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This book is dedicated to my father, whose subscription to the  Conservative Chronicle and daily listening to Rush Limbaugh got me interested in free market capitalism.
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ARE YOU A CAPITALIST PIG? TAKE THE QUIZ AND FIND OUT!

1. How much should a worker be paid? a. On a sliding scale depending on how important his work is to society.

b. Enough to support his family.

c. Just enough to keep him from quitting.



2. How much should a business charge for its products? a. Just enough to cover expenses.

b. Enough to keep employment high in the industry.

c. The highest price it can.



3. If you are a car producer, how many deaths should your product cause per year? a. Zero, of course!

b. Obviously, as few as possible—the goal should be to make cars the safest form of transportation.

c. Whatever number of deaths makes your firm the most money.



4. You’re hiring a receptionist. One applicant is efficient and the other is gorgeous. Which should you choose? a. The efficient one.

b. The gorgeous one.

c. Hire the gorgeous one if she attracts enough extra business to compensate for her inefficiency, otherwise hire the efficient one.



5. What’s your opinion of commercials? a. They are an insidious form of corporate brainwashing that cater to our baser instincts and prejudices.

b. They’re occasionally clever, especially during the Super Bowl, but in general commercials are banal and tiresome.

c. They can be a great way to boost sales, so long as you’ve correctly identified your target audience.



If you answered (c) to three of the questions above, you might be a capitalist pig. And if you are, oink away, because, as we’ll see, it’s better—for everybody—if we have more capitalist pigs and fewer bureaucratic swine.





Chapter One
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CAPITALISM, PROFITS, AND ENTREPRENEURS


These days, everyone has an agenda. Feminists demand “equal pay for equal work.” Environmentalists want to save the earth from the ravages of industry. Social scientists want to reconstruct society on “rational” grounds. Natural scientists want to promote biodiversity and develop alternative energy sources. Consumer advocacy groups want to improve product safety. Moralists decry commercialization. Luddites yearn for the simple agrarian society of the past. Beneath their differences, all these groups share one passion: they despise  capitalism.


Guess what?



[image: 005]The word “capitalism” was originally a Marxist smear.


[image: 006]No economic system has ever been more successful at continuously raising standards of living than capitalism.


[image: 007]Profits are proof that resources are used effectively.








So what is capitalism, anyway? 

Capitalism is the system in which people are free to use their private property without outside interference. That’s why it’s also known as the free enterprise (or free market) system, because it allows people freedom to choose: freedom to choose their own jobs, freedom to sell their products at whatever prices they like, and freedom to choose among products for the best value.

In the United States, many of us take capitalism for granted, but under a socialist government or in a tribal system, jobs are assigned by the authorities. In “managed” economies, prices might be set and import and export quotas might be enforced. In many socialist countries there is no right to private property at all: everything is owned—or could be confiscated—by the state for the benefit of “the people.”




Laissez-faire versus regulation 

Of course, the “capitalist” system of the United States is different from the “capitalist” system in, say, Norway. And, for that matter, America’s capitalist system today is far different from what it was in 1900. A country can have private property and allow certain economic freedom, but also fence it in with heavy government regulation.
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A Book You’re Not Supposed to Read


Planned Chaos by Ludwig von Mises; Irvington-on-Hudson, NY: Foundation for Economic Education, 1947.



Most modern critics of capitalism fear freedom—they fear the results of allowing people to decide their own economic affairs and letting the unregulated market run its course. They think regulators and bureaucrats know better than private citizens making their own voluntary arrangements. To show how baseless these fears are, in this book we will examine “pure” capitalism, even though it doesn’t exist in this form today.




Free to starve? 

Critics of capitalism will concede, “Yes, in a market economy the workers are ‘free to choose’ their jobs. But,” they’ll add, “so what? Workers are at the mercy of employers.”

But better to be at the mercy of an employer in a free market—where you have a choice, the employer has competitors, and the worst he can do is cease giving you his money—than to be at the mercy of a state bureaucrat who makes choices for you with the force of the government  behind him. The political implications—not just the economic ones—of a free market versus a socialist economy are obvious, so much so these days that they are an embarrassment to enemies of the free market.

Yes, a single mother with no savings may have to put up with quite a lot from a lecherous boss for her children’s sake. But if it ever gets to be too much, she can always quit. In contrast, under a socialist system, the dissatisfied citizen’s only recourses are to leave the country (if that’s even allowed), or to start a revolution. So which person will likely suffer more abuse—the worker under capitalism or the comrade under socialism? Are we simply to assume that powerful people in a capitalist system are evil, while powerful people in other systems are benevolent?




Mass production for the masses 

A common objection to capitalism is that it exploits the poor to serve the interests of the rich. Historically, this is precisely backward. In the alleged good old days of medieval Europe (idealized by thinkers such as John Ruskin and Hilaire Belloc), the vast majority of people either toiled in the fields to which they were bound or worked at a craft heavily regulated by a guild. Meanwhile, the elite aristocracy had a virtual monopoly on luxury goods.
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What a Capitalist Said

“If capitalism had never existed, any honest humanitarian should have been struggling to invent it. But when you see men struggling to evade its existence, to misrepresent its nature, and to destroy its last remnants—you may be sure that whatever their motives, love for man is not one of them.”

 



Ayn Rand, Capitalism: The Unknown Ideal





This all changed after the rise of modern capitalism. Rather than trying to entice a few rich clients, the emerging big businessmen now catered to the newly empowered working class. After all, it’s silly to build a factory unless you plan on having hundreds or thousands of customers. The vast expansion in production allowed more and more families the luxury of keeping their children out of the labor force. During this “horrible” transition into the capitalist era, infant mortality dropped and life expectancy rose. The average blue-collar worker under capitalism was (and is) fantastically wealthy compared to the kings of the feudal period (except perhaps in terms of per capita castles).




Central planning versus the “anarchy” of production 

Aside from the “fact” that it hurts the poor, the other major objection to capitalism is that it is allegedly chaotic. After all, in a market economy no one is “in charge” of car production, and it’s nobody’s job to make sure that enough newborn-sized diapers get made. The apparent chaos, or unreliability, of laissez-faire capitalism seems most evident during recessions, when unemployed workers are eager for jobs and consumers are hungry for their products but the capitalist system seems to fail everyone. Wouldn’t it be much more sensible to have a group of experts draw up plans (in five-year increments, perhaps) to rationally determine how resources and workers should best be deployed?
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A Book You’re Not Supposed to Read


How the West Grew Rich by Nathan Rosenberg; New York: Basic Books, 1986.



This view is flawed in two major respects. First, it is impossible for a central authority to plan an economy. New technologies (if entrepreneurs have freedom to create new technologies), changes in consumer taste (if consumers have freedom to pursue their tastes), and the innumerable variables that can affect production, distribution, and consumption  of everything from newspapers to lawn mowers on a national or international scale are simply not “manageable” in the way socialist planners like to think they are.

Second, the planning bias completely misunderstands the role of profit and loss in a market economy. Far from being arbitrary, a firm’s “bottom line” indicates whether an entrepreneur is doing what makes sense: if his product is one that people want and if he is using his resources in the best possible way. The firm’s costs are themselves prices, which are influenced by the bidding of other producers who have competing uses for the same resources.

The free market’s effects are far from arbitrary. Every time you spend three dollars on tomatoes, you are ultimately “voting” for some of the nation’s scarce farmland to be reserved for tomato production. Smokers similarly “vote” for some of the land to be reserved for tobacco production. When a business has to shut down because it is no longer profitable, what that really means is that its customers valued its products less than they valued other products that other businesses could make with the same materials. If a business is enjoying high profits, that’s the market’s indication that it is using its resources more effectively than other firms.


Paul Samuelson, Prophet

Nobel laureate Paul Samuelson, in his tremendously popular introductory economics text, declared as late as 1989 (!) that “the Soviet economy is proof that, contrary to what many skeptics had earlier believed, a socialist command economy can function and even thrive.”1







We won the Cold War! Or did we? 

In the late nineteenth and early twentieth centuries, socialists might have had some excuse for thinking that state planning made more sense than economic freedom. After all, most of them had never been to a communist country, and most academic economists thought as they did. They believed that “in principle” a group of central planners, using the  techniques of abstract mathematical models, could oversee an economy much more rationally and equitably than spontaneous market forces. In the first few years after the Bolshevik revolution, many of the best and brightest college professors thought the “Soviet experiment” had demonstrated that—if he were willing to liquidate or imprison a few dissenters, reactionaries, and other spoilsports—a dictatorial strongman could achieve fantastic rates of growth for his country relative to democratic and indecisive Westerners. Moreover, such a dictator would make economic life more “just” and “equal” by redistributing income from the rich to the poor.

As the years passed, the excuses for believing in socialism disappeared, but faith in socialism didn’t. Nevertheless, it was undeniable that the masses in the United States lived better under capitalism than the masses in the Soviet Union did under communism—and that’s setting aside the more than sixty million citizens that political scientist R. J. Rummel believes the Soviet government intentionally murdered between 1917 and 1987.


Wearing Their Scorn as a Badge of Honor

The term “capitalism” is actually a misnomer; “propertyism” would be much more accurate. Karl Marx used “capitalism” to suggest that under a system of private property, only the “capitalists” benefit (whereas socialism serves all of society). As economist and classical liberal Ludwig von Mises explains:


The capitalist system was termed “capitalism” not by a friend of the system, but by an individual who considered it to be the worst of all historical systems, the greatest evil that had ever befallen mankind. That man was Karl Marx. Nevertheless, there is no reason to reject Marx’s term, because it describes clearly the source of the great social improvements brought about by capitalism. Those improvements are the result of capital accumulation; they are based on the fact that people, as a rule, do not consume everything they have produced, that they save—and invest—a part of it.2







Still, after the fall of the Berlin Wall, socialism’s defects were too obvious to overlook. Even the leaders of Communist China announced more and more pro-market reforms, bowing to the inevitable reality that capitalism is the only system that works.
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A Book You’re Not Supposed to Read


Capitalism and the Historians by Friedrich Hayek; Chicago: University of Chicago Press, 1954.



With this clear-cut empirical record, surely the opinion leaders in the Western world would sing the praises of the market economy, right? Of course not. Even though the bankruptcy of socialism is manifest to everyone, the intellectual elite continue to despise capitalism. For these people, virtually every social ill can be blamed on the free market, and the solution always involves more money and power for the government.

In this book, I’ll analyze some of the more popular distortions and outright lies behind this widespread hatred of capitalism. We’ll see that, contrary to critics’ beliefs, a system based on private property and the incentive for profit leads people to do what’s best not only for themselves, but also for society as well. (Adam Smith famously dubbed this mechanism the “invisible hand.”) And when government intervenes in the market, it not only tramples on freedom and individual rights, but it also often hurts the very people it presumes to help.
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What a Capitalist Said

“Capitalism is at its liberating best in a non-capitalist environment. The crypto-businessman is the true revolutionary in a Communist country.”


Eric Hoffer, Reflections on the Human Condition




 





Chapter Two
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THE PRICE IS RIGHT (BY DEFINITION)


When a street vendor doubles the price of his umbrellas on rainy days, he’s making a rational response to changing circumstances. And, as we’ll see in this chapter, we all benefit from his charging what he thinks the market will bear.




Prices are signals 

The key thing to remember about free market capitalism is that it is a system of voluntary exchange; buyer and seller agree to an exchange because they think it is to their mutual benefit.


Guess what?



[image: 014]Big Oil’s profits are fair.


[image: 015]Rent control hurts the poor.


[image: 016]When government regulates prices, it creates shortages.





A market price is the balance between how eager you are to buy something and how reluctant the producer is to sell it. If something has a high price tag, it’s because it’s scarce; if it has a low price tag, it’s because “they’re a dime a dozen.” In short, market prices are not arbitrary. For instance, given that a Mercedes-Benz is expensive, if you’re a consumer, you’ll want to make sure your other needs are taken care of before you shell out a lot of money for a luxury car. Likewise, if you’re a producer, market prices tell you what goods need to be produced. So, for example, if you’re an apple grower and the price of apples is 10 cents a pound, you’ll know you need to either grow a lot of apples to meet the demand for inexpensive fruit or diversify into a different crop that consumers consider more valuable. When the government interferes with prices, it cripples the ability of free people to make intelligent economic decisions, just as surely as if the politicians interfered with phone lines, e-mail, or other means of communication.




The big fuss over “Big Oil” 

The latest clamoring for price controls concerns the “unconscionable” profits of oil companies. Many Americans were understandably shocked at the sharp rise in gasoline prices in the mid-2000s and considered the gains of the oil companies to be unfair (especially in a lackluster economy). Even though prices eventually drifted down, pundits and politicians never stopped suggesting a windfall profits tax on oil companies or even outright price controls. They justify these proposals by claiming the federal government has to protect the average car-dependent citizen from the monstrous multinational oil companies.

But we have to ask if this “explanation” really makes sense. If the spike in gas prices were due entirely to the greediness of the oil tycoons and the helplessness of the consumer, why weren’t oil tycoons so greedy and drivers so dependent on gasoline when prices were lower? Chances are the greed of the oil companies and the dependence of car drivers didn’t change that much between 2004 and 2005. What changed was supply and demand.
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A Book You’re Not Supposed to Read


Rent Control: Myths and Realities—International Evidence of the Effects of Rent Control in Six Countries by Walter Block, Milton Friedman, Friedrich A. Von Hayek, Basil Kalymon, Edgar O. Olsen, eds.; Vancouver: Fraser Institute, 1981.



As more countries reform their institutions in a free market direction and experience strong economic growth, their demand for oil goes up. Turmoil in the Middle East—and,  briefly, the hurricanes that devastated America’s Gulf Coast—led to supply interruptions and the fear of more interruptions in the future. These factors combined in 2005 and 2006 to push up the price of oil. The price was simply a reflection of economic reality. Taxing “windfall profits” won’t repair a pipeline damaged by Iraqi saboteurs. Indeed, it would have precisely the opposite effect. Why would an oil company spend millions of dollars protecting and repairing its supply chains if the government is just going to tax away its profits?
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What a Capitalist Said

“The price of monopoly is upon every occasion the highest which can be got. The natural price, or the price of free competition, on the contrary, is the lowest which can be taken, not upon every occasion indeed, but for any considerable time altogether. The one is upon every occasion the highest which can be squeezed out of the buyers, or which, it is supposed, they will consent to give: the other is the lowest which the sellers can commonly afford to take, and at the same time continue their business.”

 



Adam Smith, The Wealth of Nations




Oil companies are in business for the long term. Unlike hair stylists or hot dog vendors, the people in the oil industry make investments—in drilling and equipment and exploration and a dozen other things—that can take decades to pay off. They justify their investments by making forecasts about the future price of oil. When the prices are high, yes, the oil companies will earn high profits, because their infrastructure is already in place. But these profitable periods offset the early years of “losses” when the company pumped money into setting up an operation. If the critics truly think the oil tycoons are charging too much, then they should form their own companies, buy their own oil fields, drill their  own holes in the ground, set up their own refineries, and then sell the resulting product for less than the currently “unfair” price.




Running out of gas . . . 

While price controls might save you some money at the pump, they will cost you time and money in the form of shortages, long lines, and perhaps rationing, because it will no longer be profitable for companies to deliver gas to your local gas station. This is happening now in Iraq, where motorists have to spend hours in line to fill up their tanks, because (continuing a tradition of Saddam Hussein’s) the Iraqi government enforces a ridiculously low price for gasoline as a “benefit” to its citizens.

Perhaps the best illustration of the connection between price controls and shortages was during the OPEC (Organization of Petroleum Exporting Countries) crisis of the 1970s. The OPEC countries restricted output in order to raise prices. In response, the Nixon administration enacted price controls on gasoline. The result was long lines at pumps nationwide. Rather than letting the market price allow consumers to make their own choices about how much they were willing to pay for gas, or how willing they were to rely on public transportation, the government was forced to invent arbitrary rules to ration supply, going so far as to declare that only vehicles with particular license plates could get gas on a particular day. It is important to underscore that the lines at the pump were not caused by OPEC, but rather by the Nixon administration. The moment the controls were relaxed, people could once again buy as much gasoline as they wanted, whenever they wanted.
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A Book You’re Not Supposed to Read


The Age of Oil: The Mythology, History, and Future of the World’s Most Controversial Resource by Leonardo Maugeri; Westport, CT: Praeger, 2006.




Price controls aren’t just bad when it comes to gas and oil—they’re bad all the time. In fact, when applied to housing, it means that poor people get driven out of the market.
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A Book You’re Not Supposed to Read


Cornerstone of Liberty: Property Rights in 21st-Century America by Timothy Sandefur; Washington, DC: Cato Institute, 2006.






Rent control (or, How to destroy a neighborhood) 

Some politicians still think that setting a government cap on apartment rental rates will help poor tenants. But the facts of economic life have proven these politicians wrong time and again.

The most immediate side effect, or unintended consequence, of rent control is a housing shortage. When the government makes housing artificially cheaper, it makes tenants want to rent more apartments (than they would at the higher market price) and landlords want to rent out fewer units (than they would at the higher market price). Voilà! Rent control causes an instant housing shortage.

Rent control laws cause a housing shortage in both the short and long runs. The latter case is easy to understand: if a group of investors is considering whether to buy a plot of Manhattan real estate and spend millions of dollars to erect a towering apartment complex, it certainly makes a huge difference if they are allowed to charge the market price for each unit, or if instead the government artificially caps the rental rate at an “affordable” amount. Rent control laws cripple a city’s ability to handle long-term growth, because few businessmen will want to build apartments that can be rented only at below-market prices. So the growing population is largely stuck with the existing stock of housing.

In addition to this long-term effect, there is also an immediate reduction in available housing after the imposition of rent controls. At first this  seems counterintuitive: if an apartment building with 100 units, say, has already been erected, then wouldn’t rent control at least guarantee that the 100 families in the building get a break from their greedy landlord?

Not necessarily. A central tenet of economics is that people make decisions “on the margin.” In this context, the principle alerts us to the possibility that the owner of a building may choose to rent out fewer units at the artificially capped price. There are all sorts of expenses and risks that an owner takes when renting an apartment, and if the government reduces the benefits (the rental payment), landlords will engage in less of the activity. This is quite obvious if we consider a “dormer,” where a homeowner rents out a portion of his house to a tenant. It may be worthwhile to do this when the tenant is allowed to pay $500 per month in rent. But if the law allows the tenant to pay only $100 per month, then in all likelihood the homeowner would prefer to have no tenants and keep the bedroom as a spare for visiting relatives, or for children coming home from college, or even just for storage. So while rent control laws didn’t physically eliminate the bedroom, they did effectively remove an apartment from the rental market. In other words, not only does rent control dampen the supply of new housing, but it also reduces the supply of old housing as well!
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What a Capitalist Said

“It is not from the benevolence of the butcher, the brewer, or the baker, that we expect our dinner, but from their regard to their own interest. . . . Nobody but a beggar chuses to depend chiefly upon the benevolence of his fellow-citizens.”

 



Adam Smith, The Wealth of Nations




Unfortunately, the story doesn’t stop there. Besides a shortage in housing, rent control has other, more insidious consequences. For not only are there fewer apartments available, but the quality of the remaining units suffers as well, because if landlords can’t charge a market rate, they’ll cut corners to maintain profitability—or sell the building to someone who will.

Because rent controls encourage landlords to reduce their maintenance expenses, apartments in rent controlled areas aren’t painted as often, repairs aren’t made as quickly, graffiti doesn’t get erased as quickly, and the washer/dryers in the basement don’t get replaced when they break down. Under rent control there are no market penalties for shoddy service, because there is a long line of potential tenants. Thus rent control does not eliminate but rather creates “slumlords” who in a market system would have to compete to attract and retain tenants.
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A Book You’re Not Supposed to Read


Economics in One Lesson by Henry Hazlitt; New York: Harper & Brothers, 1946.



Ironically, another consequence of rent control is that it places an extra burden on minorities, immigrants, and other “disadvantaged” groups. Because landlords can no longer rent to the highest bidder, other criteria are used to ration the supply of housing to the demand for it. The landlord might insist on a letter of reference, a pay stub from the prospective tenant’s employer, evidence of a bank account, and so on. The landlord will also have an enhanced incentive to rent only to friends or “good people” who speak his language and go to his church. In order to get into certain buildings, it is not enough for the Vietnamese immigrant who just got off the boat and speaks only broken English to faithfully make his monthly payments. Under rent control, you have to “know someone” to get into the coveted buildings. Again, this is not due merely to human nature. Anybody with the cash can walk into a Best Buy and purchase a plasma-screen television. This is simply not true when it comes to rent controlled apartments, because there are more people with the cash than there are available units.

In addition to the above flaws, rent control laws utterly fail in their alleged purpose because people still end up paying top dollar for high-quality apartments. Given time, businessmen will always find ways to circumvent regulations. For example, a landlord may make it his policy  to deal only through large brokers. (That is, someone walking up to him and announcing, “I understand that you have a vacancy in 10D since Mrs. Green died last week, and I would be happy to pay what she was paying” will be told to go talk to a broker.) The brokers, in turn, may charge several months’ rent for their services in locating apartments for their clients. Out of this fee, the brokers give a cut to the landlord to reward him for his exclusionary policy. Thus rent controls foster a cartel of sorts, where the legally allowed rent is supplemented by other types of fees. In other words, if you like the OPEC cartel, you’ll love the rent control cartel.





Chapter Three

[image: 023]

LABOR PAINS


We know that supply and demand set the prices of radios and ice cream cones. But did you know that supply and demand set wages and salaries too? Your hourly wage as an employee is how much you charge for your “product”—your labor—in the very same way that the price of a hot dog is what a hot dog vendor charges for his wares.




Baseball players make more than teachers! Where are our priorities? 

Whenever a prima donna athlete complains about his salary, we invariably read laments about America’s horrible value system. Where are our priorities, when high school teachers get $40,000 to teach mathematics to the next generation, but a loudmouth egotist gets $2 million to throw a little white ball really fast?

But the free market doesn’t set prices according to moral worth. Imagine if someone said, “This nation is disgusting! A copy of the Holy Bible costs only $5, but a Nintendo GameCube has a market value of sixty times that. Where are our priorities?” I think we’d all recognize that approach as a pretty absurd way to measure the moral value of the two products, and that’s why no one talks like this. But the same principle holds true for the price of labor.


Guess what?



[image: 024]Pro sports salaries are fair.


[image: 025]Giving fired CEOs “golden parachutes” makes sense.


[image: 026]Unions hurt workers.


[image: 027]Minimum wage laws cause unemployment.





Economists often illustrate this concept with the so-called water-diamond paradox, which runs like this: In terms of their value in use, water is necessary for life, whereas diamonds are a mere luxury. Yet in terms of their value in exchange, water is virtually worthless and diamonds are coveted.

Economists have a rule to explain this apparent paradox: goods are valued according to their marginal utility. In other words, we never choose between all the water in the world and all the diamonds in the world. (If we did, we’d obviously pick water over diamonds.) If I take your bottle of water, it’s easy for you to replace. You can pull another bottle from the fridge, or drink tap water. But if I take your diamond ring, I’d better start running.

The same principle applies to the prices of various types of labor. It is certainly true that if we had to choose between all the high school teachers and all the professional baseball players, we’d value the former more highly. But this fact has no bearing whatsoever on the value of the services of one high school teacher versus the services of one pro athlete. It is fairly easy to replace any given math teacher; there are plenty of people in the population with the requisite ability to move into secondary education should a demand suddenly arise. In contrast, there are very few people who can throw a strike at ninety miles per hour even with years of training.
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