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From the President

Principles Must Come Before Politics

BY RICHARD M. EBELING

e live in 2 time of quick fixes and patent

medicines. The “physicians” offering to

spoon-feed the elixirs for what ails us are
the politicians running for office. Rarely do people step
back and ask themselves whether there is really any ail-
ment at all, or whether the politicians’ snake oil can cure
anything. And the political charlatans certainly have no
incentive to tell us that their rose-colored sugar water is
all a con to get them elected.

[t has become a platitude that too many people are
unable to focus on anything that requires more than five
minutes’ thought. Whatever the various reasons for
this—and explaining it has itself become an academic
growth industry over the years—the fact is that many
people do not seem to look much beyond the short run
when it comes to thinking about social, political, and
economic problems.

This 1s not new. In the 1950s the German frec-mar-
ket economist Wilhelm R 6pke observed that “people do
not seem to stop and think and to ask themselves quiet-
ly what exactly they are doing. “We must do something,
no matter what’ seems to be the unspoken motto of our
age. ... More and more people no longer know what it
means to put first things first and to think in terms of the
principles involved. Consequently, only a very few still
have a real philosophy which separates the essential from
the accidental and which puts everything in its place. . . .
We are running after current events, instead of stopping
to reach the solid ground of principles and to ask our-
selves seriously what might have been the reasons why
so much goodwill, energy, intelligence, time, and money
have been wasted or not given the results we had a right
to expect.”

Even when principles are supposedly talked about,
the discussions are often shallow and without much sub-
stance. “Democracy” has become the watchword of the
day in political discourse about events at home and
abroad. But whether it be the television pundits or high

political officeholders, talk about democracy means
nothing more than voting rights and an cxpression of
the “people’s will.” As long as people can have their say
when they pull the lever in the voting booth, the world
will somehow miraculously have peace and prosperity.

In an era of “feel good” politics no one’s mind is to
be taxed by political philosophy or economics because
someone’s self-esteem might be harmed if he found the
intellectual exercise too uncomfortable. So little is said
about the true meaning of freedom and its actual rela-
tionship to democratic practices.

“Freedom” thus becomes anything that relieves a
person from responsibility for the consequences of his
own actions—with politicians shifting the cost of those
consequences to other people’s shoulders. And a person’s
“rights” refer to requiring others to provide the financial
means to satisfy whatever ends will make him happy—
cven if the government has to coerce those others to
part with what they have honestly earned.

At the same time, there are many people who talk
about dealing with the dangers of bigger and bigger
government and the budgetary burdens it imposes on all
of us. But, again, rather than focusing on fundamentals,
theirs is often only an attempt to find short-term gim-
micks to deal with the problems.

This, too, is the result of focusing on politics. It’s often
pointed out that the political preferences of voters are
distributed in the shape of a bell curve. At the ends are
the political “extremists,” collectivists and individualists
respectively. In between, under the dome, are the vast
majority of voters who are somewhere “in the middle”

If a politician is to be elected, it is explained, he must
appeal to a significant number in that middle, since there
are just not enough votes at either end of the curve to
win an election. Thus he must weave together a patch-
work of inconsistent and often contradictory positions
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that will reflect the diverse political views of his poten-
tial constituents.

This also limits what market-oriented think tanks in
either Washington or in the various state capitals can
offer as policy options in the debates about the role of
government. Even while seeming to be nudging the
debate more in a free-market, smaller government
direction, the boundaries in which they can frame their
proposals are constricted by what the politicians consid-
er “politically possible”” Beyond those boundaries the
policy advocate becomes a “kook,” a pie-in-the-sky
“nut,” an extremist who does not realize that “nobody”
is going to take those views seriously. The policy advo-
cate risks losing political legitimacy and a hearing in the
halls of power—which is why his organization is locat-
ed in that center of political decision-making.

This often means that policy proposals are “watered
down” to be politically acceptable. Even the defense of
a policy 1s often couched in terms designed to avoid the
impression that its advocates support anything as radical
as, well, laissez faire and the end to the interventionist
welfare state.

Any detailed and fundamental discussion of govern-
ment policy is therefore implicitly ruled out of court.
Once attention is focused on influencing what govern-
ment is doing right now, the debate is defined by what
1s politically practicable today.

Moving the Curve

he real political task, however, is not to try to attract
Tvotes or nudge policy in the context of the exist-
ing bell curve of voter preferences. Rather, it is to move
the curve in the direction of individual freedom, limit-
ed constitutional government, and a truly free market. In
other words, the task is to shift the curve’s dome over to
where its individualist tail end is today, so that someday
the middle mass of voters will more or less hold views
generally consistent with classical-liberal ideas.
But this requires looking beyond what is politically

{ Principles Must Come Before Politics

expedient today. Indeed, it requires ignoring what seem
to be the boundaries of the politically possible and
instead thinking in terms of the politically desirable, If
policies really consistent with individual freedom are
ever to be implemented, we must first explain to our fel-
low citizens what such a society of freedom would look
like, how it would work, and why it is desirable. They
must slowly but surely come to see the vision of liberty.

Maybe part of the reason so many people seem
unable or unwilling to think beyond five minutes is that
they are so infrequently challenged to do so. Maybe our
fellow citizens find it hard to break out of the current
mindset of the existing interventionist welfare state
because they are too rarely offered a clear and consistent
case for the classical-liberal ideal and why it would be
good for them and others they care about. Maybe peo-
ple are often trapped in the policies of the short run
precisely because they almost never are presented with a
political and economic philosophy of freedom for the
long run.

Politics will always only reflect the existing distribu-
tion of people’s political views. Political campaigns,
therefore, will never be the primary method for trans-
forming society from less free to more free. This will
only happen outside of the narrow political process—
through a change in the climate of ideas.

Though most people don’t know it, they are guided
by an implicit set of political and economic principles
when they think about and decide on what they want
government to do. These principles are the ideological
residues of nineteenth- and twentieth-century collec-
tivism. They need to be replaced with a new set of
political and economic principles, those of classical lib-
eralism. When a sufficient number of our fellow citizens
accept classical liberalism, politics will follow principle
and the interventionist welfare stace will be opposed
and finally abolished. This is why a radical change in
principles must come before any successful change

in politics.
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— Perspective

Why Cut Taxes?

udging by the popping corks at the White House,

taxes are cut to increase government revenues so the

budget deficit can be shrunk withour reducing
government spending. Tax cuts are good, but this
reason leaves me cold.

President Bush announced recently that “This econ-
omy is growing, federal taxes are rising, and we'’re cut-
ting the federal deficit faster than we expected.” The
latest numbers bear him out. The Washington Post reports
“a 13 percent rise in tax receipts for the nine months
ended in June” Thus “the administration projects that
the deficit will narrow to about $296 billion. That would
be down from the $318.3 billion of 2005.” Only $296
billion!

And the Wall Street Journal added, “Government rev-
enues are expected to grow 11%, or $246 billion, from
2005 to 2006, OMB said. So far this year, receipts have
totaled $2.4 trillion, $115 billion higher than expected.
That boost accounted for 90% of the reduction in the

deficit projecton.”

The exultant President said, “Some in Washington say
we had to choose between cutting taxes and cutting
the deficit. Today’s numbers show that that was a false
choice. The economic growth fueled by tax relief has
helped send our tax revenues soaring.”

But we shouldn’t want tax revenues to soar. They
don’t understand this in Washington, but nothing is more
likely to produce mischief, and impede wealth creation,
than a politician with a dollar in his hand. Imagine 535
politicians, and a President who misplaced his veto pen,
with 115 billion dollars more than they expected to
have. As the Antifederalist Melancton Smith wrote,
“|AJll governments find a use for as much money as they
can raise.” And that was in 1787!

Federal spending last year ate up 20.1 percent of what
Americans produced. That’s more than when this Presi-
dent took office. And the administration’s projections
through 2011 don’t have 1t falling by much. After that

point the picture is far bleaker, when Social Security and
Medicare hit their icebergs. This also leaves out the
open-ended bill for war spending.

Mr. Bush concedes that economic growth alone
won't end the deficit. According to the Post, “He called

THE FREEMAN: Ideas on Liberty
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on Congress to help cut ‘wasteful spending’ and to tackle
what he said was ‘unsustairable growth in spending tor
entitlement programs.””

But how credible is that from a president who has yet
to veto an appropriations bill? Besides, reducing “waste”
will get us nowhere. One congressman’s waste is anoth-
er’s essential project.

The only way to shrink government is to approach it
at the mission level. Every line in the budget should be
subjected to the question “Should the government be
doing this?”

On second thought, that’s not likely to get us very far
cither. If no one thought the government should be
doing something, it wouldn’t be doing it. Gremlins don'’t
take over the Office of Management and Budget each
midnight and insert projects no one asked for.

So where does that leave us? Not in a good place.

The government is out of control; in principle there
are few remaining limits on what it may do.Yet even a
badly hampered market economy 1s capable of produc-
ing a huge amount of wealth, so the spenders can enjoy
themselves for a long time. The key questions are: how
much better off would we be (especially those with the
least) if government didn’t have all that cash to play
with, and how far off is the day of reckoning?

We shouldn’t take our eye oft the explicit tax burden,
but that’s not the only burden to watch. Spending is a
better (albeit incomplete) measure of how much the
government hurts us. If tax-rate cuts leave the govern-
ment with more revenue than before, that’s an excellent
reason to keep cutting.

* % %

Are corporate CEOs paid too much? If this were a
really free economy, the answer would be easy. But what
about in a corporatist mixed economy? Robert Murphy
leads the way through the labyrinth.

[t’s widely believed that the way for a less-developed
country to become more developed is to find markets
for its exports. As Christopher Lingle recalls, that idea

{ PERSPECTIVE: Why Cut Taxes?

was debunked some time back by a guy called Adam
Smith.

How can dispassionate economists give economic
advice? Israel Kirzner concludes his three-part series on
this seeming paradox.

Proposals to mandate the use of renewable “green”
energy find favor until people sec the price tag. Michael
Heberling explains.

France has had a rough time lately, with students
demonstrating and even getting rowdy in opposition to
a loosening of the labor laws. That was just the tip of the
iceberg, Pierre Garello reports.

Twenty years after the nuclear-reactor explosion at
Chernobyl, an authoritative study reports that the health
consequences were much less severe than predicted. But
some people don’t want to hear about it. Jim Peron has
the details.

Some people labor under the misconception that
government can run a business, whether an electric
company or a hospital. But as Murray Rothbard argued
in this 1956 FEE Timely Classic, the nature of govern-
ment and the nature of business are poles apart.

Our columnists’ labors have yielded a varied crop:
Richard Ebeling on principles and politics, Lawrence
Reed on growing up, Thomas Szasz on college suicide-
watch, Stephen Davies on incentives, and Russell
Roberts on the need for a multimedia approach to
teaching liberty. Gene Callahan, reading Paul Krugman’s
claim that inflation is nothing to worry about, protests,
“It Just Ain’t So!” Sad to say, after seven years this is
Roberts’s final Freeman column. We've enjoyed working
with him, and we will miss him. We wish him well. His
space will be ably filled by David Henderson, who is
familiar to readers of these pages.

In the book department, our reviewers have scruti-
nized tomes on twenty-first-century liberalism, a top
social democrat’s legal philosophy, the abolition of
slavery, and the gender wage gap.

—Sheldon Richman
srichman @fee.org
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Inflation Is a “Phantom Menace’?
[t Just Ain’t So!

BY GENE CALLAHAN

rinceton University economist Paul Krugman, in

his New York Times column of June 16, argues that

the current fears about an increase in the U.S.
inflation rate actually pose a more serious threat to the
American economy than rising prices.

As he puts it “I'm worried too—but not about
recent price increases. What worries me, instead, is the
Fed’s overreaction to those increases. When it comes to
inflation, the main thing we have to fear is fear itself”

Krugman acknowledges that there has been a general
rise in prices of late, but says, | T]he real issuc is whether
there’s a serious risk that inflation will become embed-
ded in the economy.” He continues: “The classic exam-
ple of embedded inflation is the wage-price spiral . . . of
the 1970%. Back then, whenever wage contracts came up
for renewal, workers demanded big raises, both to catch
up with past inflation and to offset expected future infla-
tion. And whenever companies changed their prices,
they raised them by a lot, both to catch up with past
wage increases and to offset expected future increases.”

Krugman fails to explain how employers were able to
pay ever-higher wages to their workers without going
broke, or how consumers could afford to offer more
and more money for the goods they wanted. Alimost
everyone would like to be able to charge a steadily high-
er price for whatever he offers on the market. If one
person is able to do so while most others cannot, the
higher price will make him genuinely better off, as it
enables him to claim a larger share of total economic
output than he previously could. But it is clearly impos-
sible for all market participants to increase the rela-
tive size of their “cut of the pie” at the same time. (Of
course, In a growing economy, the pie itself is getting
bigger, so successive slices that are proportionally

identical still will grow absolutely larger over time.)

If prices are rising across the entire economy, it usu-
ally means that an increase in the supply of money is
reducing its value relative to other goods. It is true that
this process will enrich those whose wealth is concen-
trated in stocks of commodities rather than in cash, but
that happens at the expense of those holding the bulk of
their wealth in bank accounts, money market funds, and
fixed-income pensions. Inflation redistributes wealth
toward people who, by foresight or by luck, have antic-
ipated rising prices, but it cannot create prosperity—
only saving and the effort to produce what other people
will appreciate can do that.

Krugman tacitly acknowledges that the real source of
inflation is the treasury’s printing press, not abstract “pres-
sures” or “spirals,” when he notes, “The Fed eventually
brought the inflation of the 1970 under control” by
raising interest rates to slow the growth of the money
supply. If the source of that inflation hadn’t been the
flood of new money pouring from the monetary author-
ities in the early '70s, then how could choking off that
flow have alleviated the problem? Sellers, no doubt,
would have liked to continue to get steadily higher prices
for their offerings, but when the Fed stopped inflating
the money supply, they were no longer able to do so.

Krugman contends there is little chance of a “wage-
price spiral” setting off today, because wages aren’t
increasing much. That leads him to ask: “But if wage
pressures are so moderate, wheres the inflation coming
from? The answer is soaring oil and commodity prices.”

Once again, money is notably absent from Krugman’s

Gene Callahan (mengermiseshayek@yahoo.com) is the author of
Economics for Real People: An Introduction to the Austrian
School and the just-published novel Puck.
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tFIT JUST AIN‘T SO!: Inflation Is a “"Phantom Menace”?

story. If the amount of money in circulation hasn’t
increased, then a rise in the price of, say, oil, gold, or
wheat must be offset by a decline in the price of various
other goods, making for a relatively stable purchasing
power for the dollar. People can only spend more on
some things without spending less on others when there
is more money around than there was before the price
increases. (Since Krugman makes no claim that rising
commodity prices have had an impact on the “velocity”
of money, | see no need to introduce that complication
in responding to his argument.)

Krugman even tries to get us to make friends with
inflation: “And bear in mind that many economists . . .
have said that a lictle bit of inflation... is actually good
for the economy.” Sure, and many economists once
claimed that socialism could provide a higher standard
of living for the common man than capitalism could.
Those temporarily mistaking a general rise in prices for
increased demand for their product or service may
briefly be spurred into increasing their output, creating
the appearance of a booming economy. But since the
increase in production is prompted by a misunderstand-
ing of the real economic situation, it inevitably will
result in the misuse of scarce resources. Once it becomes
apparent that consumers were not really expressing a
greater demand for the goods whose prices were rising,
but were only bidding more because more dollars were
available than before, then many producers will come to
regret their decisions to increase output.

The spurt of business activity generated by “a little bit
of inflation” 1s closely analogous to the spurt of physical
activity following the ingestion of “a little bit of speed.”
Both seem to create positive results in the short run but
prove to be unsustainable and costly in the long run.
Keynes attempted to dismiss such objections to his own
inflationary prescriptions by noting “in the long run, we
are all dead” However, in the case of an inflationary
boom, the “long run” is short enough that most of those
who were present for the opening act will still be around
for the denouement.

Could Be a Prohlem

o his credit, Krugman does admuit that he “can think
Tof ways in which inflation could become a prob-
lem.” But that mental exercise shouldn’t tax a prize-
winning economist very much. For instance, it does not
require an esoteric appreciation of some arcane eco-
nomic theory to conceive that inflation could become a
problem by tearing apart the very fabric of social coop-
eration in a nation, as it did, say, in Germany in the
1920s, Argentina in the ’70s and ’80s, or Hungary at
the close of World War II. It might also have occurred
to Krugman that even “moderate” inflation is problem-
atic, since it distorts the price system, rewarding some
people not for their productivity but because they cor-
rectly anticipated rising prices, while penalizing others
whose only sin was to be holding too much cash during
an inflationary period.

Krugman declares that he is far less concerned by the
specter of inflation than he is about other possible eco-
nomic troubles, such as “a rapidly deflating housing bub-
ble” But what pumped up the housing bubble in the
first place? It is simply a manifestation of the easy money
that the Fed previously supplied to lenders. The aim of
that policy was to maintain consumers’ enthusiasm for
spending, an enthusiasm generated by the steady and
strong rise in the price of their houses, thus enabling
homeowners to upgrade their lifestyles through refi-
nancing and second mortgages.

Krugman is surely aware of the many economists
who insist that the root of every inflation is an increase
in the money supply, since that group includes such
prominent figures as the Nobel-prize-winner Milton
Friedman. Why, then, doesn’t he even mention monetary
theories of inflation in his column? The only reason I
can imagine is that Krugman’s commitment to increas-
ing the power of the state blinds him to the fundamen-
tal character of inflation: it is the consequence of the
government printing new money to achieve some poli-
cy goal by stealth, without the unpopular move of rais-
ing taxes. 5%

OCTOBER 2006



Are CEQOs Paid Too Much?

BY ROBERT P. MURPHY

ne of Reader’s Digest’s more popular sections

is “Thats Outrageous!” When the feature

spotlights government pork-barrel projects,
absurd zoning restrictions on homeowners, or illogical
regulations on small business, libertarians can applaud.
Unfortunately the October 2005 issue featured a col-
umn that focused on “outrageous” CEO packages, an
enduring controversy. The writer, Michael Crowley, dis-
played precious little knowledge of economics, and at
times his complaints were downright contradictory.

The article begins with the anecdote about Stephen
Crawtord, then the co-president of Morgan Stanley. A
few mionths after accepting this promotion, Crawford
quit during a “management shake-up” and “strolled off
with a severance package that included two years’ salary
and bonus,” which amounted to $32 million. To make
sure his readers are sufficiently outraged, Crowley points
out that “Crawford pulled in $54,000 per hourl”

Before delving into the conceptual issues, let’s be
clear on where that number comes from. It is obviously
due to Crawford’s quitting much sooner than anyone
(probably including himself) predicted when the con-
tract was originally negotiated. (Had the shakeup
occurred six weeks earlier, Crawford would’ve carned
over $100,000 per hour, according to this method.) This
is certainly a misleading approach, especially when con-
trasting it with the mean annual earnings of workers (as
Crowley does). If one wants to show how much more
CEOs get paid—and of course they do get paid far, far
more than the average worker—then a fairer compari-
son would have been mean annual carnings of workers
versus mean annual earnings of CEQs. (Later, Crowley
tfollows this more reasonable route and reports that in
2003 “CEOs were paid over 300 times what the average

production worker made”) To pick an example like
Crawford rigs the comparison; one could certainly find
cases of average Joes who quit or were laid off after only
working a very short time, and hence whose “hourly
earnings” would appear vastly inflated.

For example, [ mysclf was once sent home after only
working about ten minutes as a receptionist in a law
firm; [ had been sent there by my temp agency, and it
turned out I was unfamiliar with the phone system at
the firm. Nonetheless, I still got paid for at least one
hour (possibly more, | can’t remember) of work. Using
Crowley’s approach, he could argue that the case of
Robert Murphy shows that some Irish workers are paid
six times more per hour than the median temp worker.

Even on its own terms, the calculation is suspect.
Crowley isn’t explicit about where the $54,000 per hour
figure comes from, but we do know that the total pack-
age was $32 million and that Crawford quit “[a]bout 100
days” after starting in the new spot. Well, $32 million
divided by 100 is $320,000 per day, which works out to
$40,000 per hour if we assume eight hours of work per
day. Thus to get the higher figure of $54,000, Crowley
must be assuming that, in addition to working only eight
hours per day, Crawford only worked five days per week.
Now I don’t know too much about being co-president
of Morgan Stanley, but even so, I'm quite sure that this
job requires more than 40 hours of work per week.

Of course, these minor quibbles about the figure
overlook the biggest objection: So what if CEOs earn
more moncy than most other workers? In a free market
(and below we deal with the complication that in today’s
world there is no truly free market), the price of labor

Robert Murphy (robert_p_murphy@yahoo.com) is a freelance writer.
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corresponds to its marginal product. That 1s, competition
ensures that workers are paid according to how much
additional revenue they bring in to their employer. The
fact that some types of labor command thousands of
times more market value is no more surprising or out-
rageous than the fact that some goods in the market-
place (such as a house) have a price hundreds of
thousands of times higher than the prices of other goods
(such as a pack of gum).

Oddly ecnough, it is the critics of capitalism who
implicitly claim that marker value should correspond to
ethical worth. No competent economist would argue
that Stephen Crawford was a good person because he
earned so much money, just as no economist would
arguc that a television set 1s ethically superior to a copy
of the Holy Bible because of its higher price. No, the
only thing economic science can say is that Stephen
Crawfords services were in higher demand than the
services of (say) the janitors at Morgan Stanley. So long
as the labor contracts are voluntary, there really 1snt an
issue of fairness (subject to the complication noted above).

Later in the article, Crowley raises concerns that may
trouble even a genuine supporter of the free market. Of
course it makes perfect sense that successful corporate
exccutives earn millions of dollars. But what of the
strange cases of “corporate leaders actually failing their
way to riches”? Crowley gives us some allegedly outra-

geous examples of this trend:

Viacom CEO Sumner Redstone took home
about $28 million in 2004, including a bonus of $16.5
million, even as his company’s stock dropped 11 per-
cent during the fiscal year. Applied Materials CEO
Mike Splinter got a tidy $5 million bonus in 2004,
despite a stock slide of more than 22 percent. That
same year Rick Wagoner, CEO of General Motors,
saw GM stock plunge 25 percent, yet he still pocket-
ed a $2.5 million bonus—only slightly less than his
award in 2003, when GM stock actually rose. So
much for accountability.

As noted, this phenomenon is initially quite puzzling.
Why would firms reward incompetent executives?
Don’t they want to make money? Yet before dismissing
power brokers in the business community as self-

J\ Are CEOs Paid Too Much?

destructive and/or incredibly stupid, perhaps we should
give them the benefit of the doubt and search for a
rational explanation.

The most important point that scofters like Crowley
overlook is that the business world is uncertain. When a
company brings in a new executive, it is not at all obvi-
ous what steps he or she should take to turn the com-
pany around and boost profits. (If it were obvious, the
company wouldn’t waste millions of dollars hiring the
executive.) Now regardless of the executive’s compe-
tence, it is entirely possible that the plan will fail—and
the executive knows this as well as anyone clse. Because
of this, it would be very risky for such an executive to
sign a contract in which, say, he or she earned $20 mil-
lion if the company were profitable, but $50,000 if the
company tanks. Rather than sign that contract, the exec-
utive (who must be quite skilled to be offered such a job
in the first place) could consult or take a less glamorous
position and earn, say, $5 million for sure.

This principle—that an executive gets paid hand-

doesn’t seem

somely even if the company does poorly
outrageous when the numbers are lower. For example,
when GM stock plunged 25 percent, did Crowley
expect the assembly-line workers to give back a quarter
of their wages for that year? If not, why not? After all, if
the public stops buying GM vehicles, the services of the
assembly-line workers aren’t as valuable. The simple
answer, of course, is that the assembly-line worker does-
n't want his contract contingent on the overall prof-
itability of the company; he wants to be paid—and to
get his pension and other benefits should he retire or
quit—whether or not the company’s stock does well. If
it’s acceptable for the assembly-line workers, why not for
the CEO too?

Greater Influence
Naturally, there is one obvious difference in this

respect between assembly-line workers (or janitors
and receptionists) and CEQOs: Far more so than these
other employees, the CEO can greatly influence the
profitability of the company. Rather than giving che
CEO a well-specified set of instructions to mechanical-
ly implement, the people hiring him allow far more dis-
cretion. After all, the CEO is brought in to run the
company.
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Yet this difference shows up quite clearly in the mar-
ket: CEOs and other executives do get paid according to
how well the company does. In addition to a base salary,
these exccutives are often paid in stock options. A stock
option (specifically a call) gives its owner the right to
purchase shares of stock at a specific price, called the
strike price. Therefore, if the actual market price of the
stock is lower than the strike price, the option is worth-
less. But if, through their behavior, executives can boost
the company’s stock price above the strike price, the
options are valuable in proportion to the difference
between the strike and actual prices.

Given his outrage over executives being paid regard-
less of profitability, one would expect Crowley to be a
huge advocate of paying CEOs in nothing but stock
options, which perfectly tailor earn-

Arbitrary Limit
here are three problems with this popular view.
First, the upper limit that “decency” allows is arbi-
trary; no doubt many people would also deny the fair-
ness of Semecls $600,000 base salary. (“We've got
starving children in the streets and some guy who heads
a company of spammers gets 600 grand a year?!”)
Second, we must accept that in the modern econo-
my, with billions of potential consumers worldwide, cer-
tain individuals have extraordinary carning power on
the open market. If someone like Semel (or, a stronger
case, Bill Gates) can add hundreds of millions of dollars
of value to an organization (as judged by the spending
habits of consumers), then to not pay him accordingly
just means that someone else gets the money. Whatever

ings to the success of the company. Yet
Crowley complains about the fairness
of this too, even with highly successtul
companies. He cites the case of Yahoo!
CEOQO Terry Semel, who took advan-
tage of $230 million in stock options
n 2004:

firms need to offer to

The average Joe might be more
outraged if he understood the sorts
of payouts and benefits that corpo-
rate brass are getting. Stock grants
still provide a windfall for many

If the compensation
packages are as high
as they are, 1t’s
because that’s what

attract and retain
these highly skilled

individuals.

happened to the principle of labor
being paid the full value of its product?
It Semel only got, say, $1 million, then
Yahoo! shareholders (a group hardly in
nced of charity) would be $229 mil-
lion richer. Would this outcome be
fairer than what actually happened?
Third, we must consider the prob-
lem of incentives. If certain market
exchanges are prevented because peo-
ple such as Crowley find them uncon-
scionable, then the individuals involved
may stop working as much or as hard.
For example, if Semel knew that out-

chief executives, despite new regu-

lations that force companies to account for options as
expenses. Yahoo! CEO Terry Semel exercised $230
million in options last year. His company has had
strong earnings of late so it’s fair to say that Semel
earned his $600,000 salary, plus a hefty award for
boosting the stock price. But $230 million? Come
on.

Now what exactly is Crowley’s definition of fafrness?
If Semel is paid a large chunk of options, and under
his leadership Yahoo! stock rises tremendously, why
shouldn’t he be rewarded in proportion to this gain? At
this point we can see past Crowley’s other alleged argu-
ments; his basic objection is obviously that $230 million

is more than anyone should carn, period.

siders would confiscate his stock
options if the stock price rose too much, then he
wouldn'’t have put in the long hours and sleepless nights
that he undoubtedly did during the year in question.
This is a point liable to misinterpretation, and it’s
probably easier to switch contexts to professional sports.
Economics tells us that placing a limit of, say, $1 million
on salaries would reduce the incentives for star athletes.
Now the critic might scoff and say, “Come on! Whether
they make $1 million or $30 million, people will still go
into the NBA. That type of cap isn't going to affect any-
body’s career choice.” Yet this objection overlooks the
marginal nature of economic decisions. Yes, a first-round
draft choice will still go pro (rather than become an
accountant) even with a $1 million cap. But he’ll prob-

ably retire much earlier. (In the extreme, consider the
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heavyweight champion of the world—once he earns his
title, he won’t defend it nearly as often if people like
Crowley get to dismiss multimillion-dollar payments as
unfairly high.)

This reasoning applies even more so to leadership
positions in large companies. Especially when consid-
ered in the aggregate, if “outrageous” compensation
packages are forbidden, the quality of corporate leader-
ship will suffer. These people aren’t qualified for just
CEO spots, and they’re well aware of the social stigma
against big business. If the compensation packages
arc as high as they are, ity because that’s what firms
need to offer to attract and retain these highly skilled
individuals. Of course, this phenomenon isn’t peculiar to
corporate-leadership positions; if we declared tomorrow

that brain surgeons could only make

| Are CEOs Paid Too Much?

gate abuses by management, such waste would nonethe-
less show up in the stock price of the firm. If, for exam-
ple, management collectively frittered away $10 million
per year in unjustifiable expenses, the total shares of the
corporation would be valued around $200 million less
than they otherwise would be, assuming an efficient
stock market and an interest rate of 5 percent. (This is
because $200 million 1s the present discounted value of
a perpetual stream of $10 million annual dividends.)
Such a corporation would then be a prime target for the
much reviled corporate raider. The raider would institute a
“hostile takeover,” in which he bought up a controlling
share in the corporation (by offering far more than the
current price per share to the stockholders) and then
used his power to fire or straighten out the inefficient
managers. After cleaning house the

50 percent of their current salaries, the
frequency and quality of brain surgery
would plummet.

Entrenched Management?

f course, any reader who has
Oactually worked in (or owns
stock in) a large corporation may
reject the above description as naive.
In the real world, such a reader might
object, most shareholders in practice
exercise no control over management.

Suppose, for example, that 85 percent not cnjoy.

Government
regulation muftles
this threat and thus
allows entrenched
businesses a margin
of profligacy that
they otherwise would

corporation’s dividends and/or stock
price would rise accordingly, netting
the raider a profit.

Thus we sce that in the free market,
even the realistic problems with “dem-
ocratic” mechanisms can always be
overcome in the final analysis by a
“strongman,” 1.e. the corporate raider.
(It should go without saying that these
political metaphors are just that; in a
frec market all transactions are volun-
tary exchanges of property.) Consc-
quently, if CEOs and other members

of the shareholders (consisting of

thousands of people who each owned far less than 1 per-
cent of the stock) thought the CEO made far too much
money. Even so, would it really be worth it for them to
organize and demand that the corporate board do some-
thing? After all, the increased dividends made possible by
such cost-cutting wouldn’t translate into very much per
shareholder. In this environment, management becomes
entrenched and a lavish corporate culture takes over,
with kept board members approving the jet-setting
lifestyle of the CEO and his cronies.

As some of the recent scandals suggest, there defi-
nitely seems to be at least a grain of truth in such claims.
Yet it nonetheless remains a puzzle to the free-market
economist. For even if individual shareholders wouldn’t

find it worthwhile to organize and put an end to profli-

of upper management make incredibly
high earnings year after year, it must be that the sharc-
holders find their services worth the expense. In some
cases it may take the outside analyst some effort to dis-
cover how, but we shouldn’t doubt that the shareholders
are careful with their money.

Unfortunately, I cannot close the analysis on this
optimistic note. For the above relies on the assumption
of a free market in corporate takeovers, and that is
decidedly lacking. In the present legal and cultural envi-
ronment, so-called corporate raiders are even more
despised than golden-parachuting CEOs. Regulations
severely restrict so-called hostile takeovers, and hence
hamper the ability of shareholders to restrain their man-
agers. For example, the federal Williams Act (1968) com-
pels a would-be raider to declare his intentions after

1"
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acquiring 5 percent of a corporation’s shares. Declaring
one’s intention to take over a company would likely push
up the stock price, making the takeover plan unfeasible.

The markets other checks on ineflicient manage-
ment are stifled as well. After all, even before the finan-
cial innovations allowing the issue of “junk bonds” and
hostile takeovers, there was always a sure-fire way to
keep corporate officers in line: any firm that wasted too
much money on fancy offices and executive perks
would be vulnerable to its competitors. Again, this ini-
tially poses a puzzle for critics such as Crowley; if outra-
geous compensation for CEOs is so endemic in
American corporate culture, why don’t new firms enter
these industries and drive the old ones out of business?

But as with hostile takeovers, so too with new
entrants to industry: Government regulation muffles this

threat and thus allows entrenched businesses a margin of
profligacy that they otherwise would not enjoy. Many
people (especially young students) new to the ideas of
laissez faire believe that big business opposes govern-
ment meddling, but this is naive and contradicted by the
history of actual legislation. Ironically, the profitability of
big business can actually be enhanced when the govern-
ment regulates an industry, because the big tirms can
more easily handle the fixed costs of filling out paper-
work, providing a “safe” working environment, proving
that they are making every effort to comply with affir-
mative action goals, and so on. In this environment,
would-be competitors face additional hurdles if they
want to challenge the large incumbents, and thus the lat-
ter may indeed get away with lavish expenditures that
would be short-lived 1 a truly free market. dj:

In the opinion of the demagogues inequality in what they call the “distribution” of wealth and incomes
is in itself the worst of all evils. Justice would require an equal distribution. It is therefore both fair and
expedient to confiscate the surplus of the rich or at least a considerable part of it and to give it to those
who own less. This philosophy tacitly presupposes that such a policy will not impair the total quantity
produced. But even if this were true, the amount added to the average man’s buying power would be much
smaller than extravagant popular illusions assume. In fact the luxury of the rich absorbs only a slight
fraction of the nation’s total consumption. The much greater part of the rich men’s incomes is not spent
for consumption, but saved and invested. It is precisely this that accounts for the accumulation of their
great fortunes. If the funds which the successful businessmen would have ploughed back into productive
employments are used by the state for current expenditure or given to people who consume them, the
further accumulation of capital is slowed down or entirely stopped. Then there is no longer any question of

economic improvement, technological progress, and a trend toward higher average standards of living.

—Ludwig von Mises, “Inequality of Wealth and Incomes”
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Export-Led Recovery, Multipliers, and
Other Fanciful Notions

BY CHRISTOPHER

any developing and emerging market
economies are struggling to keep their eco-
nomic growth rates high enough to raise
local standards of living. Moreover, many governments
responded to lagging economic conditions by promot-
ing export-led growth, evident in their obsession with
restraining the appreciation of their currencies. While
China will immediately come to mind in this regard, it
isjoined by many others, including

Japan, South Korea, and Taiwan, to
name a few.

The simple logic behind export-
led growth is that higher foreign
demand for domestic goods and serv-
ices will boost local economic activi-
rates  of

this

ty and bring higher

long-term growth. Underlying
logic is a technical notion that econ-
omists refer to as an "expenditure
multiplier.”

Multipliers are explained by trac-
ing the effect of new spending
through the economy as it supposed-
ly passes through many hands. For
example, assume that most Taiwanese
consume 80 percent of each addi-
tional dollar they earn while saving the rest. Under these
conditions, arise in the earnings of exporters by $10 bil-
lion would induce them to spend $8 billion. As they buy
more inputs or expand their production capacity, those
who receive payments from that round of spending will
consume 80 percent of the $8 billion of their increased
income. Adding up this continuous series of spending

rounds supposedly generates $200 billion.

The simplelogic
behind export-led
growth is that higher
foreign demand for
domestic goods and
services will boost
local economic
activity and bring
higher rates of long-
term growth.
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And, voilal More spending begets more spending, so

the slump ends. And we all live happily ever after.
Wouldst that real life were as simple as it isin such fairy
tales.

As it turns out, expenditure multipliers are the stuff
fiction. studies to

of fanciful Despite many empirical

seek them out, they remain elusive beasts and when
sighted have been of small and disputable consequence.
As such, multipliers are rather like Elvis.

In all events, without the supporting
argument of multipliers, export-led
growth becomes a hollow concept.

It turns out that the demand by for-
eigners is not the source of greater
wealth, nor for that matter does greater
wealth depend on domestic consump-
tion. Instead, the direction of causation
is the reverse. Wealth depends on pro-
duction being made possible through
increased investments in capital goods
that depend on more funds being made
available through savings.

Increased demand for exports can-
not have a multiplier effect since each
economic activity requires a funding

source. But the competition for scarce
funds means that spending more on one good or
service has to come at the expense of another. This log-
ical limit on the nature of economic activity and spend-
ing means that the multiplier effect cannot function as

predicted.

Christopher Lingle (clingle@ufm.edu. gt) is senior fellow at die Centre for
Civil Society in New Delhi and visiting professor of economics at
Universidad Francisco Marroquin, Guatemala.
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