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From the President 

Principles Must Come Before Politics 
B Y R I C H A R D M . E B E L I N G 

We live i n a t i m e o f q u i c k fixes a n d p a t e n t 

m e d i c i n e s . T h e " p h y s i c i a n s " o f f e r i n g t o 

s p o o n - f e e d t h e el ixirs for w h a t ails us are 

t h e po l i t i c i ans r u n n i n g for office. R a r e l y d o p e o p l e s tep 

b a c k a n d ask t h e m s e l v e s w h e t h e r t h e r e is real ly a n y a i l 

m e n t at all, o r w h e t h e r t h e po l i t i c i ans ' snake oi l c an c u r e 

a n y t h i n g . A n d t h e po l i t i ca l char la tans ce r t a in ly h a v e n o 

i n c e n t i v e t o tell us t h a t t h e i r r o s e - c o l o r e d sugar w a t e r is 

all a c o n t o ge t t h e m e l e c t e d . 

It has b e c o m e a p l a t i t u d e t h a t t o o m a n y p e o p l e are 

u n a b l e t o focus o n a n y t h i n g t h a t r equ i r e s m o r e t h a n five 

m i n u t e s ' t h o u g h t . W h a t e v e r t h e v a r i o u s reasons for 

t h i s — a n d e x p l a i n i n g it has i tself b e c o m e a n a c a d e m i c 

g r o w t h i n d u s t r y ove r t h e y e a r s — t h e fact is t h a t m a n y 

p e o p l e d o n o t s e e m t o l o o k m u c h b e y o n d t h e s h o r t r u n 

w h e n it c o m e s t o t h i n k i n g a b o u t social , po l i t i ca l , a n d 

e c o n o m i c p r o b l e m s . 

T h i s is n o t n e w . I n t h e 1950s t h e G e r m a n f r e e - m a r 

ke t e c o n o m i s t W i l h e l m R o p k e o b s e r v e d t h a t " p e o p l e d o 

n o t s e e m t o s t o p a n d t h i n k a n d t o ask t h e m s e l v e s q u i e t 

ly w h a t e x a c t l y t h e y are d o i n g . ' W e m u s t d o s o m e t h i n g , 

n o m a t t e r w h a t ' s e e m s t o b e t h e u n s p o k e n m o t t o o f o u r 

age . . . . M o r e a n d m o r e p e o p l e n o l o n g e r k n o w w h a t it 

m e a n s t o p u t first t h i n g s first a n d t o t h i n k in t e r m s o f t h e 

p r i n c i p l e s i n v o l v e d . C o n s e q u e n t l y , o n l y a v e r y f e w still 

h a v e a real p h i l o s o p h y w h i c h separa tes t h e essent ial f r o m 

t h e acc iden ta l a n d w h i c h p u t s e v e r y t h i n g in its p lace . . . . 

W e are r u n n i n g after c u r r e n t even t s , i n s t ead o f s t o p p i n g 

t o r e a c h t h e sol id g r o u n d o f p r i n c i p l e s a n d t o ask o u r 

selves s e r ious ly w h a t m i g h t have b e e n t h e reasons w h y 

so m u c h g o o d w i l l , energy , i n t e l l i g e n c e , t i m e , a n d m o n e y 

h a v e b e e n w a s t e d o r n o t g i v e n t h e results w e h a d a r i g h t 

t o e x p e c t . " 

E v e n w h e n p r i n c i p l e s are s u p p o s e d l y t a lked a b o u t , 

t h e d i scuss ions are o f t en s h a l l o w a n d w i t h o u t m u c h s u b 

s t ance . " D e m o c r a c y " has b e c o m e t h e w a t c h w o r d o f t h e 

day in po l i t i ca l d i s c o u r s e a b o u t even t s at h o m e a n d 

a b r o a d . B u t w h e t h e r it b e t h e t e l ev i s ion p u n d i t s o r h i g h 

po l i t i ca l o f f iceholders , talk a b o u t d e m o c r a c y m e a n s 

n o t h i n g m o r e t h a n v o t i n g r igh t s a n d a n exp res s ion o f 

t h e " p e o p l e ' s wi l l . " As l o n g as p e o p l e can have t h e i r say 

w h e n t h e y pu l l t h e lever i n t h e v o t i n g b o o t h , t h e w o r l d 

wi l l s o m e h o w m i r a c u l o u s l y have p e a c e a n d prosper i ty . 

I n an era o f " feel g o o d " pol i t ics n o one ' s m i n d is t o 

b e t axed by pol i t i ca l p h i l o s o p h y o r e c o n o m i c s b e c a u s e 

s o m e o n e ' s se l f - e s t eem m i g h t b e h a r m e d if h e f o u n d t h e 

in t e l l ec tua l exerc ise t o o u n c o m f o r t a b l e . So l i t t le is said 

a b o u t t h e t r u e m e a n i n g o f f r e e d o m a n d its ac tua l re la 

t i o n s h i p t o d e m o c r a t i c p rac t i ces . 

" F r e e d o m " t h u s b e c o m e s a n y t h i n g tha t relieves a 

p e r s o n f r o m respons ib i l i ty for t h e c o n s e q u e n c e s o f his 

o w n a c t i o n s — w i t h po l i t i c ians shif t ing t h e cost o f t h o s e 

c o n s e q u e n c e s t o o t h e r peop le ' s s h o u l d e r s . A n d a pe r son ' s 

" r i g h t s " refer t o r e q u i r i n g o t h e r s t o p r o v i d e t h e f inancial 

m e a n s t o satisfy w h a t e v e r ends wi l l m a k e h i m h a p p y — 

e v e n if t h e g o v e r n m e n t has t o c o e r c e t h o s e o t h e r s t o 

p a r t w i t h w h a t t h e y have h o n e s t l y e a r n e d . 

A t t h e s a m e t i m e , t h e r e are m a n y p e o p l e w h o ta lk 

a b o u t d e a l i n g w i t h t h e d a n g e r s o f b i g g e r a n d b i g g e r 

g o v e r n m e n t a n d t h e b u d g e t a r y b u r d e n s it i m p o s e s o n all 

o f us . B u t , aga in , r a t h e r t h a n focus ing o n f u n d a m e n t a l s , 

the i r s is o f t en o n l y an a t t e m p t t o find s h o r t - t e r m g i m 

m i c k s t o dea l w i t h t h e p r o b l e m s . 

T h i s , t o o , is t h e resul t o f f ocus ing o n pol i t ics . It's of ten 

p o i n t e d o u t t ha t t h e po l i t i ca l p re fe rences o f vo te r s are 

d i s t r i b u t e d in t h e shape o f a be l l c u r v e . A t t h e ends are 

t h e po l i t i ca l " e x t r e m i s t s , " col lect ivists a n d individual is ts 

respect ively. I n b e t w e e n , u n d e r t h e d o m e , are t h e vast 

m a j o r i t y o f vo t e r s w h o are s o m e w h e r e " i n t h e m i d d l e . " 

If a po l i t i c i an is t o b e e l ec ted , it is e x p l a i n e d , h e m u s t 

appea l t o a s ignif icant n u m b e r in tha t m i d d l e , s ince t h e r e 

are j u s t n o t e n o u g h vo te s at e i t h e r e n d o f t h e c u r v e t o 

w i n a n e l ec t i on . T h u s h e m u s t w e a v e t o g e t h e r a p a t c h 

w o r k o f i n c o n s i s t e n t a n d of ten c o n t r a d i c t o r y pos i t i ons 
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t h a t w i l l ref lect t h e d iverse po l i t i ca l v i e w s o f his p o t e n 

tial c o n s t i t u e n t s . 

T h i s also l imi t s w h a t m a r k e t - o r i e n t e d t h i n k t anks i n 

e i t h e r W a s h i n g t o n o r i n t h e v a r i o u s s tate capitals c a n 

offer as p o l i c y o p t i o n s i n t h e d e b a t e s a b o u t t h e ro le o f 

g o v e r n m e n t . E v e n w h i l e s e e m i n g t o b e n u d g i n g t h e 

d e b a t e m o r e i n a f r e e - m a r k e t , smal le r g o v e r n m e n t 

d i r e c t i o n , t h e b o u n d a r i e s in w h i c h t h e y c a n f r ame t h e i r 

p roposa l s are c o n s t r i c t e d b y w h a t t h e po l i t i c i ans c o n s i d 

er "po l i t i ca l ly poss ib le . " B e y o n d t h o s e b o u n d a r i e s t h e 

p o l i c y a d v o c a t e b e c o m e s a " k o o k , " a p i e - i n - t h e - s k y 

" n u t , " a n e x t r e m i s t w h o d o e s n o t real ize t h a t " n o b o d y " 

is g o i n g t o t ake those v i e w s ser iously. T h e p o l i c y a d v o 

ca te r isks l o s i n g po l i t i ca l l e g i t i m a c y a n d a h e a r i n g i n t h e 

halls o f p o w e r — w h i c h is w h y his o r g a n i z a t i o n is l o c a t 

e d i n t h a t c e n t e r o f po l i t i ca l d e c i s i o n - m a k i n g . 

T h i s o f t en m e a n s t h a t p o l i c y p roposa l s are " w a t e r e d 

d o w n " t o b e po l i t i ca l ly a c c e p t a b l e . E v e n t h e de fense o f 

a p o l i c y is o f t en c o u c h e d i n t e r m s d e s i g n e d t o avo id t h e 

i m p r e s s i o n t h a t its a d v o c a t e s s u p p o r t a n y t h i n g as rad ica l 

as, we l l , laissez faire a n d t h e e n d t o t h e i n t e r v e n t i o n i s t 

wel fa re state. 

A n y d e t a i l e d a n d f u n d a m e n t a l d i scuss ion o f g o v e r n 

m e n t p o l i c y is t h e r e f o r e imp l i c i t l y r u l e d o u t o f c o u r t . 

O n c e a t t e n t i o n is f o c u s e d o n i n f l u e n c i n g w h a t g o v e r n 

m e n t is d o i n g r i g h t n o w , t h e d e b a t e is d e f i n e d b y w h a t 

is po l i t i ca l ly p r a c t i c a b l e today. 

Moving the Curve 

Th e real po l i t i ca l task, h o w e v e r , is n o t t o t r y t o a t t r ac t 

vo te s o r n u d g e p o l i c y i n t h e c o n t e x t o f t h e ex i s t 

i n g be l l c u r v e o f v o t e r p r e f e r e n c e s . R a t h e r , it is t o m o v e 

t h e c u r v e in t h e d i r e c t i o n o f i n d i v i d u a l f r e e d o m , l i m i t 

e d c o n s t i t u t i o n a l g o v e r n m e n t , a n d a t r u l y free m a r k e t . I n 

o t h e r w o r d s , t h e task is t o shift t h e curve ' s d o m e ove r t o 

w h e r e its i nd iv idua l i s t tail e n d is today, so t h a t s o m e d a y 

t h e m i d d l e mass o f v o t e r s w i l l m o r e o r less h o l d v i e w s 

gene ra l l y c o n s i s t e n t w i t h classical- l iberal ideas . 

B u t this r equ i r e s l o o k i n g b e y o n d w h a t is po l i t i ca l ly 

P r i n c i p l e s M u s t C o m e B e f o r e P o l i t i c s 

e x p e d i e n t today. I n d e e d , it r equ i r e s i g n o r i n g w h a t s e e m 

t o b e t h e b o u n d a r i e s o f t h e po l i t i ca l ly poss ib le a n d 

in s t ead t h i n k i n g in t e r m s o f t h e po l i t i ca l ly des i rab le . If 

po l i c i es real ly c o n s i s t e n t w i t h i n d i v i d u a l f r e e d o m are 

eve r t o b e i m p l e m e n t e d , w e m u s t first e x p l a i n t o o u r fel

l o w c i t izens w h a t s u c h a soc i e ty o f f r e e d o m w o u l d l o o k 

l ike, h o w it w o u l d w o r k , a n d w h y it is des i rab le . T h e y 

m u s t s lowly b u t sure ly c o m e t o see t h e v i s i o n o f l iber ty. 

M a y b e p a r t o f t h e r e a s o n so m a n y p e o p l e s e e m 

u n a b l e o r u n w i l l i n g t o t h i n k b e y o n d five m i n u t e s is t h a t 

t h e y are so i n f r e q u e n t l y c h a l l e n g e d t o d o so. M a y b e o u r 

f e l low c i t i zens f ind it h a r d t o b r e a k o u t o f t h e c u r r e n t 

m i n d s e t o f t h e ex i s t i ng i n t e r v e n t i o n i s t we l fa re s tate 

b e c a u s e t h e y are t o o rare ly offered a c lear a n d c o n s i s t e n t 

case for t h e classical- l iberal idea l a n d w h y it w o u l d b e 

g o o d for t h e m a n d o t h e r s t h e y care a b o u t . M a y b e p e o 

p l e are o f t en t r a p p e d in t h e po l i c ies o f t h e s h o r t r u n 

p rec i se ly b e c a u s e t h e y a l m o s t n e v e r are p r e s e n t e d w i t h a 

po l i t i ca l a n d e c o n o m i c p h i l o s o p h y o f f r e e d o m for t h e 

l o n g r u n . 

Pol i t ics wi l l always o n l y reflect t h e ex i s t i ng d i s t r i b u 

t i o n o f p e o p l e ' s po l i t i ca l v i e w s . Po l i t i ca l c a m p a i g n s , 

t h e r e f o r e , wi l l n e v e r b e t h e p r i m a r y m e t h o d for t r a n s 

f o r m i n g soc i e ty f r o m less free t o m o r e free. T h i s w i l l 

o n l y h a p p e n o u t s i d e o f t h e n a r r o w po l i t i ca l p r o c e s s — 

t h r o u g h a c h a n g e i n t h e c l i m a t e o f ideas . 

T h o u g h m o s t p e o p l e d o n ' t k n o w it, t h e y are g u i d e d 

b y a n i m p l i c i t set o f po l i t i c a l a n d e c o n o m i c p r i n c i p l e s 

w h e n t h e y t h i n k a b o u t a n d d e c i d e o n w h a t t h e y w a n t 

g o v e r n m e n t t o d o . T h e s e p r i n c i p l e s are t h e i d e o l o g i c a l 

r e s idues o f n i n e t e e n t h - a n d t w e n t i e t h - c e n t u r y c o l l e c 

t iv i sm. T h e y n e e d t o b e r e p l a c e d w i t h a n e w set o f 

po l i t i ca l a n d e c o n o m i c p r i n c i p l e s , t h o s e o f classical l i b 

e ra l i sm. W h e n a suff ic ient n u m b e r o f o u r f e l low c i t i zens 

a c c e p t classical l i be ra l i sm, po l i t i c s w i l l f o l l o w p r i n c i p l e 

a n d t h e i n t e r v e n t i o n i s t we l fa re s ta te w i l l b e o p p o s e d 

a n d finally a b o l i s h e d . T h i s is w h y a r ad ica l c h a n g e i n 

p r i n c i p l e s m u s t c o m e b e f o r e a n y successful c h a n g e 

i n po l i t i c s . @ 
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-Perspective 

Why Cut Taxes? 

J u d g i n g b y t h e p o p p i n g co rks at t h e W h i t e H o u s e , 

taxes are c u t t o increase g o v e r n m e n t r e v e n u e s so t h e 

b u d g e t defici t c a n b e s h r u n k w i t h o u t r e d u c i n g 

g o v e r n m e n t s p e n d i n g . T a x cuts are g o o d , b u t this 

r ea son leaves m e co ld . 

P r e s i d e n t B u s h a n n o u n c e d r e c e n t l y tha t " T h i s e c o n 

o m y is g r o w i n g , federa l taxes are r i s ing , a n d w e ' r e c u t 

t i n g t h e federa l def ic i t faster t h a n w e e x p e c t e d . " T h e 

latest n u m b e r s b e a r h i m o u t . T h e Washington Post r e p o r t s 

" a 13 p e r c e n t r ise in t ax rece ip t s for t h e n i n e m o n t h s 

e n d e d in J u n e . " T h u s " t h e a d m i n i s t r a t i o n p ro jec t s t ha t 

t h e def ic i t wi l l n a r r o w to a b o u t $ 2 9 6 b i l l i o n . T h a t w o u l d 

b e d o w n f r o m t h e $ 3 1 8 . 3 b i l l i o n o f 2 0 0 5 . " O n l y $ 2 9 6 

b i l l ion! 

A n d t h e Wall Street Journal a d d e d , " G o v e r n m e n t r e v 

e n u e s are e x p e c t e d t o g r o w 1 1 % , o r $ 2 4 6 b i l l ion , f rom 

2 0 0 5 to 2 0 0 6 , O M B said. So far this year, rece ip ts have 

t o t a l e d $ 2 . 4 t r i l l ion , $ 1 1 5 b i l l i on h i g h e r t h a n e x p e c t e d . 

T h a t b o o s t a c c o u n t e d for 9 0 % o f t h e r e d u c t i o n in t h e 

defici t p r o j e c t i o n . " 

T h e e x u l t a n t P r e s i d e n t said, " S o m e in W a s h i n g t o n say 

w e h a d t o c h o o s e b e t w e e n c u t t i n g taxes a n d c u t t i n g 

t h e defici t . Today 's n u m b e r s s h o w tha t t ha t was a false 

c h o i c e . T h e e c o n o m i c g r o w t h fueled b y t ax rel ief has 

h e l p e d s e n d o u r t ax r e v e n u e s soa r ing . " 

B u t w e s h o u l d n ' t w a n t tax r e v e n u e s t o soar. T h e y 

d o n ' t u n d e r s t a n d this in W a s h i n g t o n , b u t n o t h i n g is m o r e 

l ikely t o p r o d u c e mischief , a n d i m p e d e w e a l t h c rea t ion , 

t h a n a po l i t i c i an w i t h a dol la r in his h a n d . I m a g i n e 5 3 5 

po l i t i c i ans , a n d a P r e s i d e n t w h o m i s p l a c e d his v e t o p e n , 

w i t h 115 b i l l i on dol lars m o r e t h a n t h e y e x p e c t e d t o 

have . As t h e Ant i federa l i s t M e l a n c t o n S m i t h w r o t e , 

" [A]l l g o v e r n m e n t s f ind a use for as m u c h m o n e y as t h e y 

can raise." A n d tha t was in 1 7 8 7 ! 

Fede ra l s p e n d i n g last year a te u p 2 0 . 1 p e r c e n t o f w h a t 

A m e r i c a n s p r o d u c e d . T h a t ' s m o r e t h a n w h e n this P r e s i 

d e n t t o o k office. A n d t h e admin i s t r a t ion ' s p ro j ec t i ons 

t h r o u g h 2 0 1 1 d o n ' t have it fall ing b y m u c h . After t ha t 

p o i n t t h e p i c t u r e is far b leaker , w h e n Social S e c u r i t y a n d 

M e d i c a r e h i t t h e i r i cebe rgs . T h i s also leaves o u t t h e 

o p e n - e n d e d bill for w a r s p e n d i n g . 

M r . B u s h c o n c e d e s tha t e c o n o m i c g r o w t h a l o n e 

w o n ' t e n d t h e deficit . A c c o r d i n g to t h e Post, " H e cal led 
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o n C o n g r e s s t o h e l p cu t 'wasteful s p e n d i n g ' a n d t o tackle 

w h a t h e said was ' u n s u s t a i n a b l e g r o w t h i n s p e n d i n g for 

e n t i t l e m e n t p r o g r a m s . ' " 

B u t h o w c red ib l e is t h a t f r o m a p r e s i d e n t w h o has ye t 

t o v e t o a n a p p r o p r i a t i o n s bill? Bes ides , r e d u c i n g " w a s t e " 

wi l l ge t us n o w h e r e . O n e c o n g r e s s m a n ' s was t e is a n o t h 

er's essent ia l p r o j e c t . 

T h e o n l y w a y t o s h r i n k g o v e r n m e n t is t o a p p r o a c h it 

at t h e m i s s i o n level . E v e r y l ine in t h e b u d g e t s h o u l d b e 

s u b j e c t e d t o t h e q u e s t i o n " S h o u l d t h e g o v e r n m e n t b e 

d o i n g t h i s ? " 

O n s e c o n d t h o u g h t , that 's n o t l ike ly t o ge t us v e r y far 

e i the r . I f n o o n e t h o u g h t t h e g o v e r n m e n t s h o u l d b e 

d o i n g s o m e t h i n g , it w o u l d n ' t b e d o i n g it. G r e m l i n s d o n ' t 

t ake ove r t h e Off ice o f M a n a g e m e n t a n d B u d g e t e a c h 

m i d n i g h t a n d in se r t p ro jec t s n o o n e asked for. 

So w h e r e d o e s tha t leave us? N o t in a g o o d p l ace . 

T h e g o v e r n m e n t is o u t o f c o n t r o l ; i n p r i n c i p l e t h e r e 

are f ew r e m a i n i n g l imi ts o n w h a t it m a y d o . Yet e v e n a 

b a d l y h a m p e r e d m a r k e t e c o n o m y is capab le o f p r o d u c 

i n g a h u g e a m o u n t o f w e a l t h , so t h e s p e n d e r s can en joy 

t h e m s e l v e s for a l o n g time.. T h e key q u e s t i o n s are: h o w 

m u c h b e t t e r off w o u l d w e b e (especial ly t h o s e w i t h t h e 

least) if g o v e r n m e n t d i d n ' t have all t h a t cash t o p lay 

w i t h , a n d h o w far off is t h e day o f r e c k o n i n g ? 

W e s h o u l d n ' t t ake o u r eye off t h e exp l i c i t t ax b u r d e n , 

b u t that 's n o t t h e o n l y b u r d e n to w a t c h . S p e n d i n g is a 

b e t t e r (albeit i n c o m p l e t e ) m e a s u r e o f h o w m u c h t h e 

g o v e r n m e n t h u r t s us . If t a x - r a t e cu ts leave t h e g o v e r n 

m e n t w i t h m o r e r e v e n u e t h a n be fo re , that 's a n e x c e l l e n t 

r ea son t o k e e p c u t t i n g . 

• • • 

A r e c o r p o r a t e C E O s p a i d t o o m u c h ? If this w e r e a 

real ly free e c o n o m y , t h e a n s w e r w o u l d b e easy. B u t w h a t 

a b o u t i n a c o r p o r a t i s t m i x e d e c o n o m y ? R o b e r t M u r p h y 

leads t h e w a y t h r o u g h t h e l a b y r i n t h . 

It's w i d e l y b e l i e v e d tha t t h e w a y for a l e s s - d e v e l o p e d 

c o u n t r y t o b e c o m e m o r e d e v e l o p e d is t o f ind m a r k e t s 

for its e x p o r t s . As C h r i s t o p h e r L i n g l e recalls, t h a t i dea 
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was d e b u n k e d s o m e t i m e b a c k b y a g u y cal led A d a m 

S m i t h . 

H o w c a n d i spass iona te e c o n o m i s t s g ive e c o n o m i c 

adv ice? Israel K i r z n e r c o n c l u d e s his t h r e e - p a r t series o n 

this s e e m i n g p a r a d o x . 

P roposa l s t o m a n d a t e t h e use o f r e n e w a b l e " g r e e n " 

e n e r g y f ind favor u n t i l p e o p l e see t h e p r i c e tag. M i c h a e l 

H e b e r l i n g exp la ins . 

F r a n c e has h a d a r o u g h t i m e lately, w i t h s t u d e n t s 

d e m o n s t r a t i n g a n d e v e n g e t t i n g r o w d y in o p p o s i t i o n t o 

a l o o s e n i n g o f t h e l a b o r laws. T h a t was j u s t t h e t ip o f t h e 

i c e b e r g , P i e r r e G a r e l l o r e p o r t s . 

T w e n t y years after t h e n u c l e a r - r e a c t o r e x p l o s i o n at 

C h e r n o b y l , a n a u t h o r i t a t i v e s t u d y r e p o r t s t h a t t h e h e a l t h 

c o n s e q u e n c e s w e r e m u c h less severe t h a n p r e d i c t e d . B u t 

s o m e p e o p l e d o n ' t w a n t t o h e a r a b o u t it. J i m P e r o n has 

t h e deta i ls . 

S o m e p e o p l e l a b o r u n d e r t h e m i s c o n c e p t i o n tha t 

g o v e r n m e n t c a n r u n a bus iness , w h e t h e r a n e l ec t r i c 

c o m p a n y o r a hosp i t a l . B u t as M u r r a y R o t h b a r d a r g u e d 

in this 1 9 5 6 F E E T i m e l y Classic, t h e n a t u r e o f g o v e r n 

m e n t a n d t h e n a t u r e o f bus iness are po l e s apar t . 

O u r c o l u m n i s t s ' l abo r s have y i e l d e d a v a r i e d c r o p : 

R i c h a r d E b e l i n g o n p r i n c i p l e s a n d po l i t i c s , L a w r e n c e 

R e e d o n g r o w i n g u p , T h o m a s Szasz o n co l l ege s u i c i d e -

w a t c h , S t e p h e n D a v i e s o n i n c e n t i v e s , a n d R u s s e l l 

R o b e r t s o n t h e n e e d for a m u l t i m e d i a a p p r o a c h to 

t e a c h i n g l iber ty. G e n e C a l l a h a n , r e a d i n g Pau l K r u g m a n ' s 

c l a im t h a t in f la t ion is n o t h i n g t o w o r r y a b o u t , p ro tes t s , 

" I t Jus t A i n ' t S o ! " Sad t o say, after seven years th is is 

R o b e r t s ' s final Freeman c o l u m n . W e ' v e e n j o y e d w o r k i n g 

w i t h h i m , a n d w e wi l l miss h i m . W e w i s h h i m wel l . H i s 

space wi l l b e ably filled b y D a v i d H e n d e r s o n , w h o is 

fami l ia r t o r eade r s o f t h e s e pages . 

I n t h e b o o k d e p a r t m e n t , o u r r e v i e w e r s h a v e s c r u t i 

n i z e d t o m e s o n t w e n t y - f i r s t - c e n t u r y l ibe ra l i sm, a t o p 

social d e m o c r a t ' s legal p h i l o s o p h y , t h e a b o l i t i o n o f 

slavery, a n d t h e g e n d e r w a g e gap. 

— S h e l d o n R i c h m a n 

srichman @fee. org 



Inflation Is a "Phantom Menace"? 
It Just Ain't So! 

B Y G E N E C A L L A H A N 

Pr i n c e t o n U n i v e r s i t y e c o n o m i s t P a u l K r u g m a n , i n 

his NewYork Times c o l u m n o f J u n e 16 , a rgues t h a t 

t h e c u r r e n t fears a b o u t a n inc rease in t h e U . S . 

in f la t ion ra te ac tua l ly p o s e a m o r e s e r i ous t h r e a t t o t h e 

A m e r i c a n e c o n o m y t h a n r i s i ng p r i c e s . 

As h e p u t s it: " I ' m w o r r i e d t o o — b u t n o t a b o u t 

r e c e n t p r i c e increases . W h a t w o r r i e s m e , in s t ead , is t h e 

Fed 's o v e r r e a c t i o n t o t h o s e increases . W h e n it c o m e s t o 

in f la t ion , t h e m a i n t h i n g w e h a v e t o fear is fear itself." 

K r u g m a n a c k n o w l e d g e s tha t t h e r e has b e e n a g e n e r a l 

r ise in p r i c e s o f late, b u t s a y s , " [ T ] h e real issue is w h e t h e r 

there ' s a s e r ious r isk t h a t inf la t ion wi l l b e c o m e e m b e d 

d e d i n t h e e c o n o m y . " H e c o n t i n u e s : " T h e classic e x a m 

ple o f e m b e d d e d inf la t ion is t h e w a g e - p r i c e spiral . . . o f 

t h e 1 9 7 0 s. B a c k t h e n , w h e n e v e r w a g e con t r ac t s c a m e u p 

for r e n e w a l , w o r k e r s d e m a n d e d b i g raises, b o t h t o ca t ch 

u p w i t h past inf la t ion a n d t o offset e x p e c t e d fu ture infla

t i o n . A n d w h e n e v e r c o m p a n i e s c h a n g e d t h e i r p r i ces , 

t h e y raised t h e m b y a lo t , b o t h t o ca t ch u p w i t h past 

w a g e increases a n d t o offset e x p e c t e d fu ture increases ." 

K r u g m a n fails t o exp l a in h o w e m p l o y e r s w e r e able t o 

pay e v e r - h i g h e r w a g e s t o t h e i r w o r k e r s w i t h o u t g o i n g 

b r o k e , o r h o w c o n s u m e r s c o u l d afford t o offer m o r e 

a n d m o r e m o n e y for t h e g o o d s t h e y w a n t e d . A l m o s t 

e v e r y o n e w o u l d l ike t o b e able t o c h a r g e a s teadi ly h i g h 

e r p r i c e for w h a t e v e r h e offers o n t h e m a r k e t . If o n e 

p e r s o n is ab le t o d o so w h i l e m o s t o t h e r s c a n n o t , t h e 

h i g h e r p r i c e wi l l m a k e h i m g e n u i n e l y b e t t e r off, as it 

enab les h i m t o c l a i m a l a rge r share o f to ta l e c o n o m i c 

o u t p u t t h a n h e p r e v i o u s l y c o u l d . B u t it is c lear ly i m p o s 

sible for all m a r k e t p a r t i c i p a n t s t o inc rease t h e re la 

t ive size o f t h e i r " c u t o f t h e p i e " at t h e s a m e t i m e . ( O f 

c o u r s e , i n a g r o w i n g e c o n o m y , t h e p i e i tself is g e t t i n g 

b i g g e r , so success ive slices t h a t are p r o p o r t i o n a l l y 

i den t i ca l still w i l l g r o w abso lu te ly l a rger over t ime . ) 

If p r i c e s are r i s ing across t h e en t i r e e c o n o m y , it u s u 

ally m e a n s t h a t a n increase in t h e supp ly o f m o n e y is 

r e d u c i n g its va lue relat ive t o o t h e r g o o d s . It is t r u e tha t 

this p rocess wi l l e n r i c h t h o s e w h o s e w e a l t h is c o n c e n 

t r a t ed in s tocks o f c o m m o d i t i e s r a t h e r t h a n in cash, b u t 

t ha t h a p p e n s at t h e e x p e n s e o f t h o s e h o l d i n g t h e b u l k o f 

t h e i r w e a l t h in b a n k a c c o u n t s , m o n e y m a r k e t funds , a n d 

f i x e d - i n c o m e p e n s i o n s . Inf la t ion red i s t r ibu tes w e a l t h 

t o w a r d p e o p l e w h o , b y fores ight o r b y l u c k , have a n t i c 

i p a t e d r i s ing p r i c e s , b u t it c a n n o t c rea te p r o s p e r i t y — 

o n l y saving a n d t h e effort t o p r o d u c e w h a t o t h e r p e o p l e 

wi l l app rec i a t e c an d o tha t . 

K r u g m a n tacit ly a c k n o w l e d g e s tha t t h e real sou rce o f 

inf la t ion is t h e treasury 's p r i n t i n g press, n o t abstract " p r e s 

su res" o r "spirals," w h e n h e n o t e s , " T h e F e d eventua l ly 

b r o u g h t t h e inf la t ion o f t h e 1 9 7 0 s u n d e r c o n t r o l " by 

rais ing in teres t rates t o s low t h e g r o w t h o f t h e m o n e y 

supply. If t h e sou rce o f t ha t inf la t ion h a d n ' t b e e n t h e 

f lood o f n e w m o n e y p o u r i n g f rom t h e m o n e t a r y a u t h o r 

ities i n t h e early '70s , t h e n h o w c o u l d c h o k i n g off tha t 

f low have al leviated t h e p r o b l e m ? Sellers, n o d o u b t , 

w o u l d have liked t o c o n t i n u e t o ge t steadily h i g h e r p r ices 

for t h e i r offerings, b u t w h e n t h e F e d s t o p p e d inflat ing 

t h e m o n e y supply, t h e y w e r e n o l o n g e r able t o d o so. 

K r u g m a n c o n t e n d s t h e r e is l i t t le c h a n c e o f a " w a g e -

p r i c e sp i ra l " s e t t i ng off today, b e c a u s e wages a ren ' t 

i nc r ea s ing m u c h . T h a t leads h i m to ask: " B u t if w a g e 

pressures are so m o d e r a t e , w h e r e ' s t h e inf la t ion c o m i n g 

f rom? T h e a n s w e r is s o a r i n g oi l a n d c o m m o d i t y p r i ces . " 

O n c e aga in , m o n e y is n o t a b l y absen t f rom K r u g m a n ' s 
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story. If t h e a m o u n t o f m o n e y in c i r c u l a t i o n hasn ' t 

i nc reased , t h e n a r ise in t h e p r i c e of, say, oi l , g o l d , o r 

w h e a t m u s t b e offset b y a d e c l i n e in t h e p r i c e o f v a r i o u s 

o t h e r g o o d s , m a k i n g for a re la t ively s table p u r c h a s i n g 

p o w e r for t h e dol lar . P e o p l e c a n o n l y s p e n d m o r e o n 

s o m e t h i n g s w i t h o u t s p e n d i n g less o n o t h e r s w h e n t h e r e 

is m o r e m o n e y a r o u n d t h a n t h e r e was b e f o r e t h e p r i c e 

increases . (S ince K r u g m a n m a k e s n o c l a i m t h a t r i s i ng 

c o m m o d i t y p r i c e s have h a d a n i m p a c t o n t h e " v e l o c i t y " 

o f m o n e y , I see n o n e e d t o i n t r o d u c e t h a t c o m p l i c a t i o n 

in r e s p o n d i n g t o his a r g u m e n t . ) 

K r u g m a n e v e n t r ies t o ge t us t o m a k e f r iends w i t h 

inf la t ion : " A n d b e a r in m i n d t h a t m a n y e c o n o m i s t s . . . 

have said t h a t a l i t t le b i t o f i n f l a t i o n . . . is ac tua l ly g o o d 

for t h e e c o n o m y . " Su re , a n d m a n y e c o n o m i s t s o n c e 

c l a i m e d t h a t soc ia l i sm c o u l d p r o v i d e a h i g h e r s t a n d a r d 

o f l iv ing for t h e c o m m o n m a n t h a n cap i t a l i sm c o u l d . 

T h o s e t e m p o r a r i l y m i s t a k i n g a g e n e r a l r ise i n p r i c e s for 

i n c r e a s e d d e m a n d for t h e i r p r o d u c t o r s e rv i ce m a y 

br ief ly b e s p u r r e d i n t o i n c r e a s i n g t h e i r o u t p u t , c r e a t i n g 

t h e a p p e a r a n c e o f a b o o m i n g e c o n o m y . B u t s ince t h e 

inc rease in p r o d u c t i o n is p r o m p t e d b y a m i s u n d e r s t a n d 

i n g o f t h e real e c o n o m i c s i t ua t i on , it i nev i t ab ly wi l l 

resul t i n t h e m i s u s e o f scarce r e sou rce s . O n c e it b e c o m e s 

a p p a r e n t t h a t c o n s u m e r s w e r e n o t real ly e x p r e s s i n g a 

g r e a t e r d e m a n d for t h e g o o d s w h o s e p r i c e s w e r e r i s ing , 

b u t w e r e o n l y b i d d i n g m o r e b e c a u s e m o r e dol lars w e r e 

available t h a n be fo re , t h e n m a n y p r o d u c e r s w i l l c o m e t o 

r e g r e t t h e i r dec i s ions t o inc rease o u t p u t . 

T h e s p u r t o f bus iness ac t iv i ty g e n e r a t e d b y " a l i t t le b i t 

o f i n f l a t i o n " is c lose ly a n a l o g o u s t o t h e s p u r t o f phys ica l 

ac t iv i ty f o l l o w i n g t h e i n g e s t i o n o f " a l i t t le b i t o f speed . " 

B o t h s e e m t o c rea t e pos i t ive results i n t h e s h o r t r u n b u t 

p r o v e t o b e u n s u s t a i n a b l e a n d cos t ly i n t h e l o n g r u n . 

K e y n e s a t t e m p t e d t o dismiss s u c h o b j e c t i o n s t o his o w n 

in f l a t iona ry p r e s c r i p t i o n s b y n o t i n g " i n t h e l o n g r u n , w e 

are all d e a d . " H o w e v e r , in t h e case o f an in f l a t iona ry 

b o o m , t h e " l o n g r u n " is s h o r t e n o u g h t h a t m o s t o f t h o s e 

w h o w e r e p r e s e n t for t h e o p e n i n g act wi l l still b e a r o u n d 

for t h e d e n o u e m e n t . 

Could Be a Problem 

To his c red i t , K r u g m a n d o e s a d m i t t h a t h e " c a n t h i n k 

o f ways in w h i c h in f la t ion c o u l d b e c o m e a p r o b 

l e m . " B u t t h a t m e n t a l exerc ise s h o u l d n ' t t ax a p r i z e -

w i n n i n g e c o n o m i s t v e r y m u c h . F o r i n s t a n c e , it d o e s n o t 

r e q u i r e a n e s o t e r i c a p p r e c i a t i o n o f s o m e a r c a n e e c o 

n o m i c t h e o r y t o c o n c e i v e t h a t in f la t ion c o u l d b e c o m e a 

p r o b l e m b y t e a r i n g apa r t t h e v e r y fabr ic o f social c o o p 

e r a t i o n in a n a t i o n , as it d id , say, i n G e r m a n y in t h e 

1920s , A r g e n t i n a in t h e '70s a n d '80s , o r H u n g a r y at 

t h e c lose o f W o r l d W a r II . It m i g h t also have o c c u r r e d 

t o K r u g m a n t h a t e v e n " m o d e r a t e " in f la t ion is p r o b l e m 

atic, s ince it d i s to r t s t h e p r i c e sys t em, r e w a r d i n g s o m e 

p e o p l e n o t for t h e i r p r o d u c t i v i t y b u t b e c a u s e t h e y c o r 

rec t ly a n t i c i p a t e d r i s i n g p r i c e s , w h i l e p e n a l i z i n g o t h e r s 

w h o s e o n l y sin was t o b e h o l d i n g t o o m u c h cash d u r i n g 

a n in f l a t i ona ry p e r i o d . 

K r u g m a n dec lares t h a t h e is far less c o n c e r n e d b y t h e 

spec t e r o f in f la t ion t h a n h e is a b o u t o t h e r poss ib le e c o 

n o m i c t r o u b l e s , s u c h as " a r ap id ly def la t ing h o u s i n g b u b 

b le . " B u t w h a t p u m p e d u p t h e h o u s i n g b u b b l e in t h e 

first p lace? It is s imp ly a m a n i f e s t a t i o n o f t h e easy m o n e y 

t h a t t h e F e d p r e v i o u s l y s u p p l i e d t o l e n d e r s . T h e a i m o f 

t h a t p o l i c y was t o m a i n t a i n c o n s u m e r s ' e n t h u s i a s m for 

s p e n d i n g , an e n t h u s i a s m g e n e r a t e d by t h e s t eady a n d 

s t r o n g r ise in t h e p r i c e o f t h e i r h o u s e s , t h u s e n a b l i n g 

h o m e o w n e r s t o u p g r a d e t h e i r lifestyles t h r o u g h ref i 

n a n c i n g a n d s e c o n d m o r t g a g e s . 

K r u g m a n is sure ly a w a r e o f t h e m a n y e c o n o m i s t s 

w h o insist t h a t t h e r o o t o f e v e r y in f la t ion is a n inc rease 

i n t h e m o n e y supply, s ince t h a t g r o u p i n c l u d e s s u c h 

p r o m i n e n t figures as t h e N o b e l - p r i z e - w i n n e r M i l t o n 

F r i e d m a n . W h y , t h e n , d o e s n ' t h e e v e n mention m o n e t a r y 

t h e o r i e s o f in f la t ion in his c o l u m n ? T h e o n l y r e a s o n I 

c a n i m a g i n e is t h a t K r u g m a n ' s c o m m i t m e n t t o i n c r e a s 

i n g t h e p o w e r o f t h e s tate b l inds h i m t o t h e f u n d a m e n 

tal c h a r a c t e r o f inf la t ion: it is t h e c o n s e q u e n c e o f t h e 

g o v e r n m e n t p r i n t i n g n e w m o n e y t o a c h i e v e s o m e p o l i 

cy goa l b y s tea l th , w i t h o u t t h e u n p o p u l a r m o v e o f ra i s 

i n g taxes . 
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Are CEOs Paid Too Much? 

B Y R O B E R T P. M U R P H Y 

On e o f Reader's Digest's m o r e p o p u l a r sec t ions 

is " T h a t ' s O u t r a g e o u s ! " W h e n t h e fea ture 

spo t l igh t s g o v e r n m e n t p o r k - b a r r e l p ro jec t s , 

ab s u rd z o n i n g r e s t r i c t ions o n h o m e o w n e r s , o r i l logical 

r e g u l a t i o n s o n smal l bus iness , l i be r t a r i ans c a n a p p l a u d . 

U n f o r t u n a t e l y t h e O c t o b e r 2 0 0 5 issue f ea tu red a c o l 

u m n tha t f o c u s e d o n " o u t r a g e o u s " C E O p a c k a g e s , a n 

e n d u r i n g con t roversy . T h e w r i t e r , M i c h a e l C r o w l e y , d i s 

p l ayed p r e c i o u s l i t t le k n o w l e d g e o f e c o n o m i c s , a n d at 

t i m e s his c o m p l a i n t s w e r e d o w n r i g h t c o n t r a d i c t o r y . 

T h e a r t ic le b e g i n s w i t h t h e a n e c d o t e a b o u t S t e p h e n 

C r a w f o r d , t h e n t h e c o - p r e s i d e n t o f M o r g a n Stanley. A 

f e w m o n t h s after a c c e p t i n g this p r o m o t i o n , C r a w f o r d 

q u i t d u r i n g a " m a n a g e m e n t s h a k e - u p " a n d " s t ro l l ed off 

w i t h a s e v e r a n c e p a c k a g e t h a t i n c l u d e d t w o yea r s ' salary 

a n d b o n u s , " w h i c h a m o u n t e d t o $ 3 2 m i l l i o n . To m a k e 

sure his r eade r s are suff icient ly o u t r a g e d , C r o w l e y p o i n t s 

o u t t h a t " C r a w f o r d p u l l e d in $ 5 4 , 0 0 0 per hourl" 

B e f o r e d e l v i n g i n t o t h e c o n c e p t u a l issues, let's b e 

c lear o n w h e r e t h a t n u m b e r c o m e s f rom. It is o b v i o u s l y 

d u e t o C r a w f o r d ' s q u i t t i n g m u c h s o o n e r t h a n a n y o n e 

( p r o b a b l y i n c l u d i n g himself) p r e d i c t e d w h e n t h e c o n 

t r ac t w a s o r i g i n a l l y n e g o t i a t e d . ( H a d t h e s h a k e u p 

o c c u r r e d six w e e k s earl ier , C r a w f o r d w o u l d ' v e e a r n e d 

o v e r $ 1 0 0 , 0 0 0 p e r h o u r , a c c o r d i n g t o this m e t h o d . ) T h i s 

is c e r t a in ly a m i s l e a d i n g a p p r o a c h , especia l ly w h e n c o n 

t ras t ing it w i t h t h e m e a n a n n u a l e a r n i n g s o f w o r k e r s (as 

C r o w l e y d o e s ) . If o n e w a n t s t o s h o w h o w m u c h m o r e 

C E O s ge t p a i d — a n d o f c o u r s e t h e y do g e t p a i d far, far 

m o r e t h a n t h e average w o r k e r — t h e n a fairer c o m p a r i 

s o n w o u l d h a v e b e e n m e a n a n n u a l e a r n i n g s o f w o r k e r s 

versus mean annual e a r n i n g s o f C E O s . (Later, C r o w l e y 

fo l lows this m o r e r e a s o n a b l e r o u t e a n d r e p o r t s t ha t in 

2 0 0 3 " C E O s w e r e p a i d ove r 3 0 0 t i m e s w h a t t h e average 

p r o d u c t i o n w o r k e r made . " ) To p i c k a n e x a m p l e l ike 

C r a w f o r d r igs t h e c o m p a r i s o n ; o n e c o u l d ce r t a in ly f ind 

cases o f average J o e s w h o q u i t o r w e r e laid off after o n l y 

w o r k i n g a v e r y s h o r t t i m e , a n d h e n c e w h o s e " h o u r l y 

e a r n i n g s " w o u l d a p p e a r vastly inf la ted. 

F o r e x a m p l e , I myse l f was o n c e sen t h o m e after o n l y 

w o r k i n g a b o u t t e n m i n u t e s as a r e cep t i on i s t in a l a w 

f i rm; I h a d b e e n sent t h e r e by m y t e m p agency, a n d it 

t u r n e d o u t I was un fami l i a r w i t h t h e p h o n e sys t em at 

t h e f i rm. N o n e t h e l e s s , I still g o t p a i d for at least o n e 

h o u r (possibly m o r e , I can ' t r e m e m b e r ) o f w o r k . U s i n g 

C r o w l e y ' s a p p r o a c h , h e c o u l d a r g u e tha t t h e case o f 

R o b e r t M u r p h y s h o w s tha t s o m e I r i sh w o r k e r s are p a i d 

six t i m e s m o r e p e r h o u r t h a n t h e m e d i a n t e m p w o r k e r . 

E v e n o n its o w n t e r m s , t h e ca l cu la t ion is suspect . 

C r o w l e y isn' t expl ic i t a b o u t w h e r e t h e $ 5 4 , 0 0 0 p e r h o u r 

f igure c o m e s f rom, b u t w e d o k n o w tha t t h e to ta l p a c k 

age was $ 3 2 m i l l i o n a n d tha t C r a w f o r d qu i t " [ a ] b o u t 100 

d a y s " after s t a r t ing in t h e n e w spot . Wel l , $ 3 2 m i l l i o n 

d i v i d e d b y 100 is $ 3 2 0 , 0 0 0 p e r day, w h i c h w o r k s o u t t o 

$ 4 0 , 0 0 0 p e r h o u r if w e a s s u m e e igh t h o u r s o f w o r k p e r 

day. T h u s t o ge t t h e h i g h e r f igure o f $ 5 4 , 0 0 0 , C r o w l e y 

m u s t b e a s s u m i n g tha t , i n a d d i t i o n t o w o r k i n g o n l y e igh t 

h o u r s p e r day, C r a w f o r d o n l y w o r k e d five days p e r w e e k . 

N o w I d o n ' t k n o w t o o m u c h a b o u t b e i n g c o - p r e s i d e n t 

o f M o r g a n Stanley, b u t e v e n so, I ' m q u i t e sure tha t this 

j o b r equ i re s m o r e t h a n 4 0 h o u r s o f w o r k p e r w e e k . 

O f c o u r s e , t he se m i n o r qu ibb le s a b o u t t h e f igure 

o v e r l o o k t h e b igges t o b j e c t i o n : So what if C E O s e a r n 

m o r e m o n e y t h a n m o s t o t h e r w o r k e r s ? I n a free m a r k e t 

(and b e l o w w e deal w i t h t h e c o m p l i c a t i o n tha t in today 's 

w o r l d t h e r e is n o t ru ly free m a r k e t ) , t h e p r i c e o f l abo r 
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c o r r e s p o n d s t o its m a r g i n a l p r o d u c t . T h a t is, c o m p e t i t i o n 

ensu res t h a t w o r k e r s are p a i d a c c o r d i n g t o h o w m u c h 

a d d i t i o n a l r e v e n u e t h e y b r i n g i n t o t h e i r e m p l o y e r . T h e 

fact t h a t s o m e types o f l a b o r c o m m a n d t h o u s a n d s o f 

t i m e s m o r e m a r k e t v a l u e is n o m o r e s u r p r i s i n g o r o u t 

r a g e o u s t h a n t h e fact t h a t s o m e g o o d s in t h e m a r k e t 

p l ace ( such as a h o u s e ) h a v e a p r i c e h u n d r e d s o f 

t h o u s a n d s o f t i m e s h i g h e r t h a n t h e p r i c e s o f o t h e r g o o d s 

(such as a p a c k o f g u m ) . 

O d d l y e n o u g h , it is t h e critics o f capi ta l i sm w h o 

impl ic i t ly c l a im tha t m a r k e t va lue s h o u l d c o r r e s p o n d to 

e th ica l w o r t h . N o c o m p e t e n t e c o n o m i s t w o u l d a r g u e 

tha t S t e p h e n C r a w f o r d was a g o o d p e r s o n b e c a u s e h e 

e a r n e d so m u c h m o n e y , j u s t as n o e c o n o m i s t w o u l d 

a r g u e t h a t a t e lev i s ion set is e th ica l ly s u p e r i o r t o a c o p y 

o f t h e H o l y B i b l e b e c a u s e o f its h i g h e r p r i c e . N o , t h e 

o n l y t h i n g e c o n o m i c sc i ence can say is t ha t S t e p h e n 

Crawford ' s services w e r e in h i g h e r d e m a n d t h a n t h e 

services o f (say) t h e j a n i t o r s at M o r g a n Stanley. So l o n g 

as t h e l abor cont rac ts are voluntary , t he r e really isn't an 

issue o f fairness (subject t o t h e c o m p l i c a t i o n n o t e d above) . 

L a t e r i n t h e ar t ic le , C r o w l e y raises c o n c e r n s t h a t m a y 

t r o u b l e e v e n a g e n u i n e s u p p o r t e r o f t h e free m a r k e t . O f 

c o u r s e it m a k e s pe r f ec t sense t h a t successful c o r p o r a t e 

execu t ives e a r n m i l l i o n s o f dol la rs . B u t w h a t o f t h e 

s t r ange cases o f " c o r p o r a t e l eade r s ac tua l ly failing t h e i r 

w a y t o r i c h e s " ? C r o w l e y gives us s o m e a l legedly o u t r a 

g e o u s e x a m p l e s o f this t r e n d : 

V i a c o m C E O S u m n e r R e d s t o n e t o o k h o m e 

a b o u t $ 2 8 m i l l i o n in 2 0 0 4 , i n c l u d i n g a b o n u s o f $ 1 6 . 5 

m i l l i o n , e v e n as his c o m p a n y ' s s t o c k d r o p p e d 11 p e r 

c e n t d u r i n g t h e fiscal year . A p p l i e d M a t e r i a l s C E O 

M i k e S p l i n t e r g o t a t i dy $ 5 m i l l i o n b o n u s in 2 0 0 4 , 

de sp i t e a s t o c k sl ide o f m o r e t h a n 2 2 p e r c e n t . T h a t 

s a m e yea r R i c k W a g o n e r , C E O o f G e n e r a l M o t o r s , 

saw G M s t o c k p l u n g e 2 5 p e r c e n t , ye t h e still p o c k e t 

e d a $ 2 . 5 m i l l i o n b o n u s — o n l y s l ight ly less t h a n his 

a w a r d in 2 0 0 3 , w h e n G M s t o c k ac tua l ly rose . S o 

m u c h for accoun tab i l i t y . 

As n o t e d , this p h e n o m e n o n is ini t ia l ly q u i t e p u z z l i n g . 

W h y w o u l d f i rms r e w a r d i n c o m p e t e n t execu t ives? 

D o n ' t t h e y w a n t t o m a k e m o n e y ? Yet b e f o r e d i smiss ing 

p o w e r b r o k e r s i n t h e bus iness c o m m u n i t y as self-

A r e C E O s P a i d Too M u c h ? 

d e s t r u c t i v e a n d / o r i n c r e d i b l y s tup id , p e r h a p s w e s h o u l d 

g ive t h e m t h e bene f i t o f t h e d o u b t a n d search for a 

r a t i ona l e x p l a n a t i o n . 

T h e m o s t i m p o r t a n t p o i n t t h a t scoffers l ike C r o w l e y 

o v e r l o o k is t h a t t h e bus iness w o r l d is u n c e r t a i n . W h e n a 

c o m p a n y b r i n g s in a n e w e x e c u t i v e , it is n o t at all o b v i 

o u s w h a t steps h e o r she s h o u l d t ake t o t u r n t h e c o m 

p a n y a r o u n d a n d b o o s t prof i ts . (If it were o b v i o u s , t h e 

c o m p a n y w o u l d n ' t w a s t e mi l l i ons o f dol lars h i r i n g t h e 

execu t ive . ) N o w regardless o f t h e execut ive ' s c o m p e 

t e n c e , it is en t i r e ly poss ib le t h a t t h e p l a n w i l l f a i l — a n d 

t h e e x e c u t i v e k n o w s this as w e l l as a n y o n e else. B e c a u s e 

o f this , it w o u l d b e v e r y r i sky for s u c h a n e x e c u t i v e t o 

s ign a c o n t r a c t i n w h i c h , say, h e o r she e a r n e d $ 2 0 m i l 

l i o n if t h e c o m p a n y w e r e prof i tab le , b u t $ 5 0 , 0 0 0 if t h e 

c o m p a n y t anks . R a t h e r t h a n s ign that c o n t r a c t , t h e e x e c 

u t ive ( w h o m u s t b e q u i t e ski l led t o b e offered s u c h a j o b 

i n t h e first p lace) c o u l d c o n s u l t o r t ake a less g l a m o r o u s 

p o s i t i o n a n d e a r n , say, $5 m i l l i o n for sure . 

T h i s p r i n c i p l e — t h a t a n e x e c u t i v e gets p a i d h a n d 

s o m e l y e v e n if t h e c o m p a n y d o e s p o o r l y — d o e s n ' t s e e m 

o u t r a g e o u s w h e n t h e n u m b e r s are l ower . F o r e x a m p l e , 

w h e n G M s t o c k p l u n g e d 2 5 p e r c e n t , d i d C r o w l e y 

e x p e c t t h e a s s e m b l y - l i n e w o r k e r s t o g ive b a c k a q u a r t e r 

o f t h e i r w a g e s for t h a t year? If n o t , w h y n o t ? Af te r all, if 

t h e p u b l i c s tops b u y i n g G M vehic les , t h e serv ices o f t h e 

a s s e m b l y - l i n e w o r k e r s a ren ' t as va luab le . T h e s imp le 

answer , o f c o u r s e , is t h a t t h e a s s e m b l y - l i n e w o r k e r d o e s 

n ' t w a n t his c o n t r a c t c o n t i n g e n t o n t h e overal l prof

i tabi l i ty o f t h e c o m p a n y ; h e w a n t s t o b e p a i d — a n d t o 

ge t his p e n s i o n a n d o t h e r benef i t s s h o u l d h e re t i re o r 

q u i t — w h e t h e r o r n o t t h e c o m p a n y ' s s t o c k d o e s we l l . If 

it's a c c e p t a b l e for t h e a s s e m b l y - l i n e w o r k e r s , w h y n o t for 

t h e C E O t o o ? 

Greater Influence 

Naturally, t h e r e is o n e o b v i o u s d i f fe rence in this 

r e spec t b e t w e e n a s s e m b l y - l i n e w o r k e r s (or j a n i t o r s 

a n d recep t ion i s t s ) a n d C E O s : Fa r m o r e so t h a n these 

o t h e r e m p l o y e e s , t h e C E O c a n grea t ly i n f l u e n c e t h e 

prof i tab i l i ty o f t h e c o m p a n y . R a t h e r t h a n g i v i n g t h e 

C E O a we l l - spec i f i ed set o f i n s t r u c t i o n s t o m e c h a n i c a l 

ly i m p l e m e n t , t h e p e o p l e h i r i n g h i m a l l ow far m o r e d i s 

c r e t i o n . Af te r all, t h e C E O is b r o u g h t i n t o r u n t h e 

c o m p a n y . 

9 O C T O B E R 2006 



R o b e r t P. M u r p h y 

Yet th is d i f fe rence s h o w s u p q u i t e c lear ly in t h e m a r 

ke t : C E O s a n d o t h e r execu t ives do ge t p a i d a c c o r d i n g t o 

h o w w e l l t h e c o m p a n y d o e s . I n a d d i t i o n t o a base salary, 

t h e s e execu t ives are o f t en p a i d in s t o c k o p t i o n s . A s t o c k 

o p t i o n (specifically a call) gives its o w n e r t h e r i g h t t o 

p u r c h a s e shares o f s t o c k at a specific p r i c e , cal led t h e 

s t r ike p r i c e . T h e r e f o r e , if t h e ac tua l m a r k e t p r i c e o f t h e 

s t o c k is l o w e r t h a n t h e s t r ike p r i c e , t h e o p t i o n is w o r t h 

less. B u t if, t h r o u g h t h e i r b e h a v i o r , execu t ives c a n b o o s t 

t h e c o m p a n y ' s s t o c k p r i c e a b o v e t h e s t r ike p r i c e , t h e 

o p t i o n s are va luab le in p r o p o r t i o n t o t h e d i f fe rence 

b e t w e e n t h e s t r ike a n d ac tua l p r i c e s . 

G i v e n his o u t r a g e o v e r execu t ives b e i n g p a i d r e g a r d 

less o f profi tabi l i ty, o n e w o u l d e x p e c t C r o w l e y to b e a 

h u g e a d v o c a t e o f p a y i n g C E O s in n o t h i n g b u t s t o c k 

o p t i o n s , w h i c h pe r fec t ly ta i lor e a r n -

ings t o t h e success o f t h e c o m p a n y . Yet 

C r o w l e y c o m p l a i n s a b o u t t h e fairness 

o f this t o o , e v e n w i t h h i g h l y successful 

c o m p a n i e s . H e cites t h e case o f Y a h o o ! 

C E O T e r r y S e m e l , w h o t o o k a d v a n 

t age o f $ 2 3 0 m i l l i o n in s t o c k o p t i o n s 

i n 2 0 0 4 : 

T h e average J o e m i g h t b e m o r e 

o u t r a g e d if h e u n d e r s t o o d t h e sorts 

o f p a y o u t s a n d benef i t s t h a t c o r p o 

ra te brass are g e t t i n g . S t o c k g ran t s 

still p r o v i d e a w indfa l l for m a n y 

c h i e f execu t i ve s , de sp i t e n e w r e g u 

la t ions t h a t fo rce c o m p a n i e s t o a c c o u n t for o p t i o n s as 

e x p e n s e s . Y a h o o ! C E O T e r r y S e m e l exe rc i sed $ 2 3 0 

m i l l i o n in o p t i o n s last year . H i s c o m p a n y has h a d 

s t r o n g e a r n i n g s o f late so it's fair t o say t h a t S e m e l 

e a r n e d his $ 6 0 0 , 0 0 0 salary, p lus a hef ty a w a r d for 

b o o s t i n g t h e s t o c k p r i c e . B u t $ 2 3 0 mi l l i on? C o m e 

o n . 

N o w w h a t exac t ly is C r o w l e y ' s d e f i n i t i o n of fairness? 

If S e m e l is p a i d a la rge c h u n k o f o p t i o n s , a n d u n d e r 

his l e a d e r s h i p Y a h o o ! s t o c k rises t r e m e n d o u s l y , w h y 

s h o u l d n ' t h e b e r e w a r d e d in p r o p o r t i o n t o this gain? A t 

this p o i n t w e c a n see past C r o w l e y ' s o t h e r a l leged a r g u 

m e n t s ; his bas ic o b j e c t i o n is o b v i o u s l y tha t $ 2 3 0 m i l l i o n 

is m o r e t h a n anyone s h o u l d e a r n , p e r i o d . 

If the compensation 
packages are as high 
as they are, it's 
because that's what 
firms need to offer to 
attract and retain 
these highly skilled 
individuals. 

Arbitrary Limit 

Th e r e are t h r e e p r o b l e m s w i t h this p o p u l a r v iew. 

First , t h e u p p e r l imi t t ha t " d e c e n c y " al lows is a r b i 

t ra ry ; n o d o u b t m a n y p e o p l e w o u l d also d e n y t h e fair

ness o f Semel ' s $ 6 0 0 , 0 0 0 base salary. ( " W e ' v e g o t 

s t a rv ing c h i l d r e n in t h e streets a n d s o m e g u y w h o heads 

a c o m p a n y o f s p a m m e r s gets 6 0 0 g r a n d a year?!") 

S e c o n d , w e m u s t a c c e p t t ha t in t h e m o d e r n e c o n o 

my, w i t h b i l l ions o f p o t e n t i a l c o n s u m e r s w o r l d w i d e , c e r 

ta in ind iv idua l s have e x t r a o r d i n a r y e a r n i n g p o w e r o n 

t h e o p e n m a r k e t . If s o m e o n e l ike S e m e l (or, a s t r onge r 

case, Bil l Gates) can a d d h u n d r e d s o f mi l l ions o f dol lars 

o f va lue to an o r g a n i z a t i o n (as j u d g e d by t h e s p e n d i n g 

hab i t s o f c o n s u m e r s ) , t h e n t o not pay h i m a c c o r d i n g l y 

j u s t m e a n s t h a t s o m e o n e else gets t h e m o n e y . W h a t e v e r 

h a p p e n e d t o t h e p r i n c i p l e o f l abo r 

b e i n g pa id t h e full va lue o f its p r o d u c t ? 

If S e m e l o n l y go t , say, $1 mi l l i on , t h e n 

Y a h o o ! s h a r e h o l d e r s (a g r o u p ha rd ly in 

n e e d o f char i ty ) w o u l d b e $ 2 2 9 m i l 

l i on r i che r . W o u l d this o u t c o m e b e 

fairer t h a n w h a t ac tual ly h a p p e n e d ? 

T h i r d , w e m u s t c o n s i d e r t h e p r o b 

l e m o f incen t ives . If c e r t a in m a r k e t 

e x c h a n g e s are p r e v e n t e d b e c a u s e p e o 

p le s u c h as C r o w l e y f ind t h e m u n c o n 

sc ionab le , t h e n t h e ind iv idua l s i nvo lved 

m a y s top w o r k i n g as m u c h o r as ha rd . 

F o r e x a m p l e , if S e m e l k n e w tha t o u t 

s ide r s w o u l d c o n f i s c a t e his s t o c k 

o p t i o n s if t h e s t o c k p r i c e rose t o o m u c h , t h e n h e 

w o u l d n ' t have p u t in t h e l o n g h o u r s a n d sleepless n igh t s 

t ha t h e u n d o u b t e d l y d id d u r i n g t h e year in q u e s t i o n . 

T h i s is a p o i n t l iable t o m i s i n t e r p r e t a t i o n , a n d it's 

p r o b a b l y easier t o s w i t c h c o n t e x t s t o profess ional spor t s . 

E c o n o m i c s tells us tha t p l a c i n g a l imi t of, say, $1 m i l l i o n 

o n salaries w o u l d r e d u c e t h e incen t ives for star a th le tes . 

N o w t h e c r i t ic m i g h t scoff a n d say, " C o m e o n ! W h e t h e r 

t h e y m a k e $1 m i l l i o n o r $ 3 0 mi l l i on , p e o p l e wi l l still g o 

i n t o t h e N B A . T h a t t y p e o f cap isn' t g o i n g to affect a n y 

b o d y ' s ca ree r c h o i c e . " Yet this o b j e c t i o n o v e r l o o k s t h e 

marginal n a t u r e o f e c o n o m i c dec i s ions . Yes, a first-round 

draft c h o i c e wil l still g o p r o ( ra ther t h a n b e c o m e an 

a c c o u n t a n t ) e v e n w i t h a $1 m i l l i o n cap. B u t he ' l l p r o b 

ably re t i re m u c h earlier. (In t h e e x t r e m e , c o n s i d e r t h e 
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h e a v y w e i g h t c h a m p i o n o f t h e w o r l d — o n c e h e ea rns his 

t i t le , h e w o n ' t d e f e n d it n e a r l y as o f t en if p e o p l e l ike 

C r o w l e y ge t t o dismiss m u l t i m i l l i o n - d o l l a r p a y m e n t s as 

unfa i r ly h igh . ) 

T h i s r e a s o n i n g appl ies e v e n m o r e so t o l e a d e r s h i p 

p o s i t i o n s in la rge c o m p a n i e s . Espec ia l ly w h e n c o n s i d 

e r e d in t h e a g g r e g a t e , if " o u t r a g e o u s " c o m p e n s a t i o n 

p a c k a g e s are f o r b i d d e n , t h e qua l i t y o f c o r p o r a t e l e a d e r 

sh ip wi l l suffer. T h e s e p e o p l e a ren ' t qua l i f ied for just 

C E O spots , a n d t h e y ' r e w e l l aware o f t h e social s t i gma 

against b i g bus iness . If t h e c o m p e n s a t i o n p a c k a g e s 

are as h i g h as t h e y are , it's b e c a u s e that 's w h a t f i rms 

n e e d t o offer t o a t t rac t a n d r e t a in t h e s e h i g h l y ski l led 

ind iv idua l s . O f c o u r s e , th is p h e n o m e n o n isn ' t p e c u l i a r t o 

c o r p o r a t e - l e a d e r s h i p p o s i t i o n s ; i f w e d e c l a r e d t o m o r r o w 

t h a t b r a i n s u r g e o n s c o u l d o n l y m a k e 

5 0 p e r c e n t o f t h e i r c u r r e n t salaries, t h e 

f r e q u e n c y a n d qua l i t y o f b r a i n s u r g e r y 

w o u l d p l u m m e t . 

Entrenched Management? 

Of c o u r s e , a n y r e a d e r w h o has 

ac tua l ly w o r k e d in (or o w n s 

s t o c k in) a la rge c o r p o r a t i o n m a y 

re jec t t h e a b o v e d e s c r i p t i o n as na ive . 

I n t h e real w o r l d , s u c h a r e a d e r m i g h t 

ob j ec t , m o s t s h a r e h o l d e r s i n p r a c t i c e 

exerc ise n o c o n t r o l ove r m a n a g e m e n t . 

S u p p o s e , for e x a m p l e , t h a t 8 5 p e r c e n t 

o f t h e s h a r e h o l d e r s ( c o n s i s t i n g o f 

t h o u s a n d s o f p e o p l e w h o e a c h o w n e d far less t h a n 1 p e r 

c e n t o f t h e s tock) t h o u g h t t h e C E O m a d e far t o o m u c h 

m o n e y . E v e n so, w o u l d it real ly b e w o r t h it for t h e m t o 

o r g a n i z e a n d d e m a n d t h a t t h e c o r p o r a t e b o a r d d o s o m e 

t h i n g ? Af te r all, t h e i n c r e a s e d d i v i d e n d s m a d e poss ib le b y 

s u c h c o s t - c u t t i n g w o u l d n ' t t rans la te i n t o v e r y m u c h p e r 

s h a r e h o l d e r . I n th is e n v i r o n m e n t , m a n a g e m e n t b e c o m e s 

e n t r e n c h e d a n d a lavish c o r p o r a t e c u l t u r e takes over , 

w i t h k e p t b o a r d m e m b e r s a p p r o v i n g t h e j e t - s e t t i n g 

lifestyle o f t h e C E O a n d his c ron i e s . 

As s o m e o f t h e r e c e n t scandals sugges t , t h e r e de f i 

n i t e ly s e e m s t o b e at least a g r a i n o f t r u t h in s u c h c la ims . 

Yet it n o n e t h e l e s s r e m a i n s a p u z z l e t o t h e f r e e - m a r k e t 

e c o n o m i s t . F o r e v e n if i n d i v i d u a l s h a r e h o l d e r s w o u l d n ' t 

find it w o r t h w h i l e t o o r g a n i z e a n d p u t a n e n d t o p ro f l i -

Government 
regulation muffles 
this threat and thus 
allows entrenched 
businesses a margin 
of profligacy that 
they otherwise would 
not enjoy 

ga te abuses b y m a n a g e m e n t , s u c h w a s t e w o u l d n o n e t h e 

less s h o w u p in t h e stock price o f t h e firm. If, for e x a m 

ple , m a n a g e m e n t co l lec t ive ly f r i t t e red away $ 1 0 m i l l i o n 

p e r yea r i n unjus t i f iable e x p e n s e s , t h e to ta l shares o f t h e 

c o r p o r a t i o n w o u l d b e v a l u e d a r o u n d $ 2 0 0 m i l l i o n less 

t h a n t h e y o t h e r w i s e w o u l d b e , a s s u m i n g a n efficient 

s t o c k m a r k e t a n d a n in t e res t r a t e o f 5 p e r c e n t . (Th i s is 

b e c a u s e $ 2 0 0 m i l l i o n is t h e p r e s e n t d i s c o u n t e d v a l u e o f 

a p e r p e t u a l s t r e a m o f $ 1 0 m i l l i o n a n n u a l d iv idends . ) 

S u c h a c o r p o r a t i o n w o u l d t h e n b e a p r i m e t a rge t for t h e 

m u c h rev i l ed corporate raider. The r a i de r w o u l d i n s t i t u t e a 

" h o s t i l e t akeover , " i n w h i c h h e b o u g h t u p a c o n t r o l l i n g 

share in t h e c o r p o r a t i o n (by o f fe r ing far m o r e t h a n t h e 

c u r r e n t p r i c e p e r share t o t h e s t o c k h o l d e r s ) a n d t h e n 

u s e d his p o w e r t o fire o r s t r a i g h t e n o u t t h e ineff ic ient 

m a n a g e r s . Af te r c l e a n i n g h o u s e t h e 

c o r p o r a t i o n ' s d i v i d e n d s a n d / o r s t o c k 

p r i c e w o u l d r ise accord ing ly , n e t t i n g 

t h e r a ide r a prof i t . 

T h u s w e see t h a t i n t h e free m a r k e t , 

e v e n t h e realist ic p r o b l e m s w i t h " d e m 

o c r a t i c " m e c h a n i s m s can always b e 

o v e r c o m e in t h e final analysis b y a 

" s t r o n g m a n , " i .e. t h e c o r p o r a t e ra ider . 

(It s h o u l d g o w i t h o u t say ing t h a t t h e s e 

po l i t i ca l m e t a p h o r s are j u s t tha t ; i n a 

free m a r k e t all t r ansac t ions are v o l u n 

t a ry e x c h a n g e s o f p rope r ty . ) C o n s e 

quen t ly , if C E O s a n d o t h e r m e m b e r s 

o f u p p e r m a n a g e m e n t m a k e i n c r e d i b l y 

h i g h e a r n i n g s y e a r after year , it m u s t b e t h a t t h e s h a r e 

h o l d e r s find t h e i r serv ices w o r t h t h e e x p e n s e . I n s o m e 

cases it m a y t ake t h e o u t s i d e analyst s o m e effort t o d i s 

c o v e r how, b u t w e s h o u l d n ' t d o u b t t h a t t h e s h a r e h o l d e r s 

are careful w i t h t h e i r m o n e y . 

U n f o r t u n a t e l y , I c a n n o t c lose t h e analysis o n this 

o p t i m i s t i c n o t e . F o r t h e a b o v e relies o n t h e a s s u m p t i o n 

o f a free m a r k e t i n c o r p o r a t e t akeove r s , a n d tha t is 

d e c i d e d l y l a c k i n g . I n t h e p r e s e n t legal a n d cu l t u r a l e n v i 

r o n m e n t , so - ca l l ed c o r p o r a t e ra iders are e v e n m o r e 

desp i sed t h a n g o l d e n - p a r a c h u t i n g C E O s . R e g u l a t i o n s 

severe ly res t r ic t so - ca l l ed hos t i l e t akeove r s , a n d h e n c e 

h a m p e r t h e abi l i ty o f s h a r e h o l d e r s t o res t ra in t h e i r m a n 

agers . F o r e x a m p l e , t h e federa l W i l l i a m s A c t (1968) c o m 

pels a w o u l d - b e r a ide r t o dec la re his i n t e n t i o n s after 
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a c q u i r i n g 5 p e r c e n t o f a c o r p o r a t i o n ' s shares. D e c l a r i n g 

one ' s i n t e n t i o n t o t ake over a c o m p a n y w o u l d l ikely p u s h 

u p t h e s tock p r i c e , m a k i n g t h e t akeove r p lan unfeasible . 

T h e m a r k e t ' s o t h e r c h e c k s o n ineff ic ient m a n a g e 

m e n t are stifled as we l l . Af te r all, e v e n b e f o r e t h e f i n a n 

cial i n n o v a t i o n s a l l o w i n g t h e issue o f " j u n k b o n d s " a n d 

hos t i l e t akeove r s , t h e r e was always a sure- f i re w a y t o 

k e e p c o r p o r a t e officers in l ine : a n y f i rm t h a t w a s t e d t o o 

m u c h m o n e y o n fancy offices a n d e x e c u t i v e pe rks 

w o u l d b e v u l n e r a b l e t o its c o m p e t i t o r s . A g a i n , this i n i 

tially p o s e s a p u z z l e for cr i t ics s u c h as C r o w l e y ; if o u t r a 

g e o u s c o m p e n s a t i o n for C E O s is so e n d e m i c i n 

A m e r i c a n c o r p o r a t e c u l t u r e , w h y d o n ' t n e w f i rms e n t e r 

t h e s e i n d u s t r i e s a n d d r i v e t h e o l d o n e s o u t o f business? 

B u t as w i t h hos t i l e t akeover s , so t o o w i t h n e w 

e n t r a n t s t o i n d u s t r y : G o v e r n m e n t r e g u l a t i o n muffles this 

t h r ea t a n d t h u s al lows e n t r e n c h e d businesses a m a r g i n o f 

prof l igacy tha t t h e y o t h e r w i s e w o u l d n o t enjoy. M a n y 

p e o p l e (especially y o u n g s tuden ts ) n e w to t h e ideas o f 

laissez faire be l i eve tha t b i g bus iness o p p o s e s g o v e r n 

m e n t m e d d l i n g , b u t this is na ive a n d c o n t r a d i c t e d b y t h e 

h i s t o r y o f ac tua l leg is la t ion . Ironically, t h e prof i tabi l i ty o f 

b i g bus iness c an actual ly b e enhanced w h e n t h e g o v e r n 

m e n t regula tes a n indus t ry , b e c a u s e t h e b i g f i rms can 

m o r e easily h a n d l e t h e fixed costs o f filling o u t p a p e r 

w o r k , p r o v i d i n g a " sa fe" w o r k i n g e n v i r o n m e n t , p r o v i n g 

t h a t t h e y are m a k i n g eve ry effort t o c o m p l y w i t h affir

m a t i v e a c t i o n goals , a n d so o n . In this e n v i r o n m e n t , 

w o u l d - b e c o m p e t i t o r s face a d d i t i o n a l h u r d l e s if t h e y 

w a n t t o c h a l l e n g e t h e large i n c u m b e n t s , a n d t h u s t h e la t 

te r m a y i n d e e d ge t away w i t h lavish e x p e n d i t u r e s tha t 

w o u l d b e s h o r t - l i v e d in a t ru ly free m a r k e t . (f| 

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 

B Y C H R I S T O P H E R L I N G L E 

Ma n y d e v e l o p i n g a n d e m e r g i n g m a r k e t 

e c o n o m i e s are s t r u g g l i n g t o k e e p t h e i r e c o 

n o m i c g r o w t h rates h i g h e n o u g h t o raise 

loca l s t andards o f l iv ing . M o r e o v e r , m a n y g o v e r n m e n t s 

r e s p o n d e d t o l a g g i n g e c o n o m i c c o n d i t i o n s b y p r o m o t 

i n g e x p o r t - l e d g r o w t h , e v i d e n t i n t h e i r obses s ion w i t h 

r e s t r a in ing t h e a p p r e c i a t i o n o f t h e i r c u r r e n c i e s . W h i l e 

C h i n a w i l l i m m e d i a t e l y c o m e t o m i n d in th is r ega rd , it 

is j o i n e d b y m a n y o t h e r s , i n c l u d i n g 

J a p a n , S o u t h K o r e a , a n d T a i w a n , t o 

n a m e a few. 

T h e s i m p l e l og i c b e h i n d e x p o r t -

l ed g r o w t h is t h a t h i g h e r fo re ign 

d e m a n d for d o m e s t i c g o o d s a n d s e r v 

ices w i l l b o o s t loca l e c o n o m i c ac t i v i 

ty a n d b r i n g h i g h e r r a t e s o f 

l o n g - t e r m g r o w t h . U n d e r l y i n g this 

l og ic is a t e c h n i c a l n o t i o n t h a t e c o n 

omis t s refer t o as a n " e x p e n d i t u r e 

mul t ip l i e r . " 

M u l t i p l i e r s are e x p l a i n e d b y t r a c 

i n g t h e effect o f n e w s p e n d i n g 

t h r o u g h t h e e c o n o m y as it s u p p o s e d 

ly passes t h r o u g h m a n y h a n d s . F o r 

e x a m p l e , a s s u m e t h a t m o s t T a i w a n e s e 

c o n s u m e 8 0 p e r c e n t o f e a c h a d d i -

t i o n a l do l l a r t h e y e a r n w h i l e sav ing t h e rest . U n d e r t h e s e 

c o n d i t i o n s , a r ise in t h e e a r n i n g s o f e x p o r t e r s b y $ 1 0 b i l 

l i o n w o u l d i n d u c e t h e m t o s p e n d $ 8 b i l l i on . As t h e y b u y 

m o r e i n p u t s o r e x p a n d t h e i r p r o d u c t i o n capacity, t h o s e 

w h o rece ive p a y m e n t s f r o m t h a t r o u n d o f s p e n d i n g wi l l 

c o n s u m e 8 0 p e r c e n t o f t h e $8 b i l l i on o f t h e i r i n c r e a s e d 

i n c o m e . A d d i n g u p this c o n t i n u o u s ser ies o f s p e n d i n g 

r o u n d s s u p p o s e d l y g e n e r a t e s $ 2 0 0 b i l l i on . 

The simple logic 
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. 

A n d , voila! M o r e s p e n d i n g b e g e t s m o r e s p e n d i n g , so 

t h e s l u m p e n d s . A n d w e all live h a p p i l y eve r after. 

W o u l d s t t h a t real life w e r e as s i m p l e as it is i n s u c h fairy 

tales. 

As it t u r n s o u t , e x p e n d i t u r e m u l t i p l i e r s are t h e stuff 

o f fanciful f ic t ion . D e s p i t e m a n y e m p i r i c a l s tudies t o 

seek t h e m o u t , t h e y r e m a i n elusive beasts a n d w h e n 

s i g h t e d h a v e b e e n o f smal l a n d d i spu t ab l e c o n s e q u e n c e . 

As s u c h , mu l t i p l i e r s are r a t h e r l ike Elvis . 

In all even t s , w i t h o u t t h e s u p p o r t i n g 

a r g u m e n t o f m u l t i p l i e r s , e x p o r t - l e d 

g r o w t h b e c o m e s a h o l l o w c o n c e p t . 

It t u r n s o u t t h a t t h e d e m a n d b y fo r 

e i g n e r s is n o t t h e s o u r c e o f g r e a t e r 

w e a l t h , n o r for t h a t m a t t e r d o e s g r e a t e r 

w e a l t h d e p e n d o n d o m e s t i c c o n s u m p 

t i o n . Ins tead , t h e d i r e c t i o n o f c a u s a t i o n 

is t h e reverse . W e a l t h d e p e n d s o n p r o 

d u c t i o n b e i n g m a d e poss ib le t h r o u g h 

i n c r e a s e d i n v e s t m e n t s in capi ta l g o o d s 

t h a t d e p e n d o n m o r e funds b e i n g m a d e 

available t h r o u g h savings. 

I n c r e a s e d d e m a n d for e x p o r t s c a n 

n o t h a v e a m u l t i p l i e r effect s ince e a c h 

e c o n o m i c ac t iv i ty r equ i r e s a f u n d i n g 

s o u r c e . B u t t h e c o m p e t i t i o n for scarce 

funds m e a n s tha t s p e n d i n g m o r e o n o n e g o o d o r 

s e rv i ce has t o c o m e at t h e e x p e n s e o f a n o t h e r . T h i s l o g 

ical l imi t o n t h e n a t u r e o f e c o n o m i c ac t iv i ty a n d s p e n d 

i n g m e a n s t h a t t h e m u l t i p l i e r effect c a n n o t f u n c t i o n as 

p r e d i c t e d . 
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