is the result of normal business activity in a laissez-faire economic regime—more precisely, it is an event consistent with the normal operation of economic markets.”

Posner does not blame the government. “First, were there no government regulation of the economy, there probably would still have been a depression.” As for whether the Federal Reserve Bank’s long siege of near zero interest rates might have inflated the housing bubble, Posner acknowledges that “low interest rates alone increase the demand for housing because housing is bought mainly with debt.” But he disparages the impact of Fed policy and points to an array of mostly private excesses: namely “aggressive marketing of mortgages, a widespread appetite for risk, a highly competitive, largely deregulated finance industry, and debt securitization.”1


Summing up the Posner dynamic of capitalist rationality was the famous helplessness of banker supreme Charles Prince, CEO of Citigroup, when he declared in 2007 that “as long as the music keeps playing,” he was driven to “get up and keep on dancing.” According to Posner, these dancing princes of Wall Street were authentic capitalists, forced to follow the dance steps and pirouettes of deregulated rivals. Similarly following capitalist rationality, according to Posner, were consumers accepting attractive mortgages at a time of rising housing prices. It all made perfect sense in capitalist terms—self-interested agents responding to market signals of opportunity. It was not the greed of bankers or consumers or obtuseness of regulators. It was the flawed logic of capitalism itself.

The Posner picture is clear: An influx of mathematicians, quants, and computer nerds entered Wall Street and developed sophisticated hedging algorithms, diversification schemes, and insurance techniques that ostensibly reduced risk to near zero. These breakthroughs transformed finance, neutralizing every risk by a compensatory hedge, donning every downside with an insurance cap. Meanwhile crucially backstopping the assets at the bottom and promoting subprime lending were guarantees from government bodies such as Fannie Mae and Freddie Mac and insured bank deposits via the FDIC.

Posner is right that, assuming close to zero risk, bankers would be entirely rational to maximize their borrowing; the banks with the most leverage would then win the largest returns. And the bankers certainly did believe they had reduced risk to something very like zero. The fundamental assumption of modern finance in the early years of the new millennium was that the best way to address the perils of a volatile world was not by confronting those perils and analyzing how to ameliorate them, but by hedges and insurance.

There are two ways to reduce uncertainty. One is to replace uncertainty with information, creating productive knowledge. I am unsure whether my house of straw will stand up to the huffing and puffing of the local lupine population. I replace it with a house of brick that has been determined to withstand a wolf-pack’s winds. This costs me something; on the other hand now I can delete the coming of a big bad wolf from my list of uncertainties. Alternatively I can figure the statistical likelihood of the wolf threat, turn uncertainty into a measured probability, and then purchase insurance.

Modern finance opted decisively for insurance. Buttressed by government guarantees, the banks persuaded themselves they had solved the actuarial problem and fully understood the probabilities. Assuming they were correct, they were right to believe they could harvest without risk the difference between the cost of the insurance and the yield of the investments. In such a world of well-abated risk, the winning investors would be the boldest borrowers, making the biggest bets. As Posner maintains, the explosion of leverage over the last decade seems to make perfect sense in capitalist terms. His only remedy is the aggressive exercise of the regulatory state.

Posner is shocked by the disastrous outcome of apparently rational behavior because he has long cherished the notion of capitalism as the outcome of rational responses to defined incentives. But devoid of entrepreneurial surprise, such a rational world is irrelevant to real capitalist economies. It represents the kind of facile analogy favored by sophomores of capitalism as a casino. It is precisely the absence of entrepreneurial possibility that distinguishes a true game of chance (e.g. roulette).  No player can develop superior insights into the next roll, no player can alter the outcome over the long term. You aren’t even allowed to count. It’s a closed system.

Except for entrepreneurs, capitalism would be a closed system as well, suspended in the perfect equilibrium of the economists’ dreams. Entrepreneurs, however, resolve uncertainty not by reducing it to statistical probabilities but by replacing uncertainty with information. Disturbers of equilibrium, disruptors of order, they infuse new energy and productive knowledge into the system.

Posner feels betrayed by the collapse of the ordered markets at the core of his legal philosophy. But Adam Smith’s view of the economy as “a great machine,” a Newtonian mechanism driven by self-interested optimizations as inexorable as the force of gravity, was always an illusion. Free economies are constantly convulsed by human will, creativity, and conflict. Always in disequilibrium, they feed on the new information flows of enterprise and the voluntary responses of customers.

The key issue in economics is not aligning incentives with some putative public good but aligning knowledge with power. Business investments bring both a financial and an epistemic yield. Capitalism catalytically joins the two. Capitalist economies grow because they award wealth to its creators, who have already proven that they can increase it. The tests of enterprise yield knowledge because business plans are falsifiable; they can be exposed as wrong, as businesses are subject to bankruptcy. Investment outcomes afford both negative and positive feedback loops. Errors enron and successes google. Entrepreneurial tests yield power in the form of after-tax profits that can be reinvested without recourse to bureaucratic commissions, congressional committees, boards of experts, charitable trusts, and arrays of political administrators.

If business hypotheses are shielded from falsification by political protections or governmental subsidies or bureaucratic mandates, they cannot yield knowledge, and in most cases they destroy it. The power of politicized companies grows and congeals, but their knowledge degenerates into ideology and public relations. BP fatuously postures as “Beyond Petroleum” and GE turns from productive manufacturing into  confectionary energy projects such as windmills and defective light bulbs. Self-justifying leviathans, from Harvard University and Archer Daniels Midland to Fannie Mae and Goldman Sachs, can loom over the economic and social landscape, distorting price and opportunity signals and withering the real enterprises in their shadow.

The United States over the last decade has witnessed a classic confrontation between the forces of entrepreneurial capitalism and those of established institutions claiming a higher virtue, expertise, and political standing. One side subsists on unforced profits of enterprise; the other on rents and tolls and privileges at the Treasury, the Federal Reserve, and the White House.

From no other realm of the American economy has the entrepreneur been so thoroughly banished as from the domain of the great banks and their funders and protectors in government. Modern financial theory, which thoroughly rules this establishment, is dominated by the “efficient market hypothesis” which stands explicitly for the notion that entrepreneurship is impossible in financial markets.

Dramatizing the impact of banishing entrepreneurs is the contrast between those who cast their bets in favor of the subprime schemes and those who bet against them, and fought to expose the fraud. On the wrong side of the trade—the buyers of bad mortgages and filigreed bonds—were most of the world’s central banks, the World Bank, the International Monetary Fund, Fannie Mae and Freddie Mac, Citigroup, Merrill Lynch, Deutche Bank, and Bank of America. All commanded easy access to government funding and safety nets and all were backed to the hilt in their mortgage enthusiasms by the global financial constabulary, the universities, the charities, and the most sophisticated politicians, such as Barney Frank and Chris Dodd. All shared the enthusiasm for the idea that the magic of structured finance could transform pig sties into palatial triple-A housing buys.

The most exalted authority of all was the central banking Group of Ten in the Basel II process. This financial ultra-elite develops the rules for national banks. For the purposes of required bank reserves, Basel II mandated the purchase of the very sovereign bonds and subprime  mortgage securities that remain at the heart of the crisis. While endorsing structured collateralized debt obligations, whereby the actual viability of the underlying assets was opaque, Basel II specifically opposed the ownership of individual mortgages for which information about owner finances and property values was readily available. The Basel committee espoused the crippling divorce of knowledge from power, information from capital, accountability from ownership. This supreme regulator was clearly part of the problem rather than the path to a Posnerian solution.

On the other side were mostly hedge fund entrepreneurs, such as John Paulson, Mike Burry, Andrew Redleaf, Steve Eisman, Greg Lippman, and perhaps twenty others of significance. Michael Lewis tells their story in The Big Short. The reason the crisis was allowed to careen out of control was simply that the blind side had all the capital—thousands of times more than did the entrepreneurs betting against them. Although as big as the entrepreneurs could make it, the big short was nowhere near big enough.

Hedge funds, private equity funds, and venture funds are all investment companies controlled by either a single manager or by a small group of partners, all usually well known to their investors and often holding a majority of their own net worth in the firm. The majority of these owner-managers are self-consciously defiant of the established methodologies that reign at the giant banks. Virtually all venture capitalists, private equity dealers, and hedge fund managers, for example, claim to be able to produce above average investment profits while incurring below average risk. They announce themselves as owners and information entrepreneurs, able to add information to the system. In the mortgage case they did so by actually looking at the mortgages underlying the AAA mortgage bonds that would bust the banks. They looked and they were appalled.

In the great banks meanwhile, any actual knowledge of the details of the securities they held and the risks they ran was entirely divorced from the administrative and bureaucratic power at the top. The most poignant, revealing, and realistic moment in the film Margin Call, about the collapse of a Lehman-like bank, is the belated descent from on high of the bank’s CEO. Unable to grasp what his quant advisors were telling him about the crucial algorithms governing his portfolio, he implores, “Speak  as you would to a young child or a golden retriever.” The great divorce of knowledge and power, information and finance, entrepreneurial realities on the ground and cantilevered paper towers in the sky was complete and cataclysmic.
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The Posner illusions about the government role in contemporary capitalism have long dominated the Washington establishment. On March 3, 2009, for example, testifying before the Senate Budget Committee, Ben Bernanke, Chairman of the Federal Reserve Board, discovered with indignation yet another “huge gap” in the nation’s affairs.

It was a “huge gap,” said the Chairman, “in the Regulatory System.”

This was astonishing. How could any gap emerge in regulatory coverage during several decades of expanding the Federal Register by more than ten regulations every day and hundreds of thousands of pages every decade or so in an exponential tide of paper and red tape that could have wrapped and beribboned the entire solar system as a present for the Sierra Club? But Bernanke was clear. “There was no oversight,” he testified to the paragons of oversight on the Senate Budget Committee, “of the financial products division.”

The particular financial products division agitating the Chairman, one had to admit, was no small thing. It was the financial products division of American International Group (AIG). Built over thirty years into the world’s largest financial and insurance conglomerate under the leadership of Maurice “Hank” Greenberg—a bronze star winner and veteran of two wars, liberator of Dachau and pioneer of reinsurance—AIG went astray after 2005. Ejecting Greenberg from his office amid much high dudgeon was then-New York State Attorney General Elliott Spitzer, following a regulatory action related to alleged accounting errors at AIG amounting to millions of dollars.

Banishing the company’s legendary owner-entrepreneur was presumably a big step forward in the annals of oversight, but it somehow did not suffice to get AIG’s management in order. Spitzer’s attention may  have wandered. In any case, within the next three years, while no one was looking apparently, the AIG financial products division wrote some $2.7 trillion worth of credit default swaps. These were a form of insurance mandated by regulators, from the Federal Reserve in Washington to the G7 in Basel, Switzerland, to offset the risk of subprime mortgage based securities.

Perhaps AIG’s financial products division had eluded Bernanke’s own regulatory eye at the Federal Reserve. (“I know nothing about AIG,” proclaimed Bernanke at the height of the crisis). But all of AIG, particularly including the financial products division, was supervised, overseen, ruled, and pettifogged by federal, state, local, and global beadles galore, in fifty states and more than a hundred countries.

The problem with the financial products division was not that the regulators were absent or inadequately empowered. The problem was that the regulators, like most regulators, lacked relevant information. They were experts on the politics of the situation, but had no real command of the intricacies of the businesses within their purviews or any stake in their operations. They were not perhaps as abysmally ignorant about the implications of credit default swaps as regulator-in-chief Ben Bernanke was ignorant about the imperial reach of the U.S. regulatory state. But it was a formidable gap all the same.

Regulation is an effort to replace knowledge with power. The government cannot be sure what complex corporations like AIG are doing. It does not know how to make AIG better at what it does, how to improve its efficiency and effectiveness as a global insurance company. So it imposes an array of rules that have the effect of distracting the company from its corporate purposes and toward government purposes, making AIG less like an entrepreneurial corporation and more like a government bureaucracy. The rules from outside AIG attempt to substitute for actual knowledge residing within the company about its operations and markets. The vital knowledge in Greenberg’s head became particularly unavailable.

The reality, undeniable by anyone who has contemplated the now emerging piles of documentary evidence of the period, is that thronging  every large institution throughout the epoch of systemic collapse were examiners, overseers, supervisors, inspectors, monitors, compliance officers, and other regulatory constabulary. In every case, regulators doughtily reported that all was well, “sound,” “stable,” or solvent until days or even minutes before their subject companies announced their need for billions of bailout funds to prevent catastrophe.

The most expensive of all the bank failures administered by the Federal Deposit Insurance Corporation (FDIC) was IndyMac Federal Savings Bank, which cost the FDIC some $11 billion plus extensive losses for uninsured depositors and other creditors. As former Fed official Vern McKinley reports, the Office of Thrift Supervision gave IndyMac high ratings right up until shortly before it failed in 2008 despite the presence on site of as many as forty bank examiners. Filling McKinley’s book, Financing Failure: A Century of Bailouts, are similar stories on Bear Stearns, Lehman Brothers, Washington Mutual, and Wachovia, going back through the history of banking and its regulation.

The completeness of regulatory coverage was no remedy for its epistemic inadequacy. The regulators could have no more knowledge about the future of the regulated companies than could the entrepreneurs of the companies themselves.

Knowledge is about the past; entrepreneurship is about the future. Regulations are rules based on past experience. Regulators are political appointees responsive to their bosses and to the rules. Only entrepreneurial owners take their cues from the subtle signals on the crests of creation.
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The lesson of the crash is that a hundred regulators and encyclopedic sets of rules could not replace one Hank Greenberg, the man who built AIG and was thrown out by the regulators before that firm ever wrote a single credit default swap contract on a single bogus AAA bond. That hundred-regulators-to-one-entrepreneur mismatch is the real meaning of the “one percent”—the tiny minority that gives capitalism its name. 


The discovery of the “one percent” by pols and pundits and their resurgent obsession with income inequality misunderstands both the source and the purpose of great wealth in a capitalist economy. Driving the obsession is the idea that the difference between people is what they own rather than what they know. But wealth is only valuable if it is combined with information. If it is combined with ignorance or greed it quickly dissolves, like the fortunes of lottery winners or Vegas jackpot millionaires.

America’s entrepreneurs live in a world with four billion poor people. Why on a planet riven with famine, poverty, and disease, it is plausibly asked, should this tiny minority be allowed to control riches thousands of times greater than their needs for subsistence and comfort?

More specifically, why should Mark Zuckerberg, the proprietor of Facebook, be estimated to command a fortune worth some $17 billion, while Suzie Saintly, the social worker, makes a mere $40,000 a year, almost half a million times less? Or why should Bill Gates, Microsoft founder, be worth over $50 billion while Dan Bricklin, the inventor of the pioneering VisiCalc spreadsheet that launched the personal computer into business applications, be reduced to tilling his tiny consultancy “Software Garden” with a handful of colleagues? Why should Warren Buffett be permitted to parlay positions in newspapers, insurance companies, and Coca Cola into a fortune that sometimes makes him the world’s richest man while Sarah Cinderella holds down two jobs—working as a receptionist during the day and waitressing at night—to make ends meet as a single mom? Why should coffee monger Howard Schultz command a fortune worth $5 billion while Harry Homeless lives on a blanket on a grate outside a Starbucks, holding out a discarded paper cup for spare change? And why should Michael Milken, the junk bond pioneer who spent time in jail for trumped up “economic crimes,” still be a billionaire, while the president of the United States earns some $450,000 per year?

Does any of this make any sense?

These huge disparities seem to defy every measure of proportion and propriety. They apparently correspond neither to need, nor to virtue, nor to  IQ, nor to credentials, nor to education, nor to social contribution. Couldn’t we create a system of capitalism without fat cats and predatory bond traders? Wouldn’t it be possible to contrive an economy that is just as prosperous, but with a far more just and appropriate distribution of wealth?

In defense, the advocates of capitalism contend that these bizarre inequalities are justified by the larger results. Capitalism doesn’t make sense, morally or rationally, but it does make wealth, and wealth is essential for the very survival of a planet with an ever-growing population. So, they say, don’t knock it. This usual case for capitalism concedes that greed may drive Angelo Mozilla of Country Wide Financial or the egregious Bernie Madoff to criminal behavior. But, runs the argument, greed also makes the system go. Because greed is less trammeled in the United States than in Ethiopia, Harry on the grate eats better than the middle class of Addis Ababa.

This was essentially the argument of Adam Smith, the first and still most quoted apologist of capitalism. He declared that it is only from the entrepreneur’s “luxury and caprice,” his desire for “all the different baubles and trinkets in the economy of greatness,” that the poor “derive that share of the necessaries of life, which they would in vain have expected from his humanity or his justice.”

Thus did capitalism’s greatest defender write of the rich of his day. More recent writers, from Paul Krugman to Robert Reich to Charles Ferguson, speak of the rich wallowing in their riches and implicitly bilking the poor of the necessities of life. They want to “save capitalism” yet again, by raising tax rates on the rich, forcibly redistributing incomes.

Far from being greedy, however, America’s leading entrepreneurs, in general, cannot revel in their wealth because most of it is not liquid. It has been given to others in the form of investments. It is embodied in a vast web of enterprise that retains its worth only through constant work and sacrifice. Nevertheless, even dismissing the charge that the “one percent of the one percent” engage in a carnival of greed, we do not explain, or justify, their huge wealth.

Some apologists will say that Mark Zuckerberg’s Facebook billions were a reward for his brilliant entrepreneurship and software coding,  while penury is the just outcome of alcoholism and improvidence. But Suzy Saintly, Barack Obama, and Dan Bricklin are neither improvident nor necessarily less brilliant than Mark.

All these arguments are beside the point. The distributions of capitalism make sense, but not because of the virtue or greed of entrepreneurs, nor as inevitable byproducts of the invisible hand. The reason capitalism works is that the creators of wealth are granted the right and burden of reinvesting it.

Warren Buffett worries that his average personal tax rate of 17 percent is “unfair” when his secretary pays more. The accuracy of his 17 percent calculation aside (it ignores the 39 percent corporate rate and 55 percent inheritance and other levies), the reason Buffett pays 17 percent has nothing to do with “fairness.” He pays low rates because of his superiority in entrepreneurial knowledge as an investor of capital. Buffett does not consume his income; he faces the challenge and onus of reinvesting his profits. Capitalism prevails because it assigns this exacting task to people like Warren Buffett rather than people like his secretary or to Obama’s fixers David Axelrod and Valerie Jarrett, who are oriented by political rather than economic goals.

An economy can continue to grow only if its profits are joined with entrepreneurial knowledge. In general, wealth can increase only if the people who create it control it. Divorce the financial profits from the learning process and the economy stagnates. Like a tree or a garden, an economy grows by photosynthesis. Without the light of new knowledge and the roots of ownership, it withers. The riches of the top Four Hundred all ultimately stem from this entrepreneurial process. Some 70 percent received no significant inherited wealth and most of the rest gained their fortunes from entrepreneurial parents.

Entrepreneurial knowledge has little to do with certified expertise of advanced degrees or the learning of establishment schools. The fashionably educated and cultivated spurn the kind of fanatically focused learning commanded by the one percent. Wealth all too often comes from doing what other people consider insufferably boring or unendurably hard.

The treacherous intricacies of building codes or garbage routes or software languages or groceries, the mechanics of butchering sheep and pigs or frying and freezing potatoes, the mazes of high-yield bonds and low collateral companies, the murky lore of petroleum leases or housing deeds or Far Eastern electronics supplies, the ways and means of pushing pizzas or insurance policies or hawking hosiery or pet supplies, the multiple scientific disciplines entailed by fracking for natural gas or contriving the ultimate search engine, the grind of grubbing for pennies in fast-food unit sales, the chemistry of soap or candy or the silicon-silicon dioxide interface, the endless round of motivating workers and blandishing union bosses and federal inspectors and the IRS and EPA and SEC and FDA—all are considered tedious and trivial by the established powers.

Most people consider themselves above learning the gritty and relentless details of life that allow the creation of great wealth. They leave it to the experts. But in general you join the one percent of the one percent not by leaving it to the experts but by creating new expertise, not by knowing what the experts know but by learning what they think is beneath them.

Entrepreneurship is the launching of surprises. What bothers many critics of capitalism is that a group like the one percent is too full of surprises. Sam Walton opens a haberdashery and it goes broke. He opens another and it works. He launches a shopping center empire in the rural South and becomes for a while America’s richest man selling largely Chinese-made goods to Americans. Howard Schultz makes a fortune out of coffee shops, leaves, and watches his company decline in his absence. He returns and restores it to supremacy as a multifarious supplier of drinks and food and home comforts outside of home. Herb Kelleher leaves the northeast to become a lawyer in Texas. On the proverbial napkin he outlines plans for a new kind of airline in Texas. Defying the deepest beliefs of the experts in the established airlines—their gouge-and-gotcha pricing, hub-and-spoke routing, and diversity of aircraft sourcing—Kelleher builds Southwest Airlines. Bringing bus-like convenience, singing stewardae, and business innovations, he creates the world’s  leading airline and a fortune for himself. Rather than retiring, he becomes Chairman of the Dallas Federal Reserve.

This process of wealth creation is offensive to levelers and planners because it yields mountains of new wealth in ways that could not possibly be planned. But unpredictability is the entropy that is fundamental to free human enterprise. It defies every econometric model and socialist scheme. It makes no sense to most professors, who attain their positions by the systematic acquisition of credentials pleasing to the establishment above them. By definition, innovations cannot be planned. Leading entrepreneurs—from Sam Walton to Mike Milken to Larry Page to Mark Zuckerberg—did not ascend a hierarchy; they created a new one. They did not climb to the top of anything. They were pushed to the top by their own success. They did not capture the pinnacle; they became it.

This process creates wealth. But to maintain and increase it is nearly as difficult. A pot of honey attracts flies as well as bears. Bureaucrats, politicians, bishops, raiders, robbers, revolutionaries, short-sellers, managers, business writers, and missionaries all think they can invest money better than its owners. Owners are besieged on all sides by aspiring spenders—debauchers of wealth and purveyors of poverty in the name of charity, idealism, envy, or social change. In fact, of all the people on the face of the globe it is the legal owners of businesses who have the clearest interest in building wealth for others rather than spending it on themselves, and it is usually only the legal owners who know enough about the sources of their wealth to maintain it.
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As long as Larry Page and Sergey Brin are in charge of Google, it will probably grow in value. But if you put Harry Homeless in charge of Google—or if as Harry’s compassionate proxy you put a government bureaucrat in charge—within minutes the company would be worth a giggly half its former value. As other firms, such as Netflix and Starbucks, discovered when they mis-stepped, an ascendant company can sluice  away much of its worth in minutes if fashions shift or investors distrust the management.

A Harvard Business School study by Michael Jensen showed that even if you put “professional management” at the helm of great wealth, value will grow less rapidly than if you give owners the real control. A manager of Google might benefit from stealing from it or turning it into his own cushy preserve, making self-indulgent “investments” in company planes and playgrounds and erogenous politicians and sun-henge cathedrals and favored foundations that were in fact his own disguised consumption. It is only Page and Brin who would see their own wealth dissipate if they began to focus less on their customers than on their own consumption. (They may make this mistake anyway.) The key to their wealth is their resolution neither to spend nor to abandon it. In a sense they are as much slaves as masters of the Googleplex.

Even if it wished to, the government could not capture America’s wealth from its one percent of the one percent. As Marxist despots and tribal socialists from Cuba to Greece have discovered to their huge disappointment, governments can neither create wealth nor effectively redistribute it, they can only expropriate it and watch it dissipate. Under capitalism, wealth is less a stock of goods than a flow of ideas and information, the defining characteristic of which is surprise. Schumpeter propounded the basic rule when he declared capitalism “a form of change” that “never can be stationary.” The landscape of capitalism may seem solid and settled and something that can be seized; but capitalism is really a noosphere, a mindscape, as empty in proportion to the nuggets at its nucleus as the solar system in proportion to the size of the sun.

Volatile and shifting ideas, not heavy and entrenched establishments, constitute the source of wealth. There is no bureaucratic net or tax web that can catch the fleeting thoughts of Eric Schmidt of Google or Chris Cooper of Seldon Technologies.

Warren Buffett’s conglomerations of Coke and commercial paper, Nathan Myrvold’s patent trove, John Paulson’s hedges, Mark Zuckerberg’s Facebook mille-feuille mansions, Intel’s waferfabs, the Crow family’s Dallas realms, the gilded towers of Donald Trump—all could become  shattered monuments of Ozymandias tomorrow. “Look on my works, ye Mighty and despair!” Shelley wrote in the voice of the king whose empires became mere mounds in the desert sands.

Like the steel mills of Pittsburgh, the railroad grid of New England, the thousand mile Erie Canal, the commercial real estate of Detroit, the giant nuclear plants and great printing presses of yesteryear, Kodak’s ruling photography patent portfolio of a decade ago, the HP computers of a year ago, or the sartorial rage of last week, the physical base of the one percent of the one percent can be a trap of wealth, not an enduring fount of liquid treasure. In all these cases the things stayed pretty much the same. But thoughts about them changed. Much of what was supremely valuable in 1980 plunged to near worthlessness by 2012.

Overseas interests could buy the buildings and the rapidly obsolescing equipment and patents of high-technology firms. But they would probably fail to reproduce the leadership, savvy, and loyalty lost in the sale. If the Chinese or Arabs bought all of Silicon Valley, for example, they might well do best by returning it to the production of apricots, oranges, and bedrooms for San Francisco. Capturing the worth of a company is incomparably more complex and arduous a task than purchasing it.

In the Schumpeterian mindscape of capitalism, the entrepreneurial owners are less captors than captives of their wealth. If they try to take it or exploit it, it will tend to evaporate. As Bill Gates once put it during his entrepreneurial heyday, already a paper decibillionaire, “I am tied to the mast of Microsoft.” David Rockefeller devoted a lifetime of sixty-hour weeks to his own enterprises. Younger members of the family wanted to get at the wealth and forced the sale of Rockefeller Center to Mitsubishi. But they will discover that they can keep it only to the extent that they serve it, and thereby serve others, rather than themselves.

The great temptation and delusion of socialist regimes is to attempt to guarantee the value of things rather than the ownership of them. This was also the great mistake of the Bush and Obama administrations’ response to the crisis of 2008. Value depends on dedicated ownership. In the United States, until recent socialist slippage, the Constitution guarantees only the right to property, not the worth of it.
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The reason for the huge wealth gap between Larry Page and Suzie Saintly, between Donald Trump and Harry Homeless, between Oprah and Obama, or between Eric Schmidt and inventor Dan Bricklin, or the one percent and any number of other worthy men and women, is entrepreneurial knowledge and commitment. Most of the richest individuals are bound to the masts of their fortunes. They are allowed to keep their wealth only as long as they invest it in others. In a real sense, they can only keep what they give away.

The wealth of America is not an inventory of goods; it is an organic living entity, a fragile pulsing fabric of ideas, expectations, loyalties, moral commitments, and visions. To vivisect it for redistribution is to kill it. As President Mitterand’s French technocrats discovered in the 1980s, and President Obama’s quixotic American ecocrats are discovering today, government managers of complex systems of wealth soon find they are administering an industrial corpse, a socialized Solyndra.

Whatever the state of inequality of incomes, it is dwarfed by the inequality of contributions to human advancement. Robert Heinlein wrote, “Throughout history, poverty is the normal condition of man. Advances that permit this norm to be exceeded—here and there, now and then—are the work of an extremely small minority, frequently despised, often condemned and almost always opposed by all right thinking people. Whenever this tiny minority is kept from creating, or (as sometimes happens) is driven out of society, the people slip back into abject poverty. This is known as ‘bad luck.’”2 President Obama confirmed the Heinlein view in a speech in Iowa: “We had reversed the recession, avoided depression, got the economy moving again, but over the last six months we’ve had a run of bad luck.”

All progress comes from the creative minority. Even government-financed R&D, outside the results-oriented military, is mostly wasted. Enduring are only the contributions of mind and will and morality. If we continue to harass, overtax, and oppressively regulate the entrepreneurs,  our liberal politicians will be shocked and horrified to discover how swiftly the physical tokens of the means of production dissolve into so much corroded wire, abandoned batteries, forlorn windmills, scrap metal, and jungle rot.

More than thirty years ago, led by Art Laffer who famously inscribed his concept on a napkin in a congressional dining room, supply siders boldly proclaimed that by reducing tax rates Washington would be paradoxically rewarded with higher revenues. I wish I could report that Laffer’s subsequent vindication has in any way abated the mockery of his ideas.

Most American critics of supply-side economics seem to believe they can disprove the Laffer curve by number-chopping a couple of idiosyncratic episodes. President Clinton raised income tax rates to 39 percent and balanced the budget. Eisenhower maintained a top rate of 91 percent while the economy roared. Supply siders wonkishly respond: Clinton also signed a nearly 20 percent reduction in the capital gains tax rate, whence most of the new revenue came in a booming market for stocks and options. Eisenhower was in the process of privatizing and deregulating the entire economy from wartime controls; such regulations are tantamount to draconian taxes. In 1946, over Truman’s veto, Republicans cut actual taxes paid by families by 50 percent through creating the joint income tax return.

The to-and-fro charges and countercharges of this debate, however, pale before the massive body of evidence from around the globe. American economists are simply fatuous in their belief that the United States can continue to lead the world and prosper while maintaining some of the highest corporate and personal tax rates on the planet and attempting to regulate everything that breathes.

Since the original Wealth & Poverty was published, some fifty countries around the world have drastically reduced tax rates. The global spread of the internet has made it increasingly possible for productive citizens to work and pay taxes anywhere without breaking their ties to American society. As much as any business, governments must necessarily compete for their revenues.

Because it is difficult to compare inflows among different countries with different tax structures, I have long stressed government spending as the test of tax policy. A government’s spending is dependent on its share of the market, the portion of world enterprise and skilled man-power that submits to its tax regime. Government spending reflects a government’s success in fostering taxable economic activity within its jurisdiction or attracting productive businesses and individuals into it. As in business, market share stems more from developing one’s own markets than from taking others.

According to a 1983 study by Keith Marsden of the World Bank, as updated by Polyconomics in 1992, government spending rises three times faster in countries with low or declining tax rates than in countries with high or rising tax rates. The low tax countries can increase their government spending three times faster because they grow six times faster. Thus government spending declines as a share of GDP while tripling in absolute amounts.

The United States still maintains more civil freedoms than former communist countries China and Russia, but it pursues tax and regulatory policies intensely hostile to enterprise. Today, skilled immigration moves from the United States to China and India rather than the other way. Hong Kong, which became part of China in 1997, has maintained a top tax rate well under 20 percent since 1947 and has been among the world’s fastest growing economies, with one of the world’s fastest growing populations. It has also maintained close to the fastest rate of growth of government spending.

When I visited Hong Kong in 1988, I was asked what would happen in 1997. I responded, “That’s the year Hong Kong will begin to take over China.” With economic “free zones,” up and down the coast of China and moving increasingly into the interior, the Hong Kong example indeed is transforming Chinese policy. With lower tax rates than in the United States and with effective economic control of global technological leader Taiwan, China is increasingly capable of maintaining government spending, particularly on defense, that could ultimately relegate the United  States to a subordinate power in the Pacific. Our economic policies are disabling our foreign policy.

In Europe too tax rates are becoming more competitive. Beginning with the Baltic countries in 1994 and 1995, some twenty countries have adopted low flat tax rates over the last two decades. Virtually every flat tax country experienced rapid growth and most attracted massive foreign investment (while the United States for the first time since the Carter administration is suffering net capital flight).

After low flat tax enactments, with rates dipping below 20 percent, real economic growth in Estonia, Latvia, and Lithuania averaged some 8 percent for a decade. By the end of 2006, Estonia commanded a stock of foreign direct investment worth 77 percent of GDP and had become a global technology champion and growth leader, with soaring revenues and government surpluses. Poland, Hungary, and Bulgaria followed, and even the Swedes have drastically dropped their towering rates and benefited accordingly. Meanwhile, until the worldwide crash of 2007, none of the flat tax countries were forced to reduce its government spending; across the OECD landscape, government spending actually drifted upward in the wake of declining tax rates. Of the twenty countries that have enacted flat taxes, none has experienced unusual revenue problems, none has rescinded the flat structure, and their average personal and corporate flat rates have been lowered to 16.6 percent and 17.9 percent, respectively.

The equation of lower rates and higher revenues remains perhaps the most thoroughly documented and widely denied proposition in the history of economic thought. It has been abandoned even by some former supply siders who ignore the global tax revolution beyond our shores while obsessively analyzing ambiguous data from the Clinton era.

At a generation’s distance, however, it is clear that we, the original supply siders, bear some responsibility for the failure to persuade. All these years later, it has become clear that we were not radical enough—that we allowed our own arguments to be ensnared by the mechanical economics of Smith and his heirs. Even Laffer’s original and brilliant sketch, after all, functioned almost entirely in the realm of rational  expectations, stimulus and response applied to poor passive homo economicus . Let him keep more of the fruits of his labor, and he will labor harder, we proclaimed; increase the after-tax rewards of investment and more investment there will be.

These propositions are certainly true; people do respond to the incentives of the system. The increasingly massive penalties on marriage and family, for example, are steadily eroding the crucial human capital of America. But as Andrew Redleaf and Richard Vigilante put it in Panic, “[We] replaced the capitalist’s appreciation for free markets, as a context for human creativity, with the worship of efficient markets as substitutes for that creativity.”3 The real argument for lower taxes, like the argument for less regulation, like the argument for capitalism itself, only begins with simple incentives for efficiency.

The secret is not merely incentivizing people to work harder or accept more risk in order to gain a greater reward. The reason lower marginal tax rates produce more revenues than higher ones is that the lower rates release and endow the creativity of entrepreneurs, allowing them to garner more information. They can move more rapidly down the curves of learning and experience. They can learn more because they command more capital to use in their trade as capitalists. With more capital they can attract more highly skilled labor from around the globe. They reduce time and effort devoted to avoiding taxes and interpreting regulations and consulting lawyers and accountants. They can conduct more undetermined experiments, test more falsifiable hypotheses, try more business plans, generate more productive knowledge. With fewer resources diverted to government bureaucrats, profits are managed by the people who earned them and who thus learned how to invest them successfully.

The belief that wealth consists not in ideas, attitudes, moral codes and mental disciplines, but in definable and static things that can be seized and redistributed, is the materialist superstition. It stultified the works of Marx and other prophets of violence and envy. It betrays every person who seeks to redistribute wealth by coercion. It balks every socialist revolutionary who imagines that by seizing the so-called means of production he can capture the crucial capital of an economy. It baffles  nearly every conglomerateur who believes he can safely enter new industries by buying rather than by learning them. It confounds every bureaucrat of science who imagines he can buy the fruits of research and development. The cost of capturing technology is mastery of the underlying science. The means of production of entrepreneurs are not land, labor, or capital but minds and hearts. Capitalism is a system that begins not with taking but with giving to others.
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THE MANDATE FOR CAPITALISM





CHAPTER ONE

THE DIRGE OF TRIUMPH


THE MOST IMPORTANT EVENT in the recent history of ideas is the demise of the socialist dream. Dreams always die when they come true, and the utter failure of socialism everywhere, in every partial and plenary form, leaves little room for idealistic reverie. In the United States, until recently socialism had chiefly ruled in auditoria and parish parlors, among encounter groups of leftist intellectuals retreating from the real world outside, where socialist ideals have withered in the shadows of Stalin and Mao, Sweden and Tanzania, gulag and bureaucracy.

The second most important event of the recent era is the failure of capitalism to win a corresponding triumph. For within the colleges, councils, governments, and churches from which arise the nebulous but nonetheless identifiable airs and movements of new opinion, the manifest achievements of free enterprise still seem less comely than the promises of socialism betrayed. If socialism is dead, in some sense intellectually bankrupt, morally defunct, as they say, why does the capitalist vision seem to teeter so precariously over the same ash can of history? Why do  the same writers who most tellingly confute the collectivist argument sing the praises of free enterprise only in an almost elegiac tone, writing staunch conservative tracts that end in the cadences of a dirge for their favored beliefs?

Though sung in varied harmonies and arrangements, it is undeniably a dirge. It is a curious fact that the celebrated group of neoconservative intellectuals, heralded as saviors of business, discusses the nature and future of capitalism in the same dolorous idiom used by some of the chastened but still assured advocates of socialism. Meanwhile the intellectuals of the Old Right have usually shunned altogether the challenge of reconciling their philosophies and their economics, and they are equally likely to confide a belief that capitalism is in decline. Critically, they fail to passionately deny that capitalism is a historic and moral failure.

Yet Daniel Bell could survey the writers of the Right over the previous seventy-five years and conclude that “romantic or traditionalist, Enlightenment or irrationalist, vitalist or naturalist, humanist or racialist, religious or atheist—in this entire range of passions and beliefs, scarcely one respectable intellectual figure defended the sober, unheroic, prudential, let alone acquisitive, entrepreneurial, or money-making pursuits of the bourgeois world.”1 This statement must be qualified, since many important thinkers have defended capitalism. But Bell was right that the defenses have usually not resounded clearly; they have been almost always faute de mieux, praising free enterprise for the lack of an alternative that accorded more easily with the writer’s religious and aesthetic convictions and with his sense of the way in which the world was going. Capitalism has been presented as a transitory and conditional compromise: the worst possible system, as Churchill once said of democracy, except for all the others.

This negative view allows to arise, without indignant refutation, something of a consensus among thinkers on both the Left and the Right that, for all its superficial virtues, private enterprise suffers from profound social conflicts and moral contradictions deriving from its continuing practical failures and lack of transcendent justification. Our affluence, it is said, springs from a consumer ethic with a hedonistic base, a continual  whetting of appetites by advertising that is in the end destructive to the moral disciplines of capitalist production and distribution. Or capitalism leads inexorably to large bureaucratic structures that stifle the spirit of entrepreneurship that is the essence and rationale of private enterprise. Such contradictions may be relieved, for a while, by economic growth. But growth is dependent on a momentum of technology that creates a new elite and exalts a rationalist mindset also incompatible with democratic and religious values.

This, with some reservations, was the essential message of the works of John Kenneth Galbraith and Robert Heilbroner, both professed socialists. And this, amid all the mazes of his learning, even the pedantry of his endless verbal distinctions, was the practical message of “neoconservative socialist” Daniel Bell. This, among their fierce denunciations of contemporary social and psychological science, was the thesis of cultural conservatives Christopher Lasch and Robert Nisbet. This, too, amid all his sparkling wit and wisdom, was a persistent theme of neoconservative and capitalist writer Irving Kristol.

One might ask whether, for sympathetic but firmly dolorous reflections on the decline of the bourgeois ethic, on the cultural contradictions of capitalism, on the inevitable emergence of a technocratic and possibly stationary state, we really need a neoconservative revival. We still have, after all, in those of our libraries not altogether devoted to the dissemination of bestsellers and audiovisual aids, the works of Marx, Tocqueville, Veblen, and Schumpeter. All these writers eloquently celebrate the vigor and thrust and immense historic role of the bourgeoisie, only to predict its decline and fall. All traffic in the same moral contradictions, technological imperatives, managerial transformations, material satiations, and social changes that animate the critique of capitalism now and that were at least partly evident even to the Swiss economist Simonde de Sismondi, a pioneer of dynamic analysis, who in 1815 nonetheless “wondered what we could possibly do with more production now that we had already met the essential needs of man.”2


Even Adam Smith, whose very name symbolizes the capitalist order, foresaw its eventual decrepitude, in which the devoutly wished-for  achievement of general riches would dissolve the purposes and preconditions of the system. To other visionaries over the years, it was an exhaustion of resources as population grew that portended the obsolescence of capital. But for whatever reason, wealth or poverty or mediocrity or inequality or some other bizarre conjunction of complaints, agitated seers for centuries have been predicting the death, decline, stagnation, doom, and decay of capitalism and the emergence of some sort of more stationary state, some kind of benign equilibrium, some surcease of the human struggle.

In fact, the more recent prophets of ambivalent capitalism are in such ample and various company, reaching so far back into the past that one may guess that the meaning of their analysis resides less in what it says about capitalism than in what it says about the incapacity of great thinkers to believe that their own epoch is not the climax of the human story—when soon will be broken the seven seals of the revelation, shaking “the mountains and islands... from their places.”3 Both intellectuals and commercial “statesmen” show a persistent tendency, stemming perhaps from their own increasing disappointments before the mirror and on the stairs, to predict the decline and fall of the most permanent things, followed by some stationary nirvana, much resembling the Aspen Institute. Divorcees predict the transformation of the family, while aging intellectuals and businessmen foresee the declining vigor of capital.

Sociology, however, does not recapitulate biology. Even though senescence may afflict great men on their paths of glory to final equilibrium, it is not a characteristic of nations, and capitalism, like the family, is not an institution that can become obsolete or decrepit as long as human societies persist. Human needs and numbers annually increase; science and technology provide their continuing surprises. The exigency, complexity, and multiplicity of life on earth become yearly more unfathomable to any tyrant or planner. No nation can grow and adapt to change except to the extent that it is capitalistic; except to the extent, in other words, that its productive wealth is diversely controlled and can be freely risked in new causes, flexibly applied to new purposes, and steadily transformed into new shapes and systems. Time itself means continuous  change of knowledge and conditions. Among all states it is the “stationary state” so favored by the prophets that is most sure of withering away.

The more important charge of the intellectual consensus is that capitalism is morally vacant. At the innermost reaches of the system, after crossing plush carpets and mincing down hushed halls, we enter the sacramental crypts, part the velvet curtains, and find, said Daniel Boorstin, only an empty sanctum. He was glad of this, regarding it a source of our freedoms. Other capitalist defenders agree. The great Austrian political economists Friedrich von Hayek and Ludwig von Mises, like Milton Friedman in Capitalism and Freedom, were all eloquent in their critique of collectivism and their celebration of liberty, but they were uncertain of what it is for; their argument tended to be technical and pragmatic. Freedom is good in itself and also makes us rich; collectivism compounds bondage with poverty. None of these writers saw reason to give capitalism a theology or even assign to its results any assurance of justice.

None of them cogently refuted the thesis that the greatest of capitalists—the founders of the system—were in some sense “robber barons.” None convincingly demonstrated that the system succeeds and thrives because it gives room for the heroic creativity of entrepreneurs.

These capitalist writers had neither a satisfactory reply to Kristol’s question, “Can men live in a free society if they have no reason to believe it is also a just society?” nor a response to his answer, “I do not think so. My reading of history is that, in the same way as men cannot for long tolerate a sense of spiritual meaninglessness in their individual lives, so they cannot for long accept a society in which power, privilege and property are not distributed according to some morally meaningful criteria.”4 It is the new consensus that capitalist freedom undermines capitalism both because freedom defines no moral basis for its results, and because its successes are really dependent not on liberty but on bourgeois disciplines and restraints—diligence, integrity, and rationality—all inconsistent with the drives and appetites of the unfettered consumer in a heat of commerce, who is believed to give impetus to the system’s growth. Capitalist freedom, it is suggested, leads to a vulgar and decadent  civilization, afflicted with libido for the ugly and the trivial, the shallow and the ungodly, and lacking the discipline and courage to survive or the values to be worth preserving.

The leftist critique includes such charges and goes beyond them. Capitalism is not only morally vacant, it also perpetrates gross immorality: racism, sexism, inequality, and environmental abuse. It is a practical failure as well, because it brings inflation and unemployment, and it prevents the emergence of the large-scale planning that is indispensable in a time of world ecological crisis, resource scarcity, and rising expectations in the populous Third World. Above all, capitalism creates and perpetuates inequality—between the rich and the poor, rich countries and poor ones, men and women—and destroys balance between man and nature, consumption and conservation, individual appetites and social needs. This argument does not contradict the conservative one. The radicals agree with the idea that the goods of America are materially shoddy and that the consumer society is morally erosive. But they add a series of further charges that conservatives regard to be overwrought or misconceived, and they propose corrective programs that conservatives perceive as futile, wasteful, and often perverse.

Nonetheless, I believe that the two themes of criticism of American life converge as much as they divide. Robert Heilbroner, Daniel Bell, Irving Kristol, Aleksandr Solzhenitsyn, and Tom Hayden had more in common than they supposed. Most crucially, they assumed that capitalism is an edifice without an inherent foundation in morality and religion, and that therefore it engenders a shallow and dubious order of human life. None of these men, it would seem, could have done much better than the dumbfounded President Dwight D. Eisenhower when he was confronted with Nikita Khrushchev’s charge that our system is immoral because it is based on greed.

What has happened, one might ask, to the dreams of The Good Society, firmly and necessarily capitalist, that Walter Lippmann celebrated in his masterpiece of the late 1930s? Then he could assert in the face of impending war and from the still bleak ruins of the Great Depression that our system was based on an ideal that “for the first time in human  history” gave men “a way of producing wealth in which the good fortune of others multiplied their own,” in which at long last “the golden rule was economically sound,” and in which “for the first time men could conceive a social order in which the ancient moral aspiration of liberty, fraternity, and equality was consistent with the abolition of poverty and the increase of wealth.”5 Lippmann continued the theme: “Until the division of labor had begun to make men dependent on the free collaboration of other men, the worldly policy was to be predatory. The claims of the spirit were otherworldly. So it was not until the industrial revolution had altered the traditional mode of life that the vista was opened at the end of which men could see the possibility of the Good Society on this earth. At long last the ancient schism between the world and the spirit, between self-interest and disinterestedness, was potentially closed.”

Although a masochistic intelligentsia insists on seeing radical transformations and moral contradictions everywhere in the free world, the fundamental beliefs uttered by Lippmann in a far more perilous and impoverished epoch remain luminously true. Today, in a time of abundance haunted by specters of peril, we should try to recover the faith proclaimed by a great man in the truly desperate plight of the thirties and forties.





CHAPTER TWO

THE ECONOMY OF FRUSTRATION


THE BELIEF THAT THE good fortune of others is also finally one’s own does not come easily or invariably to the human breast. It is, however, a golden rule of economics, a key to peace and prosperity, a source of the gifts of progress. It is the belief that finally confounded the predatory economics of mercantilism, in which nations used regulation and beggar-thy-neighbor trade campaigns to gather surpluses and bullion. It was this golden rule that inspired the first great book of economics, The Wealth of Nations, by Adam Smith. It was this belief that David Hume proclaimed in 1742, at the end of his essay “Of the Jealousy of Trade”: “I shall therefore venture to acknowledge, that, not only as a man, but as a British subject, I pray for the flourishing commerce of Germany, Spain, Italy, and even France itself. I am at least certain that all nations would flourish more [with] such enlarged and benevolent sympathies toward each other.”1


The golden rule finds its scientific basis in the mutuality of gains from trade, in the demand generated by the engines of supply, in the expanded  opportunity created by growth, in the usual and still growing economic futility of war. On this foundation have arisen most of the world’s economic gains since the times of Smith and Hume. Its abandonment during the tariff wars of the thirties precipitated, deepened, and prolonged the Great Depression. Its continuing survival is our greatest patrimony as a free people. But it is a belief that is always in danger of erosion and attack.

A prominent source of trouble is the profession of economics. Smith entitled Book One of The Wealth of Nations, “Of the Causes of Improvement in the productive Powers of Labour and the Order according to which its Produce is naturally distributed among the different Ranks of the people.” He himself stressed the productive powers, but his followers, beginning with David Ricardo, quickly became bogged down in a static and mechanical concern with distribution. They all were forever counting the ranks of rich and poor and assaying the defects of capitalism that keep the poor always with us in such great numbers. The focus on distribution continues in economics today, as economists pore balefully over the perennial inequalities and speculate on brisk “redistributions” to rectify them.

This mode of thinking, prominent in foundation-funded reports, bestselling economics texts, newspaper columns, and political platforms, is harmless enough on the surface. But its deeper effect is to challenge the golden rule of capitalism, to pervert the relation between rich and poor, and to depict the system as “a zero-sum game” in which every gain for someone implies a loss for someone else, and wealth is seen once again to create poverty. As Kristol said, a free society in which the distributions are widely seen as unfair cannot long survive. The distributionist mentality thus strikes at the living heart of democratic capitalism.

Whether of wealth, income, property, or government benefits, distributions always, unfortunately, turn out bad: highly skewed, hugely unequal, presumptively unfair, and changing little, or making things worse. Typical conclusions are that “the top 2 percent of all families own 44 percent of all family wealth, and the bottom 25 percent own none at all”; or that “the top 5 percent get 15.3 percent of the pretax income and the bottom 20 percent get 5.4 percent.”2 The statistician can make great  play with medians (the centerpoint of a distribution, with half of the entries above and half below) and means or averages. The median income of individual Americans, for example, is zero (because a majority of Americans are housewives and children).

Statistical distributions, though, can misrepresent the economy in more serious ways. They are implicitly static, like a picture of a corporate headquarters, towering high above a city, that leaves out all the staircases, escalators, elevators, and the Librium on the executive’s desk as he contemplates the annual report. The distribution appears permanent, and indeed, like the building, it will remain much the same year after year. But new companies will move in and out, executives will come and go, people at the bottom will move up, and some at the top will leave their Librium and jump. The static distributions also miss the simple matter of age: many of the people at the bottom of the charts are either old, and thus beyond their major earning years, or young, and yet to enter them. Although the young and the old will always be with us, their low earnings signify little about the pattern of opportunity in a capitalist system.

Because blacks have been at the bottom for centuries now, economists often miss the dynamism within the American system. The Japanese, for example, were interned in concentration camps during World War II, but thirty years later they had higher per capita earnings than any other ethnic group in America except Jews. Three and one-half million Jewish immigrants arrived on our shores around the dawn of the twentieth century with an average of nine dollars per person in their pockets, less than almost any other immigrant group. Six decades later the mean family income of Jews was almost double the national average. Meanwhile the once supreme British Protestants (WASPs) were passed in per capita earnings after World War II not only by Jews and Asians but also by Irish, Italians, Germans, and Poles (which must have been the final Polish joke), and the latest generation of black West Indians.3


It is a real miracle that learned social scientists can live in the midst of these continuing eruptions and convulsions, these cascades and cataracts of change, and declare in a tone of grim indignation that “over the last fifty years there has been no shift in the distribution of wealth and  income in this country.”4 Yet sociologist Peter Edelman made that statement in 1977, echoing hundreds of his colleagues, and the Carnegie Council on Children, after years of costly ruminations involving Edelman’s wife Marian Wright and a dozen other social scientists, headed by Kenneth Keniston of Yale, published reports in 1977 and 1979 depicting the United States as a “caste system.” The American economy, said Keniston, is a “stacked deck” in which “the brilliant exceptions may systematically mislead us [for they encourage us] to believe that any child with enough grit and ability can escape poverty and make a rewarding life.”5 Carnegie certainly knew better than that; its social scientists taught it the new myth of a static America.

Even so sophisticated an observer as Herbert J. Gans, in his book More Equality, managed to hold his footing on the quaking earth of American society (perhaps by clinging tight to the solidity of distribution tables) and concluded that “the opportunity to strike out on one’s own, and perhaps strike it rich, is closing down.... Of course,” he notes, rather impatiently, “there are still exceptions,” but “their small number [as if exceptional riches could ever be commonplace] only proves the rule” of economic sclerosis.6


This mode of thinking also sometimes afflicts conservatives when they have been sufficiently trained in the social sciences. In the late 1970s, Martin Anderson, an economist who wrote speeches for both President Nixon and Ronald Reagan, began his book Welfare by declaring, “The ‘war on poverty’ that began in 1964 has been won.”7 He quoted the conclusion of Alice Rivlin, head of the Congressional Budget Office, that the combination of expanded welfare payments and in-kind benefits had effectively lifted all but a very small proportion (6.4 percent) of Americans above the poverty line. The Wall Street Journal editorial writers enlisted their formidable eloquence to propagate the good news to its 6 million readers. Income distribution may indeed be skewed, conservatives could sing, but what other system in the history of the world—what system that continues to admit immigrants in huge numbers, what system that embraces some 300 million souls across a giant continent—could ever have succeeded in raising its lowest ranks of earners above a line of  poverty that exceeded the median family income of the Soviet Union by perhaps $1,000 a year? Blacks may still be low on the pole of earnings, it is said, but even they have made great progress since the massive social programs of the 1960s were put into place. The war on poverty, we are to believe, has been won by income redistribution.

Yet here again we see the blindness of the social scientist to realities that are blatantly evident to the naked eye. What actually happened since 1964 was a vast expansion of the welfare rolls that halted in its tracks an ongoing improvement in the lives of the poor, particularly blacks, and left behind—and here I choose my words as carefully as I can—a wreckage of broken lives and families worse than the aftermath of slavery. Although intact black families are doing better than ever, and discrimination has vastly diminished, the condition of poor blacks has radically worsened. The fact that they have more income only makes the situation less remediable.

Conservatives surely, above all, have long known and warned that real poverty is less a state of income than a state of mind and that the government dole blights most of the people who come to depend on it. The lesson of the period since 1964—a lesson so manifest it cannot be gainsaid—is that conservatives, if anything, understated their argument. In the time since the war on poverty was launched, the moral blight of dependency has been compounded and extended to future generations by a virtual plague of family dissolution. The number of female-headed black families, already a cause for great alarm at the time of the famous Moynihan Report of 1965, has more than doubled, as has the number of black children brought up in these fatherless homes. About six out of ten black children in 1978 were being raised in one-parent families or in institutions (compared to less than two out of ten whites).8 The disastrous potential of these trends and programs was already becoming evident in the late 1970s, as shown in rates of black youth unemployment and workforce withdrawal running as high as 60 percent in innercity areas, and in the increase of black male joblessness, despite declining joblessness rates for whites and steadily expanding levels of overall employment.9


Anyone contemplating these statistics—or, as I did during two years of interviewing in the ghetto, anyone contemplating the lives that have been maimed and demoralized as a result—can only pray that he has been deceived by these appearances of tragedy. Social history is too full of surprises to permit any sure prophecies. But no one can view that wreckage of broken homes and lives and call it victory over poverty without depriving the word of all meaning.

As the 1980s began, a similar myopia distorted the vision of economists and social scientists appraising the condition of the middle and upper classes in the American economy. Again scrutinizing their distribution charts, they could maintain that the years of inflation since 1973 brought “no significant shifts,” as Lester Thurow wrote in the Wall Street Journal, “in the distribution of economic resources either across sectors (government, business, and labor) or among individuals (rich vs. poor, black vs. white, etc.).”10


The true source of the economic pain professed by upper- and middle-class Americans, Thurow contended, was the huge gap between the 8 percent rise in real incomes and the 50 percent increase in money incomes between 1973 and 1978. This difference creates “a severe money illusion... and may even make it possible to convince yourself that your real standards of living have fallen when objectively they have not.”11 Like blacks who cannot see their gains from the war on poverty, the upper classes, too, are said to be suffering from illusions of pain.

Now it is certainly true that no catastrophe remotely comparable to the one that struck blacks has troubled the upper and middle reaches of American society. But their decline in wealth and welfare is just as surely real. It is the statistics of rising gross national product and rising real household incomes that seriously misrepresent the conditions of American life.

Numerically most important are the middle classes. To understand their situation, it is helpful to comprehend the many fallacies of income growth as it is registered in gross national product or income (which are accounting identities). Economists have long stressed the deceptiveness of a measure of progress that improves with every jet of toxic fluid  released into a rural stream, every oil spill on a secluded beach, and every roar of racket from a new factory or airport near a city community, but remains unmoved as public museums can breathe cleaner air.

The chief fallacy of rising GNP in the decade of the 1970s, however, was its source in the disruption of families. The most obvious factor, divorce, tends to expand the national income by increasing the use of housing, fast food, day care centers, and domestic help, and by expanding the number of job holders. Divorced men and women also drink far more, suffer much more from mental and physical illness, and spend more money on social services of every kind.12 Between 1965 and 1979 the number of divorces a year rose from 479,000 to around 1 million,13 thus imparting some dubious push to GNP. Marriages, meanwhile, as is shown by the familiar example of the man who weds his housekeeper, can be seen to diminish GNP. (In marriage, the money that was previously paid to the housekeeper as a reportable paycheck is normally enlarged and given voluntarily to the wife, thus escaping the national and tax-accounts.) In the seventies, the great ferment of family transformation, with higher rates of divorce and remarriage and more prolonged singleness, conferred a net upward impetus to income totals.

A more important factor is the effect of inflation and taxes on the number of women in the workforce. Inflation lifts incomes into higher brackets without raising purchasing power. In effect, taxes become more progressive, taking increasingly more as incomes rise. As the 1980s began, the marginal tax rate (the rate applying to the next dollar earned above current income) was nearly 50 percent for the average American. 14 That means half the money earned through additional work went to the government, in one way or another, either through giving up welfare and other transfers or through payments of taxes on the federal, state, and local levels.

The result was to penalize the family that depends on a single earner who is fully and resourcefully devoted to his career. Two half-hearted participants in the labor force can do better than one who is competing aggressively for the relatively few jobs in the upper echelons. Exacerbating this trend was a gross insufficiency of new capital investment of the  sort that sustains high productivity employment. Instead of buying durable equipment, companies tended to hire low-paid workers, often seasonal or part-time.

These conditions overshadowed American family life and undermined our economy during most of the 1970s, causing a simultaneous expansion of the workforce and a decline in productivity growth. The two-income family does have more real purchasing power than the family with one breadwinner; the gross national product rises by that measure as it is multiplied through the economy. The revenues of the government may even climb because its total take from two incomes, plus associated new spending for domestic services and their substitutes, exceeds the take from one large salary.

Nonetheless, these middle-class families, as Thurow observes, claim to suffer economic pain; somehow their incomes don’t reach as far as they expect. Thurow maintains that their expectations have been greatly inflated by a “money illusion.” Thurow, however, is afflicted by a different sort of money illusion—a statistical illusion—because unlike the two-income families, he cannot see the emotional losses that accompany the income gains, and he misses the effects of demography.

As families forgo leisure and domestic life in favor of work, there is a point when the scarcest of resources becomes, quite simply, time. As time becomes more scarce, it also becomes more valuable and its loss becomes more costly, more destructive of welfare. The first effect of the woman’s acceptance of full-time work is an emotionally stressful time pinch. The second and related effect is the impact on the woman’s domestic services. The worth of the housewife’s work in the home varies in proportion to the number of children and other considerations, but it was estimated by many analysts to average about $12,000, or around $50,000 in 2012 when adjusted for inflation. Some of this work is performed by the wife and husband anyway; some is farmed out to domestic help; and some is left undone or replaced by restaurants, launderers, day care facilities, and processed foods. Both husband and wife suffer new strains of pure fatigue, together with tensions over the change in formerly settled sex roles. These strains are no illusion, as is attested by 
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