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7 Ways to Read 23 Things They
Don’t Tell You about Capitalism

Way 1. If you are not even sure what capitalism is,
read:
Things 1, 2, 5, 8, 13, 16, 19, 20, and 22

Way 2. If you think politics is a waste of time, read:
Things 1,5,7, 12,16, 18, 19, 21, and 23

Way 3. If you have been wondering why your life does
not seem to get better despite ever-rising income and
ever-advancing technologies, read:
Things 2, 4, 6, 8,9, 10,17, 18, and 22

Way 4. If you think some people are richer than others
because they are more capable, better educated and
more enterprising, read:

Way 5. If you want to know why poor countries are
poor and how they can become richer, read:

Way 6. If you think the world is an unfair place but
there is nothing much you can do about it, read:

Way 7. Read the whole thing in the following order ...
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Introduction

The global economy lies in tatters. While fiscal and monetary
stimulus of unprecedented scale has prevented the financial
meltdown of 2008 from turning into a total collapse of the
global economy, the 2008 global crash still remains the
second-largest economic crisis in history, after the Great
Depression. At the time of writing (March 2010), even as
some people declare the end of the recession, a sustained
recovery is by no means certain. In the absence of financial
reforms, loose monetary and fiscal policies have led to new
financial bubbles, while the real economy is starved of
money. If these bubbles burst, the global economy could fall
into another (‘double-dip’) recession. Even if the recovery is
sustained, the aftermath of the crisis will be felt for years. It
may be several years before the corporate and the
household sectors rebuild their balance sheets. The huge
budget deficits created by the crisis will force governments
to reduce public investments and welfare entitements
significantly, negatively affecting economic growth, poverty
and social stability — possibly for decades. Some of those
who lost their jobs and houses during the crisis may never
join the economic mainstream again. These are frightening
prospects.

This catastrophe has ultimately been created by the free-
market ideology that has ruled the world since the 1980s.
We have been told that, if left alone, markets will produce the
most efficient and just outcome. Efficient, because
individuals know best how to utilize the resources they
command, and just, because the competitive market
process ensures that individuals are rewarded according to
their productivity. We have been told that business should be
given maximum freedom. Firms, being closest to the



market, know what is best for their businesses. If we let them
do what they want, wealth creation will be maximized,
benefiting the rest of society as well. We were told that
government intervention in the markets would only reduce
their efficiency. Government intervention is often designed to
limit the very scope of wealth creation for misguided
egalitarian reasons. Even when it is not, governments
cannot improve on market outcomes, as they have neither
the necessary information nor the incentives to make good
business decisions. In sum, we were told to put all our trust
in the market and get out of its way.

Following this advice, most countries have introduced
free-market policies over the last three decades —
privatization of state-owned industrial and financial firms,
deregulation of finance and industry, liberalization of
international trade and investment, and reduction in income
taxes and welfare payments. These policies, their advocates
admitted, may temporarily create some problems, such as
rising inequality, but ultimately they will make everyone better
off by creating a more dynamic and wealthier society. The
rising tide lifts all boats together, was the metaphor.

The result of these policies has been the polar opposite
of what was promised. Forget for a moment the financial
meltdown, which will scar the world for decades to come.
Prior to that, and unbeknown to most people, free-market
policies had resulted in slower growth, rising inequality and
heightened instability in most countries. In many rich
countries, these problems were masked by huge credit
expansion; thus the fact that US wages had remained
stagnant and working hours increased since the 1970s was
conveniently fogged over by the heady brew of credit-fuelled
consumer boom. The problems were bad enough in the rich
countries, but they were even more serious for the
developing world. Living standards in Sub-Saharan Africa
have stagnated for the last three decades, while Latin
America has seen its per capita growth rate fall by two-thirds
during the period. There were some developing countries



that grew fast (although with rapidly rising inequality) during
this period, such as China and India, but these are precisely
the countries that, while partially liberalizing, have refused to
introduce full-blown free-market policies.

Thus, what we were told by the free-marketeers — or, as
they are often called, neo-liberal economists — was at best
only partially true and at worst plain wrong. As | will show
throughout this book, the ‘truths’ peddled by free-market
ideologues are based on lazy assumptions and blinkered
visions, if not necessarily self-serving notions. My aim in this
book is to tell you some essential truths about capitalism
that the free-marketeers won't.

This book is not an anti-capitalist manifesto. Being
critical of free-market ideology is not the same as being
against capitalism. Despite its problems and limitations, |
believe that capitalism is still the best economic system that
humanity has invented. My criticism is of a particular version
of capitalism that has dominated the world in the last three
decades, that is, free-market capitalism. This is not the only
way to run capitalism, and certainly not the best, as the
record of the last three decades shows. The book shows
that there are ways in which capitalism should, and can, be
made better.

Even though the 2008 crisis has made us seriously
question the way in which our economies are run, most of us
do not pursue such questions because we think that they are
ones for the experts. Indeed they are — at one level. The
precise answers do require knowledge on many technical
issues, many of them so complicated that the experts
themselves disagree on them. It is then natural that most of
us simply do not have the time or the necessary training to
learn all the technical details before we can pronounce our
judgements on the effectiveness of TARP (Troubled Asset
Relief Program), the necessity of G20, the wisdom of bank
nationalization or the appropriate levels of executive
salaries. And when it comes to things like poverty in Africa,
the workings of the World Trade Organization, or the capital



adequacy rules of the Bank for International Settlements,
most of us are frankly lost.

However, it is not necessary for us to understand all the
technical details in order to understand what is going on in
the world and exercise what | call an ‘active economic
citizenship’ to demand the right courses of action from those
in decision-making positions. After all, we make judgements
about all sorts of other issues despite lacking technical
expertise. We don’'t need to be expert epidemiologists in
order to know that there should be hygiene standards in food
factories, butchers and restaurants. Making judgements
about economics is no different: once you know the key
principles and basic facts, you can make some robust
judgements without knowing the technical details. The only
prerequisite is that you are willing to remove those rose-
tinted glasses that neo-liberal ideologies like you to wear
every day. The glasses make the world look simple and
pretty. But lift them off and stare at the clear harsh light of
reality.

Once you know that there is really no such thing as a free
market, you won'’t be deceived by people who denounce a
regulation on the grounds that it makes the market ‘unfree’
(see Thing 1). When you learn that large and active
governments can promote, rather than dampen, economic
dynamism, you will see that the widespread distrust of
government is unwarranted (see Things 12 and 21).
Knowing that we do not live in a post-industrial knowledge
economy will make you question the wisdom of neglecting,
or even implicitly welcoming, industrial decline of a country,
as some governments have done (see Things 9 and 17).
Once you realize that trickle-down economics does not
work, you will see the excessive tax cuts for the rich for what
they are — a simple upward redistribution of income, rather
than a way to make all of us richer, as we were told (see
Things 13 and 20).

What has happened to the world economy was no
accident or the outcome of an irresistible force of history. It



is not because of some iron law of the market that wages
have been stagnating and working hours rising for most
Americans, while the top managers and bankers vastly
increased their incomes (see Things 10 and 14). Itis not
simply because of unstoppable progress in the technologies
of communications and transportation that we are exposed
to increasing forces of international competition and have to
worry about job security (see Things 4 and 6). It was not
inevitable that the financial sector got more and more
detached from the real economy in the last three decades,
ultimately creating the economic catastrophe we are in
today (see Things 18 and 22). It is not mainly because of
some unalterable structural factors — tropical climate,
unfortunate location, or bad culture — that poor countries are
poor (see Things 7 and 11).

Human decisions, especially decisions by those who
have the power to set the rules, make things happenin the
way they happen, as | will explain. Even though no single
decision-maker can be sure that her actions will always lead
to the desired results, the decisions that have been made
are not in some sense inevitable. We do not live in the best
of all possible worlds. If different decisions had been taken,
the world would have been a different place. Given this, we
need to ask whether the decisions that the rich and the
powerful take are based on sound reasoning and robust
evidence. Only when we do that can we demand right
actions from corporations, governments and international
organizations. Without our active economic citizenship, we
will always be the victims of people who have greater ability
to make decisions, who tell us that things happen because
they have to and therefore that there is nothing we can do to
alter them, however unpleasant and unjust they may appear.

This book is intended to equip the reader with an
understanding of how capitalism really works and how it can
be made to work better. It is, however, not an ‘economics for
dummies’. It is attempting to be both far less and far more.

It is less than economics for dummies because | do not



go into many of the technical details that even a basic
introductory book on economics would be compelled to
explain. However, this neglect of technical details is not
because | believe them to be beyond my readers. 95 per
cent of economics is common sense made complicated,
and even for the remaining 5 per cent, the essential
reasoning, if not all the technical details, can be explained in
plain terms. It is simply because | believe that the best way
to learn economic principles is by using them to understand
problems that interest the reader the most. Therefore, |
introduce technical details only when they become relevant,
rather than in a systematic, textbook-like manner.

But while completely accessible to non-specialist
readers, this book is a lot more than economics for
dummies. Indeed, it goes much deeper than many advanced
economics books in the sense that it questions many
received economic theories and empirical facts that those
books take for granted. While it may sound daunting for a
non-specialist reader to be asked to question theories that
are supported by the ‘experts’ and to suspect empirical facts
that are accepted by most professionals in the field, you will
find that this is actually a lot easier than it sounds, once you
stop assuming that what most experts believe must be right.

Most of the issues | discuss in the book do not have
simple answers. Indeed, in many cases, my main point is
that there is no simple answer, unlike what free-market
economists want you to believe. However, unless we
confront these issues, we will not perceive how the world
really works. And unless we understand that, we won’t be
able to defend our own interests, not to speak of doing
greater good as active economic citizens.






Thing 1



There is no such thing as a
free market

What they tell you

Markets need to be free. When the government interferes to
dictate what market participants can or cannot do,
resources cannot flow to their most efficient use. If people
cannot do the things that they find most profitable, they lose
the incentive to invest and innovate. Thus, if the government
puts a cap on house rents, landlords lose the incentive to
maintain their properties or build new ones. Or, if the
government restricts the kinds of financial products that can
be sold, two contracting parties that may both have
benefited from innovative transactions that fulfil their
idiosyncratic needs cannot reap the potential gains of free
contract. People must be left ‘free to choose’, as the title of
free-market visionary Milton Friedman’s famous book goes.

What they don’t tell you

The free market doesn’t exist. Every market has some rules
and boundaries that restrict freedom of choice. A market
looks free only because we so unconditionally accept its
underlying restrictions that we fail to see them. How ‘free’ a
market is cannot be objectively defined. ltis a political



definition. The usual claim by free-market economists that
they are trying to defend the market from politically
motivated interference by the government is false.
Government is always involved and those free-marketeers
are as politically motivated as anyone. Overcoming the myth
that there is such a thing as an objectively defined ‘free
market’ is the first step towards understanding capitalism.

Labour ought to be free

In 1819 new legislation to regulate child labour, the Cotton
Factories Regulation Act, was tabled in the British
Parliament. The proposed regulation was incredibly ‘light
touch’ by modern standards. It would ban the employment of
young children — that is, those under the age of nine. Older
children (aged between ten and sixteen) would still be
allowed to work, but with their working hours restricted to
twelve per day (yes, they were really going soft on those
kids). The new rules applied only to cotton factories, which
were recognized to be exceptionally hazardous to workers’
health.

The proposal caused huge controversy. Opponents saw it
as undermining the sanctity of freedom of contract and thus
destroying the very foundation of the free market. In debating
this legislation, some members of the House of Lords
objected to it on the grounds that ‘labour ought to be free’.
Their argument said: the children want (and need) to work,
and the factory owners want to employ them; what is the
problem?

Today, even the most ardent free-market proponents in
Britain or other rich countries would not think of bringing
child labour back as part of the market liberalization
package that they so want. However, until the late nineteenth
or the early twentieth century, when the first serious child



labour regulations were introduced in Europe and North
America, many respectable people judged child labour
regulation to be against the principles of the free market.

Thus seen, the ‘freedom’ of a market is, like beauty, in the
eyes of the beholder. If you believe that the right of children
not to have to work is more important than the right of factory
owners to be able to hire whoever they find most profitable,
you will not see a ban on child labour as an infringement on
the freedom of the labour market. If you believe the opposite,
you will see an ‘unfree’ market, shackled by a misguided
government regulation.

We don’t have to go back two centuries to see
regulations we take for granted (and accept as the ‘ambient
noise’ within the free market) that were seriously challenged
as undermining the free market, when first introduced. When
environmental regulations (e.g., regulations on car and
factory emissions) appeared a few decades ago, they were
opposed by many as serious infringements on our freedom
to choose. Their opponents asked: if people want to drive in
more polluting cars or if factories find more polluting
production methods more profitable, why should the
government prevent them from making such choices?
Today, most people accept these regulations as ‘natural’.
They believe that actions that harm others, however
unintentionally (such as pollution), need to be restricted.
They also understand that it is sensible to make careful use
of our energy resources, when many of them are non-
renewable. They may believe that reducing human impact on
climate change makes sense too.

If the same market can be perceived to have varying
degrees of freedom by different people, there is really no
objective way to define how free that market is. In other
words, the free market is anillusion. If some markets look
free, itis only because we so totally accept the regulations
that are propping them up that they become invisible.



Piano wires and kungfu masters

Like many people, as a child | was fascinated by all those
gravity-defying kungfu masters in Hong Kong movies. Like
many kids, | suspect, | was bitterly disappointed when |
learned that those masters were actually hanging on piano
wires.

The free market is a bit like that. We accept the
legitimacy of certain regulations so totally that we don't see
them. More carefully examined, markets are revealed to be
propped up by rules — and many of them.

To begin with, there is a huge range of restrictions on
what can be traded; and not just bans on ‘obvious’ things
such as narcotic drugs or human organs. Electoral votes,
government jobs and legal decisions are not for sale, at
least openly, in modern economies, although they were in
most countries in the past. University places may not usually
be sold, although in some nations money can buy them —
either through (illegally) paying the selectors or (legally)
donating money to the university. Many countries ban trading
in firearms or alcohol. Usually medicines have to be explicitly
licensed by the government, upon the proof of their safety,
before they can be marketed. All these regulations are
potentially controversial — just as the ban on selling human
beings (the slave trade) was one and a half centuries ago.

There are also restrictions on who can participate in
markets. Child labour regulation now bans the entry of
children into the labour market. Licences are required for
professions that have significant impacts on human life, such
as medical doctors or lawyers (which may sometimes be
issued by professional associations rather than by the
government). Many countries allow only companies with
more than a certain amount of capital to set up banks. Even
the stock market, whose under-regulation has been a cause
of the 2008 global recession, has regulations on who can



trade. You can't just turn up in the New York Stock Exchange
(NYSE) with a bag of shares and sell them. Companies
must fulfil listing requirements, meeting stringent auditing
standards over a certain number of years, before they can
offer their shares for trading. Trading of shares is only
conducted by licensed brokers and traders.

Conditions of trade are specified too. One of the things
that surprised me when I first moved to Britain in the mid
1980s was that one could demand a full refund for a product
one didn't like, even if it wasn't faulty. At the time, you just
couldn’t do that in Korea, except in the most exclusive
department stores. In Britain, the consumer’s right to change
her mind was considered more important than the right of
the seller to avoid the cost involved in returning unwanted
(yet functional) products to the manufacturer. There are many
other rules regulating various aspects of the exchange
process: product liability, failure in delivery, loan default, and
so on. In many countries, there are also necessary
permissions for the location of sales outlets — such as
restrictions on street-vending or zoning laws that ban
commercial activities in residential areas.

Then there are price regulations. | am not talking here just
about those highly visible phenomena such as rent controls
or minimum wages that free-market economists love to hate.

Wages in rich countries are determined more by
immigration control than anything else, including any
minimum wage legislation. How is the immigration
maximum determined? Not by the ‘free’ labour market,
which, if left alone, will end up replacing 80-90 per cent of
native workers with cheaper, and often more productive,
immigrants. Immigration is largely settled by politics. So, if
you have any residual doubt about the massive role that the
government plays in the economy’s free market, then pause
to reflect that all our wages are, at root, politically
determined (see Thing 3).

Following the 2008 financial crisis, the prices of loans (if
you can get one or if you already have a variable rate loan)



have become a lot lower in many countries thanks to the
continuous slashing of interest rates. Was that because
suddenly people didn’'t want loans and the banks needed to
lower their prices to shift them? No, it was the result of
political decisions to boost demand by cutting interest rates.
Even in normal times, interest rates are set in most countries
by the central bank, which means that political
considerations creep in. In other words, interest rates are
also determined by politics.

If wages and interest rates are (to a significant extent)
politically determined, then all the other prices are politically
determined, as they affect all other prices.

Is free trade fair?

We see a regulation when we don’t endorse the moral
values behind it. The nineteenth-century high-tariff restriction
on free trade by the US federal government outraged slave-
owners, who at the same time saw nothing wrong with
trading people in a free market. To those who believed that
people can be owned, banning trade in slaves was
objectionable in the same way as restricting trade in
manufactured goods. Korean shopkeepers of the 1980s
would probably have thought the requirement for
‘unconditional return’ to be an unfairly burdensome
government regulation restricting market freedom.

This clash of values also lies behind the contemporary
debate on free trade vs. fair trade. Many Americans believe
that China is engaged in international trade that may be free
but is not fair. In their view, by paying workers unacceptably
low wages and making them work in inhumane conditions,
China competes unfairly. The Chinese, in turn, can riposte
that it is unacceptable that rich countries, while advocating
free trade, try to impose artificial barriers to China’s exports



by attempting to restrict the import of ‘sweatshop’ products.
They find it unjust to be prevented from exploiting the only
resource they have in greatest abundance — cheap labour.
Of course, the difficulty here is that there is no objective
way to define ‘unacceptably low wages’ or ‘inhumane
working conditions’. With the huge international gaps that
exist in the level of economic development and living
standards, it is natural that what is a starvation wage in the
US is a handsome wage in China (the average being 10 per
cent that of the US) and a fortune in India (the average being
2 per cent that of the US). Indeed, most fair-trade-minded
Americans would not have bought things made by their own
grandfathers, who worked extremely long hours under
inhumane conditions. Until the beginning of the twentieth
century, the average work week in the US was around sixty
hours. At the time (in 1905, to be more precise), it was a
country in which the Supreme Court declared
unconstitutional a New York state law limiting the working
days of bakers to ten hours, on the grounds that it ‘deprived
the baker of the liberty of working as long as he wished'.
Thus seen, the debate about fair trade is essentially
about moral values and political decisions, and not
economics in the usual sense. Even though it is about an
economic issue, it is not something economists with their
technical tool kits are particularly well equipped to rule on.
All this does not mean that we need to take a relativist
position and fail to criticize anyone because anything goes.
We can (and | do) have a view on the acceptability of
prevailing labour standards in China (or any other country,
for that matter) and try to do something about it, without
believing that those who have a different view are wrong in
some absolute sense. Even though China cannot afford
American wages or Swedish working conditions, it certainly
can improve the wages and the working conditions of its
workers. Indeed, many Chinese don’'t accept the prevailing
conditions and demand tougher regulations. But economic
theory (at least free-market economics) cannot tell us what



the ‘right’ wages and working conditions should be in China.

I don’t think we are in France any more

In July 2008, with the country’s financial system in meltdown,
the US government poured $200 billion into Fannie Mae and
Freddie Mac, the mortgage lenders, and nationalized them.
On witnessing this, the Republican Senator Jim Bunning of
Kentucky famously denounced the action as something that
could only happen in a ‘socialist’ country like France.

France was bad enough, but on 19 September 2008,
Senator Bunning’s beloved country was turned into the Evil
Empire itself by his own party leader. According to the plan
announced that day by President George W. Bush and
subsequently named TARP (Troubled Asset Relief
Program), the US government was to use at least $700
billion of taxpayers’ money to buy up the ‘toxic assets’
choking up the financial system.

President Bush, however, did not see things quite that
way. He argued that, rather than being ‘socialist’, the plan
was simply a continuation of the American system of free
enterprise, which ‘rests on the conviction that the federal
government should interfere in the market place only when
necessary . Only that, in his view, nationalizing a huge chunk
of the financial sector was just one of those necessary
things.

Mr Bush'’s statement is, of course, an ultimate example of
political double-speak — one of the biggest state
interventions in human history is dressed up as another
workaday market process. However, through these words
Mr Bush exposed the flimsy foundation on which the myth of
the free market stands. As the statement so clearly reveals,
what is a necessary state intervention consistent with free-
market capitalism is really a matter of opinion. There is no



scientifically defined boundary for free market.

If there is nothing sacred about any particular market
boundaries that happen to exist, an attempt to change them
is as legitimate as the attempt to defend them. Indeed, the
history of capitalism has been a constant struggle over the
boundaries of the market.

A lot of the things that are outside the market today have
been removed by political decision, rather than the market
process itself — human beings, government jobs, electoral
votes, legal decisions, university places or uncertified
medicines. There are still attempts to buy at least some of
these things illegally (bribing government officials, judges or
voters) or legally (using expensive lawyers to win a lawsuit,
donations to political parties, etc.), but, even though there
have been movements in both directions, the trend has been
towards less marketization.

For goods that are still traded, more regulations have
been introduced over time. Compared even to a few
decades ago, now we have much more stringent regulations
on who can produce what (e.g., certificates for organic or
fair-trade producers), how they can be produced (e.g.,
restrictions on pollution or carbon emissions), and how they
can be sold (e.g., rules on product labelling and on refunds).

Furthermore, reflecting its political nature, the process of
re-drawing the boundaries of the market has sometimes
been marked by violent conflicts. The Americans fought a
civil war over free trade in slaves (although free trade in
goods — or the tariffs issue — was also an important issue).l
The British government fought the Opium War against China
to realize a free trade in opium. Regulations on free market
in child labour were implemented only because of the
struggles by social reformers, as | discussed earlier. Making
free markets in government jobs or votes illegal has been
met with stiff resistance by political parties who bought votes
and dished out government jobs to reward loyalists. These
practices came to an end only through a combination of
political activism, electoral reforms and changes in the rules



regarding government hiring.

Recognizing that the boundaries of the market are
ambiguous and cannot be determined in an objective way
lets us realize that economics is not a science like physics
or chemistry, but a political exercise. Free-market
economists may want you to believe that the correct
boundaries of the market can be scientifically determined,
but this is incorrect. If the boundaries of what you are
studying cannot be scientifically determined, what you are
doing is not a science.

Thus seen, opposing a new regulation is saying that the
status quo, however unjust from some people’s point of
view, should not be changed. Saying that an existing
regulation should be abolished is saying that the domain of
the market should be expanded, which means that those
who have money should be given more power in that area,
as the market is run on one-dollar-one-vote principle.

So, when free-market economists say that a certain
regulation should not be introduced because it would restrict
the ‘freedom’ of a certain market, they are merely
expressing a political opinion that they reject the rights that
are to be defended by the proposed law. Their ideological
cloak is to pretend that their politics is not really political, but
rather is an objective economic truth, while other people’s
politics is political. However, they are as politically motivated
as their opponents.

Breaking away from the illusion of market objectivity is
the first step towards understanding capitalism.






Thing 2



Companies should not be run
in the interest of their owners

What they tell you

Shareholders own companies. Therefore, companies should
be run in their interests. It is not simply a moral argument.
The shareholders are not guaranteed any fixed payments,
unlike the employees (who have fixed wages), the suppliers
(who are paid specific prices), the lending banks (who get
paid fixed interest rates), and others involved in the
business. Shareholders’ incomes vary according to the
company’s performance, giving them the greatest incentive
to ensure the company performs well. If the company goes
bankrupt, the shareholders lose everything, whereas other
‘stakeholders’ get at least something. Thus, shareholders
bear the risk that others involved in the company do not,
incentivizing them to maximize company performance.
When you run a company for the shareholders, its profit
(what is left after making all fixed payments) is maximized,
which also maximizes its social contribution.

What they don’t tell you

Shareholders may be the owners of corporations but, as the
most mobile of the ‘stakeholders’, they often care the least



about the long-term future of the company (unless they are
so big that they cannot really sell their shares without
seriously disrupting the business). Consequently,
shareholders, especially but not exclusively the smaller ones,
prefer corporate strategies that maximize short-term profits,
usually at the cost of long-term investments, and maximize
the dividends from those profits, which even further weakens
the long-term prospects of the company by reducing the
amount of retained profit that can be used for re-investment.
Running the company for the shareholders often reduces its
long-term growth potential.

Karl Marx defends capitalism

You have probably noticed that many company names in the
English-speaking world come with the letter L — PLC, LLC,
Ltd, etc. The letter L in these acronyms stands for ‘limited’,
short for ‘limited liability’ — public limited company (PLC),
limited liability company (LLC) or simply limited company
(Ltd). Limited liability means that investors in the company
will lose only what they have invested (their ‘shares’), should
it go bank-rupt.

However, you may not have realized that the L word, that
is, limited liability, is what has made modern capitalism
possible. Today, this form of organizing a business
enterprise is taken for granted, but it wasn’t always like that.

Before the invention of the limited liability company in
sixteenth-century Europe — or the joint-stock company, as it
was known in its early days — businessmen had to risk
everything when they started a venture. When | say
everything, | really mean everything — not just personal
property (unlimited liability meant that a failed businessman
had to sell all his personal properties to repay all the debts)
but also personal freedom (they could go to a debtors’



prison, should they fail to honour their debts). Given this, itis
almost a miracle that anyone was willing to start a business
atall.

Unfortunately, even after the invention of limited liability, it
was in practice very difficult to use it until the mid nineteenth
century — you needed a royal charter in order to setup a
limited liability company (or a government charter in a
republic). It was believed that those who were managing a
limited liability company without owning it 100 per cent
would take excessive risks, because part of the money they
were risking was not their own. At the same time, the non-
managing investors in a limited liability company would also
become less vigilant in monitoring the managers, as their
risks were capped (at their respective investments). Adam
Smith, the father of economics and the patron saint of free-
market capitalism, opposed limited liability on these
grounds. He famously said that the ‘directors of [joint stock]
companies ... being the managers rather of other people’s
money than of their own, it cannot well be expected that they
would watch over it with the same anxious vigilance with
which the partners in a private copartnery [i.e., partnership,
which demands unlimited liability] frequently watch over their
own' 1

Therefore, countries typically granted limited liability only
to exceptionally large and risky ventures that were deemed
to be of national interest, such as the Dutch East India
Company set up in 1602 (and its arch-rival, the British East
India Company) and the notorious South Sea Company of
Britain, the speculative bubble surrounding which in 1721
gave limited liability companies a bad name for generations.

By the mid nineteenth century, however, with the
emergence of large-scale industries such as railways, steel
and chemicals, the need for limited liability was felt
increasingly acutely. Very few people had a big enough
fortune to start a steel mill or a railway singlehandedly, so,
beginning with Sweden in 1844 and followed by Britain in
1856, the countries of Western Europe and North America



made limited liability generally available — mostly in the
1860s and 70s.

However, the suspicion about limited liability lingered on.
Even as late as the late nineteenth century, a few decades
after the introduction of generalized limited liability, small
businessmen in Britain ‘who, being actively in charge of a
business as well as its owner, sought to limit responsibility
for its debts by the device of incorporation [limited liability]
were frowned upon, according to an influential history of
Western European entrepreneurship.2

Interestingly, one of the first people who realized the
significance of limited liability for the development of
capitalism was Karl Marx, the supposed arch-enemy of
capitalism. Unlike many of his contemporary free-market
advocates (and Adam Smith before them), who opposed
limited liability, Marx understood how it would enable the
mobilization of large sums of capital that were needed for
the newly emerging heavy and chemical industries by
reducing the risk for individual investors. Writing in 1865,
when the stock market was still very much a side-show in the
capitalist drama, Marx had the foresight to call the joint-stock
company ‘capitalist production in its highest development’.
Like his free-market opponents, Marx was aware of, and
criticized, the tendency for limited liability to encourage
excessive risk-taking by managers. However, Marx
considered it to be a side-effect of the huge material
progress that this institutional innovation was about to bring.
Of course, in defending the ‘new’ capitalism against its free-
market critics, Marx had an ulterior motive. He thought the
joint-stock company was a ‘point of transition’ to socialismin
that it separated ownership from management, thereby
making it possible to eliminate capitalists (who now do not
manage the firm) without jeopardizing the material progress
that capitalism had achieved.

The death of the capitalist class



Marx’s prediction that a new capitalism based on joint-stock
companies would pave the way for socialism has not come
true. However, his prediction that the new institution of
generalized limited liability would put the productive forces
of capitalism on to a new plane proved extremely prescient.

During the late nineteenth and early twentieth centuries
limited liability hugely accelerated capital accumulation and
technological progress. Capitalism was transformed from a
system made up of Adam Smith’s pin factories, butchers
and bakers, with at most dozens of employees and
managed by a sole owner, into a system of huge
corporations hiring hundreds or even thousands of
employees, including the top managers themselves, with
complex organizational structures.

Initially, the long-feared managerial incentive problem of
limited liability companies — that the managers, playing with
other people’s money, would take excessive risk — did not
seem to matter very much. In the early days of limited
liability, many large firms were managed by a charismatic
entrepreneur — such as Henry Ford, Thomas Edison or
Andrew Carnegie — who owned a significant chunk of the
company. Even though these part-owner-managers could
abuse their position and take excessive risk (which they
often did), there was a limit to that. Owning a large chunk of
the company, they were going to hurt themselves if they
made an overly risky decision. Moreover, many of these
part-owner-managers were men of exceptional ability and
vision, so even their poorly incentivized decisions were often
superior to those made by most of those well-incentivized
full-owner-managers.

However, as time wore on, a new class of professional
managers emerged to replace these charismatic
entrepreneurs. As companies grew in size, it became more
and more difficult for anyone to own a significant share of



them, although in some European countries, such as
Sweden, the founding families (or foundations owned by
them) hung on as the dominant shareholders, thanks to the
legal allowance to issue new shares with smaller (typically
10 per cent, sometimes even 0.1 per cent) voting rights.
With these changes, professional managers became the
dominant players and the shareholders became increasingly
passive in determining the way in which companies were
run.

From the 1930s, the talk was increasingly of the birth of
managerial capitalism, where capitalists in the traditional
sense — the ‘captains of industry’, as the Victorians used to
call them — had been replaced by career bureaucrats
(private sector bureaucrats, but bureaucrats nonetheless).
There was an increasing worry that these hired managers
were running the enterprises in their own interests, rather
than in the interests of their legal owners, that is, the
shareholders. When they should be maximizing profits, it
was argued, these managers were maximizing sales (to
maximize the size of the company and thus their own
prestige) and their own perks, or, worse, engaged directly in
prestige projects that add hugely to their egos but little to
company profits and thus its value (measured essentially by
its stock market capitalization).

Some accepted the rise of the professional managers as
an inevitable, if not totally welcome, phenomenon. Joseph
Schumpeter, the Austrian-born American economist who is
famous for his theory of entrepreneurship (see Thing 15),
argued in the 1940s that, with the growing scale of
companies and the introduction of scientific principles in
corporate research and development, the heroic
entrepreneurs of early capitalism would be replaced by
bureaucratic professional managers. Schumpeter believed
this would reduce the dynamism of capitalism, but thought it
inevitable. Writing in the 1950s, John Kenneth Galbraith, the
Canadian-born American economist, also argued that the
rise of large corporations managed by professional



managers was unavoidable and therefore that the only way
to provide ‘countervailing forces’ to those enterprises was
through increased government regulation and enhanced
union power.

However, for decades after that, more pure-blooded
advocates of private property have believed that managerial
incentives need to be designed in such a way that the
managers maximize profits. Many fine brains had worked on
this ‘incentive design’ problem, but the ‘holy grail’ proved
elusive. Managers could always find a way to observe the
letter of the contract but not the spirit, especially when itis
not easy for shareholders to verify whether poor profit
performance by a manager was the result of his failure to
pay enough attention to profit figures or due to forces
beyond his control.

The holy grail or an unholy alliance?

And then, in the 1980s, the holy grail was found. It was called
the principle of shareholder value maximization. It was
argued that professional managers should be rewarded
according to the amount they can give to shareholders. In
order to achieve this, it was argued, first profits need to be
maximized by ruthlessly cutting costs — wage bills,
investments, inventories, middle-level managers, and so on.
Second, the highest possible share of these profits needs to
be distributed to the shareholders — through dividends and
share buybacks. In order to encourage managers to behave
in this way, the proportion of their compensation packages
that stock options account for needs to be increased, so that
they identify more with the interests of the shareholders. The
idea was advocated not just by shareholders, but also by
many professional managers, most famously by Jack Welch,
the long-time chairman of General Electric (GE), who is



often credited with coining the term ‘shareholder value’ ina
speechin 1981.

Soon after Welch's speech, shareholder value
maximization became the zeitgeist of the American
corporate world. In the beginning, it seemed to work really
well for both the managers and the shareholders. The share
of profits in national income, which had shown a downward
trend since the 1960s, sharply rose in the mid 1980s and
has shown an upward trend since then.2 And the
shareholders got a higher share of that profit as dividends,
while seeing the value of their shares rise. Distributed profits
as a share of total US corporate profit stood at 35-45 per
cent between the 1950s and the 1970s, but it has been on
an upward trend since the late 70s and now stands at
around 60 per cent2 The managers saw their compensation
rising through the roof (see Thing 14), but shareholders
stopped questioning their pay packages, as they were
happy with ever-rising share prices and dividends. The
practice soon spread to other countries — more easily to
countries like Britain, which had a corporate power structure
and managerial culture similar to those of the US, and less
easily to other countries, as we shall see below.

Now, this unholy alliance between the professional
managers and the shareholders was all financed by
squeezing the other stakeholders in the company (which is
why it has spread much more slowly to other rich countries
where the other stakeholders have greater relative strength).
Jobs were ruthlessly cut, many workers were fired and re-
hired as non-unionized labour with lower wages and fewer
benefits, and wage increases were suppressed (often by
relocating to or outsourcing from low-wage countries, such
as China and India — or the threat to do so). The suppliers,
and their workers, were also squeezed by continued cuts in
procurement prices, while the government was pressured
into lowering corporate tax rates and/or providing more
subsidies, with the help of the threat of relocating to
countries with lower corporate tax rates and/or higher



business subsidies. As a result, income inequality soared
(see Thing 13) and in a seemingly endless corporate boom
(ending, of course, in 2008), the vast majority of the
American and the British populations could share in the
(apparent) prosperity only through borrowing at
unprecedented rates.

The immediate income redistribution into profits was bad
enough, but the ever-increasing share of profit in national
income since the 1980s has not been translated into higher
investments either (see Thing 13). Investment as a share of
US national output has actually fallen, rather than risen, from
20.5 per centin the 1980s to 18.7 per cent since then
(1990-2009). it may have been acceptable if this lower
investment rate had been compensated for by a more
efficient use of capital, generating higher growth. However,
the growth rate of per capita income in the US fell from
around 2.6 per cent per year in the 1960s and 70s to 1.6 per
cent during 1990-2009, the heyday of shareholder
capitalism. In Britain, where similar changes in corporate
behaviour were happening, per capita income growth rates
fell from 2.4 per cent in the 1960s—70s, when the country
was allegedly suffering from the ‘British Disease’, to 1.7 per
cent during 1990-2009. So running companies in the
interest of the shareholders does not even benefit the
economy in the average sense (that is, ignoring the upward
income redistribution).

This is not all. The worst thing about shareholder value
maximization is that it does not even do the company itself
much good. The easiest way for a company to maximize
profitis to reduce expenditure, as increasing revenues is
more difficult — by cutting the wage bill through job cuts and
by reducing capital expenditure by minimizing investment.
Generating higher profit, however, is only the beginning of
shareholder value maximization. The maximum proportion of
the profit thus generated needs to be given to the
shareholders in the form of higher dividends. Or the
company uses part of the profits to buy back its own shares,



thereby keeping the share prices up and thus indirectly
redistributing even more profits to the shareholders (who
can realize higher capital gains should they decide to sell
some of their shares). Share buybacks used to be less than
5 per cent of US corporate profits for decades until the early
1980s, but have kept rising since then and reached an epic
proportion of 90 per cent in 2007 and an absurd 280 per
cent in 2008.2 William Lazonick, the American business
economist, estimates that, had GM not spent the $20.4
billion that it did in share buybacks between 1986 and 2002
and put it in the bank (with a 2.5 per cent after-tax annual
return), it would have had no problem finding the $35 billion
that it needed to stave off bankruptcy in 2009.8 And in all this
binge of profits, the professional managers benefit
enormously too, as they own a lot of shares themselves
through stock options.

All this damages the long-run prospect of the company.
Cutting jobs may increase productivity in the short run, but
may have negative long-term consequences. Having fewer
workers means increased work intensity, which makes
workers tired and more prone to mistakes, lowering product
quality and thus a company’s reputation. More importantly,
the heightened insecurity, coming from the constant threat of
job cuts, discourages workers from investing in acquiring
company-specific skills, eroding the company’s productive
potential. Higher dividends and greater own-share buybacks
reduce retained profits, which are the main sources of
corporate investment in the US and other rich capitalist
countries, and thus reduce investment. The impacts of
reduced investment may not be felt in the short run, butin the
long run make a company’s technology backward and
threaten its very survival.

But wouldn’t the shareholders care? As owners of the
company, don’'t they have the most to lose, if their company
declines in the long run? Isn’t the whole point of someone
being an owner of an asset — be it a house, a plot of land or
a company — that she cares about its long-run productivity? If



the owners are letting all this happen, defenders of the status
quo would argue, it must be because that is what they want,
however insane it may look to outsiders.

Unfortunately, despite being the legal owners of the
company, shareholders are the ones who are least
committed among the various stakeholders to the long-term
viability of the company. This is because they are the ones
who can exit the company most easily — they just need to sell
their shares, if necessary at a slight loss, as long as they are
smart enough not to stick to a lost cause for too long. In
contrast, it is more difficult for other stakeholders, such as
workers and suppliers, to exit the company and find another
engagement, because they are likely to have accumulated
skills and capital equipment (in the case of the suppliers)
that are specific to the companies they do business with.
Therefore, they have a greater stake in the long-run viability
of the company than most shareholders. This is why
maximizing shareholder value is bad for the company, as
well as the rest of the economy.

The dumbest idea in the world

Limited liability has allowed huge progress in human
productive power by enabling the amassing of huge
amounts of capital, exactly because it has offered
shareholders an easy exit, thereby reducing the risk involved
in any investment. However, at the same time, this very ease
of exit is exactly what makes the shareholders unreliable
guardians of a company's long-term future.

This is why most rich countries outside the Anglo-
American world have tried to reduce the influence of free-
floating shareholders and maintain (or even create) a group
of long-term stakeholders (including some shareholders)
through various formal and informal means. In many



countries, the government has held sizeable share
ownership in key enterprises — either directly (e.g., Renault
in France, Volkswagen in Germany) or indirectly through
ownership by state-owned banks (e.g., France, Korea) —
and acted as a stable shareholder. As mentioned above,
countries like Sweden allowed differential voting rights for
different classes of shares, which enabled the founding
families to retain significant control over the corporation
while raising additional capital. In some countries, there are
formal representations by workers, who have a greater long-
term orientation than floating shareholders, in company
management (e.g., the presence of union representatives on
company supervisory boards in Germany). In Japan,
companies have minimized the influence of floating
shareholders through cross-shareholding among friendly
companies. As a result, professional managers and floating
shareholders have found it much more difficult to form the
‘unholy alliance’ in these countries, even though they too
prefer the shareholder-value-maximization model, given its
obvious benefits to them.

Being heavily influenced, if not totally controlled, by
longer-term stakeholders, companies in these countries do
not as easily sack workers, squeeze suppliers, neglect
investment and use profits for dividends and share
buybacks as American and British companies do. All this
means that in the long run they may be more viable than the
American or the British companies. Just think about the way
in which General Motors has squandered its absolute
dominance of the world car industry and finally gone
bankrupt while being on the forefront of shareholder value
maximization by constantly downsizing and refraining from
investment (see Thing 18). The weakness of GM
management’s short-term-oriented strategy has been
apparent at least from the late 1980s, but the strategy
continued until its bankruptcy in 2009, because it made both
the managers and the shareholders happy even while
debilitating the company.



Running companies in the interests of floating
shareholders is not only inequitable but also inefficient, not
just for the national economy but also for the company itself.
As Jack Welch recently confessed, shareholder value is
probably the ‘dumbest idea in the world’.






Thing 3



Most people in rich countries
are paid more than they should
be

What they tell you

In a market economy, people are rewarded according to
their productivity. Bleeding-heart liberals may find it difficult
to accept that a Swede gets paid fifty times what an Indian
gets paid for the same job, but that is a reflection of their
relative productivities. Attempts to reduce these differences
artificially — for example, by introducing minimum wage
legislation in India — lead only to unjust and inefficient
rewarding of individual talents and efforts. Only a free labour
market can reward people efficiently and justly.

What they don’t tell you

The wage gaps between rich and poor countries exist not
mainly because of differences in individual productivity but
mainly because of immigration control. If there were free
migration, most workers in rich countries could be, and
would be, replaced by workers from poor countries. In other
words, wages are largely politically determined. The other
side of the coin is that poor countries are poor not because
of their poor people, many of whom can out-compete their



counterparts in rich countries, but because of their rich
people, most of whom cannot do the same. This does not,
however, mean that the rich in the rich countries can pat their
own backs for their individual brilliance. Their high
productivities are possible only because of the historically
inherited collective institutions on which they stand. We
should reject the myth that we all get paid according to our
individual worth, if we are to build a truly just society.

Drive straight on ... or dodge the cow
(and the rickshaw as well)

A bus driver in New Delhi gets paid around 18 rupees an
hour. His equivalent in Stockholm gets paid around 130
kronas, which was, as of summer 2009, around 870 rupees.
In other words, the Swedish driver gets paid nearly fifty times
that of his Indian equivalent.

Free-market economics tells us that, if something is more
expensive than another comparable product, it must be
because it is better. In other words, in free markets, products
(including labour services) get paid what they deserve. So, if
a Swedish driver — let's call him Sven —is paid fifty times
more than an Indian driver — let’s call him Ram — it must be
because Sven is fifty times more productive as a bus driver
than Ram is.

In the short run, some (although not all) free-market
economists may admit, people may pay an excessively high
price for a product because of a fad or a craze. For
example, people paid ludicrous prices for those ‘toxic
assets’ in the recent financial boom (that has turned into the
biggest recession since the Great Depression) because
they were caught in a speculative frenzy. However, they
would argue, this kind of thing cannot last for long, as people
figure out the true value of things sooner or later (see Thing



16). Likewise, even if an underqualified worker somehow
manages to get a well-paid job through deceit (e.g.,
fabricating a certificate) or bluffing in an interview, he will
soon be fired and replaced, because it will quickly become
apparent that he does not have the productivity to justify his
wage. So, the reasoning goes, if Sven is getting paid fifty
times what Ram is paid, he must be producing fifty times
more output than Ram.

But is this what is really going on? To begin with, is it
possible that someone drives fifty times better than another?
Even if we somehow manage to find a way to measure
quantitatively the quality of driving, is this kind of productivity
gap indriving possible? Perhaps it is, if we compare
professional racing drivers like Michael Schumacher or
Lewis Hamilton with some particularly uncoordinated
eighteen-year-old who has just passed his driving test.
However, | simply cannot envisage how a regular bus driver
can drive fifty times better than another.

Moreover, if anything, Ram would likely be a much more
skilled driver than Sven. Sven may of course be a good
driver by Swedish standards, but has he ever had to dodge
a cow in his life, which Ram has to do regularly? Most of the
time, what is required of Sven is the ability to drive straight
(OK, give or take a few evasive manoeuvres to deal with
drunken drivers on Saturday nights), while Ram has to
negotiate his way almost every minute of his driving through
bullock carts, rickshaws and bicycles stacked three metres
high with crates. So, according to free-market logic, Ram
should be paid more than Sven, not the other way round.

In response, a free-market economist might argue that
Sven gets paid more because he has more ‘human capital’,
that is, skills and knowledge accumulated through education
and training. Indeed, it is almost certain that Sven has
graduated from high school, with twelve years of schooling
under his belt, whereas Ram probably can barely read and
write, having completed only five years of education back in
his village in Rajahstan.



However, little of Sven’s additional human capital
acquired in his extra seven years of schooling would be
relevant for bus driving (see Thing 17). He does not need
any knowledge of human chromosomes or Sweden’s 1809
war with Russia in order to drive his bus well. So Sven’s
extra human capital cannot explain why he is paid fifty times
more than Ram is.

The main reason that Sven is paid fifty times more than
Ram is, to put it bluntly, protectionism — Swedish workers
are protected from competition from the workers of India
and other poor countries through immigration control. When
you think about it, there is no reason why all Swedish bus
drivers, or for that matter the bulk of the workforce in
Sweden (and that of any other rich country), could not be
replaced by some Indians, Chinese or Ghanaians. Most of
these foreigners would be happy with a fraction of the wage
rates that Swedish workers get paid, while all of them would
be able to perform the job at least equally well, or even
better. And we are not simply talking about low-skill workers
such as cleaners or street-sweepers. There are huge
numbers of engineers, bankers and computer programmers
waiting out there in Shanghai, Nairobi or Quito, who can
easily replace their counterparts in Stockholm, Link6ping
and Malmé. However, these workers cannot enter the
Swedish labour market because they cannot freely migrate
to Sweden due to immigration control. As a result, Swedish
workers can command fifty times the wages of Indian
workers, despite the fact that many of them do not have
productivity rates that are higher than those of Indian
workers.

Elephant in the room

Our story of bus drivers reveals the existence of the



proverbial elephant in the room. It shows that the living
standards of the huge majority of people in rich countries
critically depend on the existence of the most draconian
control over their labour markets — immigration control.
Despite this, immigration control is invisible to many and
deliberately ignored by others, when they talk about the
virtues of the free market.

| have already argued (see Thing 1) that there really is no
such thing as a free market, but the example of immigration
control reveals the sheer extent of market regulation that we
have in supposedly free-market economies but fail to see.

While they complain about minimum wage legislation,
regulations on working hours, and various ‘artificial’ entry
barriers into the labour market imposed by trade unions, few
economists even mention immigration control as one of
those nasty regulations hampering the workings of the free
labour market. Hardly any of them advocates the abolition of
immigration control. But, if they are to be consistent, they
should also advocate free immigration. The fact that few of
them do once again proves my pointin Thing 1 that the
boundary of the market is politically determined and that
free-market economists are as ‘political’ as those who want
to regulate markets.

Of course, in criticizing the inconsistency of free-market
economists about immigration control, | am not arguing that
immigration control should be abolished — 1 don’t need to do
that because (as you may have noticed by now) lam not a
free-market economist.

Countries have the right to decide how many immigrants
they accept and in which parts of the labour market. All
societies have limited capabilities to absorb immigrants,
who often have very different cultural backgrounds, and it
would be wrong to demand that a country goes over that
limit. Too rapid an inflow of immigrants will not only lead to a
sudden increase in competition for jobs but also stretch the
physical and social infrastructures, such as housing and
healthcare, and create tensions with the resident population.



As important, if not as easily quantifiable, is the issue of
national identity. It is a myth — a necessary myth, but a myth
nonetheless — that nations have immutable national
identities that cannot be, and should not be, changed.
However, if there are too many immigrants coming in at the
same time, the receiving society will have problems creating
a new national identity, without which it may find it difficult to
maintain social cohesion. This means that the speed and
the scale of immigration need to be controlled.

This is not to say that the current immigration policies of
the rich countries cannot be improved. While any society’s
ability to absorb immigrants is limited, it is not as if the total
population is fixed. Societies can decide to be more, or
less, open to immigrants by adopting different social
attitudes and policies towards immigration. Also in terms of
the composition of the immigrants, most rich countries are
accepting too many ‘wrong’ people from the point of view of
the developing countries. Some countries practically sell
their passports through schemes in which those who bring in
more than a certain amount of ‘investment’ are admitted
more or less immediately. This scheme only adds to the
capital shortage that most developing countries are suffering
from. The rich countries also contribute to the brain drain
from developing countries by more willingly accepting
people with higher skills. These are people who could have
contributed more to the development of their own countries
than unskilled immigrants, had they remained in their home
countries.

Are poor countries poor because of their
poor people?

Our story about the bus drivers not only exposes the myth
that everyone is getting paid fairly, according to her own



worth in a free market, but also provides us with an
important insight into the cause of poverty in developing
countries.

Many people think that poor countries are poor because
of their poor people. Indeed, the rich people in poor
countries typically blame their countries’ poverty on the
ignorance, laziness and passivity of their poor. If only their
fellow countrymen worked like the Japanese, kept time like
the Germans and were inventive like the Americans — many
of these people would tell you, if you would listen — their
country would be a rich one.

Arithmetically speaking, it is true that poor people are the
ones that pull down the average national income in poor
countries. Little do the rich people in poor countries realize,
however, that their countries are poor not because of their
poor but because of themselves. To go back to our bus
driver example, the primary reason why Sven is paid fifty
times more than Ram is that he shares his labour market
with other people who are way more than fifty times more
productive than their Indian counterparts.

Even if the average wage in Sweden is about fifty times
higher than the average wage in India, most Swedes are
certainly not fifty times more productive than their Indian
counterparts. Many of them, including Sven, are probably
less skilled. But there are some Swedes — those top
managers, scientists and engineers in world-leading
companies such as Ericsson, Saab and SKF — who are
hundreds of times more productive than their Indian
equivalents, so Sweden'’s average national productivity ends
up being in the region of fifty times that of India.

In other words, poor people from poor countries are
usually able to hold their own against their counterparts in
rich countries. It is the rich from the poor countries who
cannot do that. It is their low relative productivity that makes
their countries poor, so their usual diatribe that their
countries are poor because of all those poor people is totally
misplaced. Instead of blaming their own poor people for



dragging the country down, the rich of the poor countries
should ask themselves why they cannot pull the rest of their
countries up as much as the rich of the rich countries do.

Finally, a word of warning to the rich of the rich countries,
lest they become smug, hearing that their own poor are paid
well only because of immigration control and their own high
productivity.

Even in sectors where rich country individuals are
genuinely more productive than their counterparts in poor
countries, their productivity is in great part due to the system,
rather than the individuals themselves. It is not simply, or
even mainly, because they are cleverer and better educated
that some people inrich countries are hundreds of times
more productive than their counterparts in poor countries.
They achieve this because they live in economies that have
better technologies, better organized firms, better
institutions and better physical infrastructure — all things that
are in large part products of collective actions taken over
generations (see Things 15 and 17). Warren Buffet, the
famous financier, put this point beautifully, when he said ina
television interview in 1995: ‘| personally think that society is
responsible for a very significant percentage of what I've
earned. If you stick me down in the middle of Bangladesh or
Peru or someplace, you'll find out how much this talent is
going to produce in the wrong kind of soil. | will be struggling
thirty years later. |work in a market system that happens to
reward what | do very well — disproportionately well.’

So we are actually back to where we started. What an
individual is paid is not fully a reflection of her worth. Most
people, in poor and rich countries, get paid what they do
only because there is immigration control. Even those
citizens of rich countries who cannot be easily replaced by
immigrants, and thus may be said to be really being paid
their worth (although they may not — see Thing 14), are as
productive as they are only because of the socio-economic
system they are operating in. It is not simply because of their
individual brilliance and hard work that they are as



productive as they are.

The widely accepted assertion that, only if you let markets
be, will everyone be paid correctly and thus fairly, according
to his worth, is a myth. Only when we part with this myth and
grasp the political nature of the market and the collective
nature of individual productivity will we be able to build a
more just society in which historical legacies and collective
actions, and not just individual talents and efforts, are
properly taken into account in deciding how to reward
people.






Thing 4



The washing machine has
changed the world more than
the internet has

What they tell you

The recent revolution in communications technologies,
represented by the internet, has fundamentally changed the
way in which the world works. It has led to the ‘death of
distance’. In the ‘borderless world’ thus created, old
conventions about national economic interests and the role
of national governments are invalid. This technological
revolution defines the age we live in. Unless countries (or
companies or, for that matter, individuals) change at
corresponding speeds, they will be wiped out. We — as
individuals, firms or nations — will have to become ever more
flexible, which requires greater liberalization of markets.

What they don’t tell you

In perceiving changes, we tend to regard the most recent
ones as the most revolutionary. This is often at odds with the
facts. Recent progress in telecommunications technologies
is not as revolutionary as what happened in the late
nineteenth century — wired telegraphy — in relative terms.
Moreover, in terms of the consequent economic and social



changes, the internet revolution has (at least as yet) not been
as important as the washing machine and other household
appliances, which, by vastly reducing the amount of work
needed for household chores, allowed women to enter the
labour market and virtually abolished professions like
domestic service. We should not ‘put the telescope
backward’ when we look into the past and underestimate the
old and overestimate the new. This leads us to make all
sorts of wrong decisions about national economic policy,
corporate policies and our own careers.

Everyone has a maid in Latin America

According to an American friend, the Spanish textbook that
she used in her school in the 1970s had a sentence saying
(in Spanish, of course) that ‘everyone in Latin America has a
maid’.

When you think about it, this is a logical impossibility. Do
maids also have maids in Latin America? Perhaps there is
some kind of maid exchange scheme that | have not heard
of, where maids take turns in being each other’'s maids, so
that all of them can have a maid, but | don’t think so.

Of course, one can see why an American author could
come up with such a statement. A far higher proportion of
people in poor countries have maids than in rich countries. A
schoolteacher or a young manager in a small firm in a rich
country would not dream of having a live-in maid, but their
counterparts in a poor country are likely to have one — or
even two. The figures are difficult to come by, but, according
to ILO (International Labour Organisation) data, 7—8 per cent
of the labour force in Brazil and 9 per cent of that in Egypt
are estimated to be employed as domestic servants. The
corresponding figures are 0.7 per cent in Germany, 0.6 per
centinthe US, 0.3 per cent in England and Wales, 0.05 per



centin Norway and as low as 0.005 per cent in Sweden (the
figures are all for the 1990s, except for those of Germany
and Norway, which are for the 20003).l So, in proportional
terms, Brazil has 12—13 times more domestic servants than
the US does and Egypt has 1,800 times more than Sweden.
No wonder that many Americans think ‘everyone’ has a
maid in Latin America and a Swede in Egypt feels that the
country is practically overrun with domestic servants.

The interesting thing is that the share of the labour force
working as domestic servants in today’s rich countries used
to be similar to what you find in the developing countries
today. In the US, around 8 per cent of those who were
‘gainfully employed’ in 1870 were domestic servants. The
ratio was also around 8 per cent in Germany until the 1890s,
although it started falling quite fast after that. In England and
Wales, where the ‘servant’ culture survived longer thanin
other countries due to the strength of the landlord class, the
ratio was even higher — 10—14 per cent of the workforce was
employed as domestic servants between 1850 and 1920
(with some ups and downs). Indeed, if you read Agatha
Christie novels up to the 1930s, you would notice thatitis
not just the press baron who gets murdered in his locked
library who has servants but also the hard-up old middle-
class spinster, even though she may have just one maid
(who gets mixed up with a good-for-nothing garage
mechanic, who turns out to be the illegitimate son of the
press baron, and also gets murdered on p. 111 for being
foolish enough to mention something that she was not
supposed to have seen).

The main reason why there are so much fewer (of course,
in proportional terms) domestic servants in the rich countries
— although obviously not the only reason, given the cultural
differences among countries at similar levels of income,
today and in the past — is the higher relative price of labour.
With economic development, people (or rather the labour
services they offer) become more expensive in relative
terms than ‘things’ (see also Thing 9). As a result, in rich



countries, domestic service has become a luxury good that
only the rich can afford, whereas it is still cheap enough to
be consumed even by lower-middle-class people in
developing countries.

Enter the washing machine

Now, whatever the movements in the relative prices of
‘people’ and ‘things’, the fall in the share of people working
as domestic servants would not have been as dramatic as it
has been in the rich countries over the last century, had there
not been the supply of a host of household technologies,
which | have represented by the washing machine. However
expensive (in relative terms) it may be to hire people who
can wash clothes, clean the house, heat the house, cook and
do the dishes, they would still have to be hired, if these
things could not be done by machines. Or you would have to
spend hours doing these things yourselves.

Washing machines have saved mountains of time. The
data are not easy to come by, but a mid 1940s study by the
US Rural Electrification Authority reports that, with the
introduction of the electric washing machine and electric
iron, the time required for washing a 38 Ib load of laundry
was reduced by a factor of nearly 6 (from 4 hours to 41
minutes) and the time taken to iron it by a factor of more than
2.5 (from 4.5 hours to 1.75 hours).2 Piped water has meant
that women do not have to spend hours fetching water (for
which, according to the United Nations Development
Program, up to two hours per day are spentin some
developing countries). Vacuum cleaners have enabled us to
clean our houses more thoroughly in a fraction of the time
that was needed in the old days, when we had to do it with
broom and rags. Gas/electric kitchen stoves and central
heating have vastly reduced the time needed for collecting



firewood, making fires, keeping the fires alive, and cleaning
after them for heating and cooking purposes. Today many
people in rich countries even have the dishwasher, whose
(future) inventor a certain Mr . M. Rubinow, an employee of
the US Department of Agriculture, said would be ‘a true
benefactor of mankind’ in his article in the Journal of
Political Economy in 1906.

The emergence of household appliances, as well as
electricity, piped water and piped gas, has totally
transformed the way women, and consequently men, live.
They have made it possible for far more women to join the
labour market. For example, in the US, the proportion of
married white women in prime working ages (35—44 years)
who work outside the home rose from a few per cent in the
late 1890s to nearly 80 per cent today.§ It has also changed
the female occupational structure dramatically by allowing
society to get by with far fewer people working as domestic
servants, as we have seen above — for example, in the
1870s, nearly 50 per cent of women employed in the US
were employed as ‘servants and waitresses’ (most of whom
we can take to have been servants rather than waitresses,
given that eating out was not yet big business).i Increased
labour market participation has definitely raised the status of
women at home and in society, thus also reducing
preference for male children and increasing investment in
female education, which then further increases female
labour market participation. Even those educated women
who in the end choose to stay at home with their children
have higher status at home, as they can make credible
threats that they can support themselves should they decide
to leave their partners. With outside employment
opportunities, the opportunity costs of children have risen,
making families have fewer children. All of these have
changed the traditional family dynamics. Taken together,
they constitute really powerful changes.

Of course, | am not saying that these changes have
happened only — or even predominantly — because of



changes in household technologies. The ‘pill and other
contraceptives have had a powerful impact on female
education and labour market participation by allowing
women to control the timing and the frequency of their
childbirths. And there are non-technological causes. Even
with the same household technologies, countries can have
quite different female labour market participation ratios and
different occupation structures, depending on things like
social conventions regarding the acceptability of middle-
class women working (poor women have always worked),
tax incentives for paid work and child rearing, and the
affordability of childcare. Having said all this, however, itis
still true that, without the washing machine (and other labour-
saving household technologies), the scale of change in the
role of women in society and in family dynamics would not
have been nearly as dramatic.

The washing machine beats the internet

Compared to the changes brought about by the washing
machine (and company), the impact of the internet, which
many think has totally changed the world, has not been as
fundamental — at least so far. The internet has, of course,
transformed the way people spend their out-of-work hours —
surfing the net, chatting with friends on Facebook, talking to
them on Skype, playing electronic games with someone
who’s sitting 5,000 miles away, and what not. It has also
vastly improved the efficiency with which we can find
information about our insurance policies, holidays,
restaurants, and increasingly even the price of broccoli and
shampoo.

However, when it comes to production processes, it is
not clear whether the impacts have been so revolutionary. To
be sure, for some, the internet has profoundly changed the



way in which they work. | know that by experience. Thanks to
the internet, | have been able to write a whole book with my
friend and sometime co-author, Professor llene Grabel, who
teaches in Denver, Colorado, with only one face-to-face
meeting and one or two phone calls 2 However, for many
other people, the internet has not had much impact on
productivity. Studies have struggled to find the positive
impact of the internet on overall productivity — as Robert
Solow, the Nobel laureate economist, put it, ‘the evidence is
everywhere but in numbers’.

You may think that my comparison is unfair. The
household appliances that | mention have had at least a few
decades, sometimes a century, to work their magic,
whereas the internet is barely two decades old. This is partly
true. As the distinguished historian of science, David
Edgerton, said in his fascinating book The Shock of the Old
— Technology and Global History Since 1900, the
maximum use of a technology, and thus the maximum
impact, is often achieved decades after the invention of the
technology. But even in terms of its immediate impact, |
doubt whether the internet is the revolutionary technology
that many of us think it is.

The internet is beaten by the telegraph

Just before the start of the trans-Atlantic wired telegraph
service in 1866, it took about three weeks to send a
message to the other side of the ‘pond’ — the time it took to
cross the Atlantic by sail ships. Even going ‘express’ on a
steamship (which did not become prevalent until the 1890s),
you had to allow two weeks (the record crossings of the time
were eight to nine days).

With the telegraph, the transmission time for, say, a 300-
word message was reduced to 7 or 8 minutes. It could even



be quicker still. The New York Times reported on 4
December 1861 that Abraham Lincoln’s State of the Union
address of 7,578 words was transmitted from Washington,
DC to the rest of the country in 92 minutes, giving an
average of 82 words per minute, which would have allowed
you to send the 300-word message in less than 4 minutes.
But that was a record, and the average was more like 40
words per minute, giving us 7.5 minutes for a 300-word
message. A reduction from 2 weeks to 7.5 minutes is by a
factor of over 2,500 times.

The internet reduced the transmission time of a 300-word
message from 10 seconds on the fax machine to, say, 2
seconds, but this is only a reduction by a factor of 5. The
speed reduction by the internet is greater when it comes to
longer messages — it can send in 10 seconds (considering
that it has to be loaded), say, a 30,000-word document,
which would have taken more than 16 minutes (or 1,000
seconds) on the fax machine, giving us an acceleration in
transmission speed of 100 times. But compare that to the
2,500-time reduction achieved by the telegraph.

The internet obviously has other revolutionary features. It
allows us to send pictures at high speed (something that
even telegraph or fax could not do and thus relied on
physical transportation). It can be accessed in many places,
not just in post offices. Most importantly, using it, we can
search for particular information we want from a vast number
of sources. However, in terms of sheer acceleration in
speed, itis nowhere near as revolutionary as the humble
wired (not even wireless) telegraphy.

We vastly overestimate the impacts of the internet only
because it is affecting us now. It is not just us. Human beings
tend to be fascinated by the newest and the most visible
technologies. Already in 1944, George Orwell criticized
people who got overexcited by the ‘abolition of distance’
and the ‘disappearance of frontiers’ thanks to the aeroplane
and the radio.



Putting changes into perspective

Who cares if people think wrongly that the internet has had
more important impacts than telegraphy or the washing
machine? Why does it matter that people are more
impressed by the most recent changes?

It would not matter if this distortion of perspectives was
just a matter of people’s opinions. However, these distorted
perspectives have real impacts, as they result in misguided
use of scarce resources.

The fascination with the ICT (Information and
Communication Technology) revolution, represented by the
internet, has made some rich countries — especially the US
and Britain — wrongly conclude that making things is so
‘yesterday’ that they should try to live onideas. And as |
explainin Thing 9, this belief in ‘post-industrial society’ has
led those countries to unduly neglect their manufacturing
sector, with adverse consequences for their economies.

Even more worryingly, the fascination with the internet by
people in rich countries has moved the international
community to worry about the ‘digital divide’ between the
rich countries and the poor countries. This has led
companies, charitable foundations and individuals to donate
money to developing countries to buy computer equipment
and internet facilities. The question, however, is whether this
is what the developing countries need the most. Perhaps
giving money for those less fashionable things such as
digging wells, extending electricity grids and making more
affordable washing machines would have improved
people’s lives more than giving every child a laptop
computer or setting up internet centres in rural villages. |am
not saying that those things are necessarily more important,
but many donors have rushed into fancy programmes
without carefully assessing the relative long-term costs and



benefits of alternative uses of their money.

In yet another example, a fascination with the new has led
people to believe that the recent changes in the
technologies of communications and transportation are so
revolutionary that now we live in a ‘borderless world’, as the
title of the famous book by Kenichi Ohmae, the Japanese
business guru, goes.ﬁ As a result, in the last twenty years or
so, many people have come to believe that whatever change
is happening today is the result of monumental technological
progress, going against which will be like trying to turn the
clock back. Believing in such a world, many governments
have dismantled some of the very necessary regulations on
cross-border flows of capital, labour and goods, with poor
results (for example, see Things 7 and 8). However, as |
have shown, the recent changes in those technologies are
not nearly as revolutionary as the corresponding changes of
a century ago. In fact, the world was a lot more globalized a
century ago than it was between the 1960s and the 1980s
despite having much inferior technologies of communication
and transportation, because in the latter period
governments, especially the powerful governments, believed
in tougher regulations of these cross-border flows. What has
determined the degree of globalization (in other words,
national openness) is politics, rather than technology.
However, if we let our perspective be distorted by our
fascination with the most recent technological revolution, we
cannot see this point and end up implementing the wrong
policies.

Understanding technological trends is very important for
correctly designing economic policies, both at the national
and the international levels (and for making the right career
choices at the individual level). However, our fascination with
the latest, and our under-valuation of what has already
become common, can, and has, led us in all sorts of wrong
directions. | have made this point deliberately provocatively
by pitting the humble washing machine against the internet,
but my examples should have shown you that the ways in



which technological forces have shaped economic and
social developments under capitalism are much more
complex than is usually believed.






Thing 5



Assume the worst about
people and you get the worst

What they tell you

Adam Smith famously said: ‘It is not from the benevolence of
the butcher, the brewer, or the baker that we expect our
dinner, but from their regard to their own interest.” The
market beautifully harnesses the energy of selfish individuals
thinking only of themselves (and, at most, their families) to
produce social harmony. Communism failed because it
denied this human instinct and ran the economy assuming
everyone to be selfless, or at least largely altruistic. We have
to assume the worst about people (that is, they only think
about themselves), if we are to construct a durable
economic system.

What they don’t tell you

Self-interest is a most powerful trait in most human beings.
However, it's not our only drive. It is very often not even our
primary motivation. Indeed, if the world were full of the self-
seeking individuals found in economics textbooks, it would
grind to a halt because we would be spending most of our
time cheating, trying to catch the cheaters, and punishing the
caught. The world works as it does only because people are



not the totally self-seeking agents that free-market
economics believes them to be. We need to design an
economic system that, while acknowledging that people are
often selfish, exploits other human motives to the full and
gets the best out of people. The likelihood is that, if we
assume the worst about people, we will get the worst out of
them.

How (not) to run a company

In the mid 1990s, I was attending a conference in Japan on
the ‘East Asian growth miracle’, organized by the World
Bank. On one side of the debate were people like myself,
arguing that government intervention had played a positive
role in the East Asian growth story by going against market
signals and protecting and subsidizing industries such as
automobiles and electronics. On the other side, there were
economists supporting the World Bank, who argued that
government intervention had at best been an irrelevant
sideshow or at worst done more harm than good in East
Asia. More importantly, they added, even if it were true that
the East Asian miracle owed something to government
intervention, that does not mean that policies used by the
East Asian countries can be recommended to other
countries. Government officials who make policies are (like
all of us) self-seeking agents, it was pointed out, more
interested in expanding their own power and prestige rather
than promoting national interests. They argued that
government intervention worked in East Asia only because
they had exceptionally selfless and capable bureaucrats for
historical reasons (which we need not go into here). Even
some of the economists who were supporting an active role
for government conceded this point.

Listening to this debate, a distinguished-looking



Japanese gentleman in the audience raised his hand.
Introducing himself as one of the top managers of Kobe
Steel, the then fourth-largest steel producer in Japan, the
gentleman chided the economists for misunderstanding the
nature of modern bureaucracy, be it in the government or in
the private sector.

The Kobe Steel manager said (I am, of course,
paraphrasing him): ‘l am sorry to say this, but you
economists don’t understand how the real world works. |
have a PhD in metallurgy and have been working in Kobe
Steel for nearly three decades, so | know a thing or two
about steel-making. However, my company is now so large
and complex that even | do not understand more than half the
things that are going on within it. As for the other managers
— with backgrounds in accounting and marketing — they
really haven’t much of a clue. Despite this, our board of
directors routinely approves the majority of projects
submitted by our employees, because we believe that our
employees work for the good of the company. If we
assumed that everyone is out to promote his own interests
and questioned the motivations of our employees all the
time, the company would grind to a halt, as we would spend
all our time going through proposals that we really don’t
understand. You simply cannot run a large bureaucratic
organization, be it Kobe Steel or your government, if you
assume that everyone is out for himself.’

This is merely an anecdote, but it is a powerful testimony
to the limitations of standard economic theory, which
assumes that self-interest is the only human motivation that
counts. Let me elaborate.

Selfish butchers and bakers

Free-market economics starts from the assumption that all



economic agents are selfish, as summed up in Adam
Smith’s assessment of the butcher, the brewer and the
baker. The beauty of the market system, they contend, is that
it channels what seems to be the worst aspect of human
nature — self-seeking, or greed, if you like — into something
productive and socially beneficial.

Given their selfish nature, shopkeepers will try to over-
charge you, workers will try their best to goof off from work,
and professional managers will try to maximize their own
salaries and prestige rather than profits, which go to the
shareholders rather than themselves. However, the power of
the market will put strict limits to, if not completely eliminate,
these behaviours: shopkeepers won’t cheat you if they have
a competitor around the corner; workers would not dare to
slack off if they know they can be easily replaced; hired
managers will not be able to fleece the shareholders if they
operate in a vibrant stock market, which will ensure that
managers who generate lower profits, and thus lower share
prices, risk losing their jobs through takeover.

To free-market economists, public officials — politicians
and government bureaucrats — pose a unique challenge in
this regard. Their pursuit of self-interest cannot be restrained
to any meaningful degree because they are not subject to
market discipline. Politicians do face some competition
from each other, but elections happen so infrequently that
their disciplinary effects are limited. Consequently, there is
plenty of scope for them to pursue policies that heighten
their power and wealth, at the cost of national welfare. When
it comes to the career bureaucrats, the scope for self-
seeking is even greater. Even if their political masters, the
politicians, try to make them implement policies that cater to
electoral demands, they can always obfuscate and
manipulate the politicians, as was so brilliantly depicted in
the BBC comedy series Yes, Minister and its sequel, Yes,
Prime Minister. Moreover, unlike the politicians, these
career bureaucrats have high job security, if not lifetime
tenure, so they can wait out their political masters by simply



delaying things. This is the crux of the concerns that the
World Bank economists were expressing in the meeting in
Japan that | mentioned at the beginning of this Thing.

Therefore, free-market economists recommend, the
portion of the economy controlled by politicians and
bureaucrats should be minimized. Deregulation and
privatization, in this view, are not only economically efficient
but also politically sensible in that they minimize the very
possibility that public officials can use the state as a vehicle
to promote their own self-interests, at the cost of the general
public. Some — the so-called ‘New Public Management’
school — go even further and recommend that the
management of the government itself should be exposed to
greater market forces: a more aggressive use of
performance-related pay and short-term contracts for
bureaucrats; more frequent contracting-out of government
services; a more active exchange of personnel between the
public and the private sectors.

We may not be angels, but ...

The assumption of self-seeking individualism, which is at the
foundation of free-market economics, has a lot of resonance
with our personal experiences. We have all been cheated by
unscrupulous traders, be it the fruit seller who put some
rotten plums at the bottom of the paper bag or the yoghurt
company that vastly exaggerated the health benefits of it
products. We know too many corrupt politicians and lazy
bureaucrats to believe that all public servants are solely
serving the public. Most of us, myself included, have goofed
off from work ourselves and some of us have been frustrated
by junior colleagues and assistants who find all kinds of
excuses not to put in serious work. Moreover, what we read
in the news media these days tells us that professional



managers, even the supposed champions of shareholder
interest such as Jack Welch of GE and Rick Wagoner of

GM, have not really been serving the best interests of the

shareholders (see Thing 2).

This is all true. However, we also have a lot of evidence —
not just anecdotes but systematic evidence — showing that
self-interest is not the only human motivation that matters
even in our economic life. Self-interest, to be sure, is one of
the most important, but we have many other motives —
honesty, self-respect, altruism, love, sympathy, faith, sense
of duty, solidarity, loyalty, public-spiritedness, patriotism, and
so on — that are sometimes even more important than self-
seeking as the driver of our behaviours. 1

Our earlier example of Kobe Steel shows how successful
companies are run on trust and loyalty, rather than suspicion
and self-seeking. If you think this is a peculiar example from
a country of ‘worker ants’ that suppresses individuality
against human nature, pick up any book on business
leadership or any autobiography by a successful
businessman published in the West and see what they say.
Do they say that you have to suspect people and watch them
all the time for slacking and cheating? No, they probably talk
mostly about how to ‘connect’ with the employees, change
the way they see things, inspire them, and promote
teamwork among them. Good managers know that people
are not tunnel-visioned self-seeking robots. They know that
people have ‘good’ sides and ‘bad’ sides and that the
secret of good management is in magnifying the former and
toning down the latter.

Another good example to illustrate the complexity of
human motivation is the practice of ‘work to rule’, where
workers slow down output by strictly following the rules that
govern their tasks. You may wonder how workers can hurt
their employer by working according to the rule. However,
this semi-strike method — known also as ‘ltalian strike’ (and
as ‘sciopero bianco’, or ‘white strike’, by ltalians
themselves) — is known to reduce output by 30 =50 per cent.



This is because not everything can be specified in
employment contracts (rules) and therefore all production
processes rely heavily on the workers’ goodwill to do extra
things that are not required by their contracts or exercise
initiatives and take shortcuts in order to expedite things,
when the rules are too cumbersome. The motivations behind
such non-selfish behaviours by workers are varied —
fondness of their jobs, pride in their workmanship, self-
respect, solidarity with their colleagues, trust in their top
managers or loyalty to the company. But the bottom line is
that companies, and thus our economy, would grind to a halt
if people acted in a totally selfish way, as they are assumed
to do in free-market economics.

Not realizing the complex nature of worker motivation, the
capitalists of the early mass-production era thought that, by
totally depriving workers of discretion over the speed and
the intensity of their work and thus their ability to shirk, the
conveyor belt would maximize their productivity. However, as
those capitalists soon found out, the workers reacted by
becoming passive, un-thinking and even uncooperative,
when they were deprived of their autonomy and dignity. So,
starting with the Human Relations School that emerged in
the 1930s, which highlighted the need for good
communications with, and among, workers, many
managerial approaches have emerged that emphasize the
complexity of human motivation and suggest ways to bring
the best out of workers. The pinnacle of such an approach is
the so-called ‘Japanese production system’ (sometimes
known as the ‘Toyota production system’), which exploits the
goodwill and creativity of the workers by giving them
responsibilities and trusting them as moral agents. In the
Japanese system, workers are given a considerable degree
of control over the production line. They are also encouraged
to make suggestions for improving the production process.
This approach has enabled Japanese firms to achieve such
production efficiency and quality that now many non-
Japanese companies are imitating them. By not assuming



the worst about their workers, the Japanese companies
have got the best out of them.

Moral behaviour as an optical illusion?

So, if you look around and think about it, the world seems to
be full of moral behaviours that go against the assumptions
of free-market economists. When they are confronted with
these behaviours, free-market economists often dismiss
them as ‘opticalillusions’. If people look as if they are
behaving morally, they argue, it is only because the
observers do not see the hidden rewards and sanctions that
they are responding to.

According to this line of reasoning, people always remain
self-seekers. If they behave morally, itis not because they
believe in the moral code itself but because behaving in that
way maximizes rewards and minimizes punishments for
them personally. For example, if traders refrain from
cheating even when there is no legal compulsion or when
there are no competitors ready to take away their
businesses, it does not mean that they believe in honesty. It
is because they know that having a reputation as an honest
trader brings in more customers. Or many tourists who
behave badly would not do the same at home, not because
they suddenly become decent people when they go back
home but because they do not have the anonymity of a
tourist and therefore are afraid of being criticized or shunned
by people they know and care about.

There is some truth in this. There are subtle rewards and
sanctions that are not immediately visible and people do
respond to them. However, this line of reasoning does not
work in the end.

The fact is that, even when there are no hidden reward-
and-sanction mechanisms at work, many of us behave



honestly. For example, why do we — or at least those of us
who are good runners — not run away without paying after a
taxi ride?2 The taxi driver cannot really chase us far, as he
cannot abandon his car for too long. If you are living in a big
city, there is virtually no chance that you will meet the same
driver again, so you need not even be afraid of the taxi driver
retaliating in some way in the future. Given all this, it is quite
remarkable that so few people run away without paying after
a taxi ride. To take another example, on a foreign holiday
some of you may have come across a garage mechanic or
a street vendor who did not cheat you, even when there
really was no way for you to reward her by spreading her
reputation for honest dealings — particularly difficult when you
cannot even spell the Turkish garage’s name or when your
Cambodian noodle lady, whose name you cannot remember
anyway, may not even trade in the same place every day.
More importantly, in a world populated by selfish
individuals, the invisible reward/sanction mechanism cannot
exist. The problem is that rewarding and punishing others for
their behaviours costs time and energy only to the
individuals taking the action, while their benefits from
improved behavioural standards accrue to everyone. Going
back to our examples above, if you, as a taxi driver, want to
chase and beat up a runaway customer, you may have to
risk getting fined for illegal parking or even having your taxi
broken into. But what is the chance of you benefiting from an
improved standard of behaviour by that passenger, who you
may not meet ever again? It would cost you time and energy
to spread the good word about that Turkish garage, but why
should you do that if you will probably never visit that part of
the world ever again? So, as a self-seeking individual, you
wait for someone foolish enough to spend his time and
energy in administering private justice to wayward taxi
passengers or honest out-of-the-way garages, rather than
paying the costs yourself. However, if everyone were a self-
interested individual like you, everyone would do as you do.
As a result, no one would reward and punish others for their



good or bad behaviour. In other words, those invisible
reward/sanction mechanisms that free-market economists
say create the optical illusion of morality can exist only
because we are not the selfish, amoral agents that those
economists say we are.

Morality is not an optical illusion. When people actin a
non-selfish way — be it not cheating their customers, working
hard despite no one watching them, or resisting bribes as
an underpaid public official — many, if not all, of them do so
because they genuinely believe that that is the right thing to
do. Invisible rewards and sanctions mechanisms do matter,
but they cannot explain all — or, in my view, even the majority
of — non-selfish behaviours, if only for the simple reason that
they would not exist if we were entirely selfish. Contrary to
Mrs Thatcher’s assertion that ‘there is no such thing as
society. There are individual men and women, and there are
families’, human beings have never existed as atomistic
selfish agents unbound by any society. We are born into
societies with certain moral codes and are socialized into
‘internalizing’ those moral codes.

Of course, all this is not to deny that self-seeking is one of
the most important human motivations. However, if everyone
were really only out to advance his own interest, the world
would have already ground to a halt, as there would be so
much cheating in trading and slacking in production. More
importantly, if we design our economic system based on
such an assumption, the result is likely to be lower, rather
than higher, efficiency. If we did that, people would feel that
they are not trusted as moral agents and refuse to actin
moral ways, making it necessary for us to spend a huge
amount of resources monitoring, judging and punishing
people. If we assume the worst about people, we will get the
worst out of them.






Thing 6



Greater macroeconomic
stability has not made the
world economy more stable

What they tell you

Until the 1970s, inflation was the economy’s public enemy
number one. Many countries suffered from disastrous
hyperinflation experiences. Even when it did not reach a
hyperinflationary magnitude, the economic instability that
comes from high and fluctuating inflation discouraged
investment and thus growth. Fortunately, the dragon of
inflation has been slain since the 1990s, thanks to much
tougher attitudes towards government budget deficits and
the increasing introduction of politically independent central
banks that are free to focus single-mindedly on inflation
control. Given that economic stability is necessary for long-
term investment and thus growth, the taming of the beast
called inflation has laid the basis for greater long-term
prosperity.

What they don’t tell you

Inflation may have been tamed, but the world economy has
become considerably shakier. The enthusiastic
proclamations of our success in controlling price volatility



during the last three decades have ignored the extraordinary
instability shown by economies around the world during that
time. There have been a huge number of financial crises,
including the 2008 global financial crisis, destroying the lives
of many through personal indebtedness, bankruptcy and
unemployment. An excessive focus on inflation has
distracted our attention away from issues of full employment
and economic growth. Employment has been made more
unstable in the name of ‘labour market flexibility’,
destabilizing many people’s lives. Despite the assertion that
price stability is the precondition of growth, the policies that
were intended to bring lower inflation have produced only
anaemic growth since the 1990s, when inflation is supposed
to have finally been tamed.

That’s where the money is — or is it?

In January 1923, French and Belgian troops occupied the
Ruhr region of Germany, known for its coal and steel. This
was because, during 1922, the Germans seriously fell
behind the reparation payments demanded of them by the
Versailles Treaty, which had concluded the First World War.

Had they wanted money, however, the French and the
Belgians should have occupied the banks — after all, ‘that's
where the money is’, as the famous American bank robber
Willie Sutton allegedly said, when asked why he robbed
banks — rather than a bunch of coal mines and steel mills.
Why didn’t they do that? It was because they were worried
about German inflation.

Since the summer of 1922, inflation in Germany had been
getting out of control. The cost of living index rose by sixteen
times in six months in the second half of 1922. Of course,
the hyperinflation was at least in part caused by the onerous
reparation demands by the French and the Belgians, but



once it started, it was entirely rational for the French and the
Belgians to occupy the Ruhr in order to make sure that they
were paid their war reparations in goods, such as coal and
steel, rather than in worthless paper, whose value would
diminish rapidly.

They were right to do so. German inflation got completely
out of control after the occupation of the Ruhr, with prices
rising by another 10 billion times (yes, billion, not thousand
or even million) until November 1923, when Rentenmark, the
new currency, was introduced.

The German hyperinflation has left big and long-lasting
marks on the evolution of German, and world, history. Some
claim, with justification, that the experience of hyperinflation
laid the grounds for the rise of the Nazis by discrediting the
liberal institutions of the Weimar Republic. Those who take
this view are then implicitly saying that the 1920s German
hyperinflation was one of the main causes of the Second
World War. The German trauma from the hyperinflation was
such that the Bundesbank, the West German central bank
after the Second World War, was famous for its excessive
aversion to loose monetary policy. Even after the birth of the
European single currency, the euro, and the consequent de
facto abolition of national central banks in the Eurozone
countries, Germany’s influence has made the European
Central Bank (ECB) stick to tight monetary policy evenin the
face of persistently high unemployment, until the 2008 world
financial crisis forced it to join other central banks around the
world in an unprecedented relaxation of monetary policy.
Thus, when talking about the consequences of the German
hyperinflation, we are talking about a shockwave lasting
nearly a century after the event and affecting not just
German, but other European, and world, histories.

How bad is inflation?



Germany is not the only country that has experienced
hyperinflation. In the financial press Argentina has become a
byword for hyperinflation in modern times, but the highest
rate of inflation it experienced was only around 20,000 per
cent. Worse than the German one was the Hungarian
inflation right after the Second World War and that in
Zimbabwe in 2008 in the last days of President Robert
Mugabe’s dictatorship (now he shares power with the former
opposition).

Hyperinflation undermines the very basis of capitalism, by
turning market prices into meaningless noises. At the height
of the Hungarian inflation in 1946, prices doubled every
fifteen hours, while prices doubled every four days in the
worst days of the German hyperinflation of 1923. Price
signals should not be absolute guides, as | argue throughout
this book, but it is impossible to have a decent economy
when prices rise at such rates. Moreover, hyperinflation is
often the result or the cause of political disasters, such as
Adolf Hitler or Robert Mugabe. It is totally understandable
why people desperately want to avoid hyperinflation.

However, not all inflation is hyperinflation. Of course, there
are people who fear that any inflation, if left alone, would
escalate into a hyperinflation. For example, in the early
2000s, Mr Masaru Hayami, the governor of the central bank
of Japan, famously refused to ease money supply on the
ground that he was worried about the possibility of a
hyperinflation — despite the fact that his country was at the
time actually in the middle of a deflation (falling prices). But
there is actually no evidence that this is inevitable — or even
likely. No one would argue that hyperinflation is desirable, or
even acceptable, but it is highly questionable whether all
inflation is a bad thing, whatever the rate is.

Since the 1980s, free-market economists have managed
to convince the rest of the world that economic stability,
which they define as very low (ideally zero) inflation, should
be attained at all costs, since inflation is bad for the



economy. The target inflation rate they recommended has
been something like 1-3 per cent, as suggested by Stanley
Fischer, a former economics professor at MIT and the chief
economist of the IMF between 1994 and 20011

However, there is actually no evidence that, at low levels,
inflation is bad for the economy. For example, even studies
done by some free-market economists associated with
institutions such as the University of Chicago or the IMF
suggest that, below 8—10 per cent, inflation has no
relationship with a country’s economic growth rate 2 Some
other studies would even put the threshold higher — 20 per
cent or even 40 per cent3

The experiences of individual countries also suggest that
fairly high inflation is compatible with rapid economic
growth. During the 1960s and 70s, Brazil had an average
inflation rate of 42 per cent but was one of the fastest-
growing economies in the world, with its per capita income
growing at 4.5 per cent a year. During the same period, per
capita income in South Korea was growing at 7 per cent per
year, despite having an annual average rate of inflation of
nearly 20 per cent, which was actually higher than that found
in many Latin American countries at the time 2

Moreover, there is evidence that excessive anti-
inflationary policies can actually be harmful for the economy.
Since 1996, when Brazil — having gone through a traumatic
phase of rapid inflation, although not quite of
hyperinflationary magnitude — started to control inflation by
raising real interest rates (nominal interest rates minus the
rate of inflation) to some of the highest levels in the world
(10-12 per cent per year), its inflation fell to 7.1 per cent per
year but its economic growth also suffered, with a per capita
income growth rate of only 1.3 per cent per year. South
Africa has also had a similar experience since 1994, when it
started giving inflation control top priority and jacked up
interest rates to the Brazilian levels mentioned above.

Why is this? It is because the policies that are aimed to
reduce inflation actually reduce investment and thus



economic growth, if taken too far. Free-market economists
often try to justify their highly hawkish attitude towards
inflation by arguing that economic stability encourages
savings and investment, which in turn encourage economic
growth. So, in trying to argue that macroeconomic stability,
defined in terms of low inflation, was a key factor in the rapid
growth of the East Asian economies (a proposition that
does not actually apply to South Korea, as seen above), the
World Bank argues in its 1993 report: ‘Macroeconomic
stability encourages long-term planning and private
investment and, through its impact on real interest rates and
the real value of financial assets, helped to increase
financial savings.” However, the truth of the matter is that
policies that are needed to bring down inflation to a very low
— low single-digit — level discourage investment.

Real interest rates of 8, 10 or 12 per cent mean that
potential investors would not find non-financial investments
attractive, as few such investments bring profit rates higher
than 7 per cent2 In this case, the only profitable investment
is in high-risk, high-return financial assets. Even though
financial investments can drive growth for a while, such
growth cannot be sustained, as those investments have to
be ultimately backed up by viable long-term investments in
real sector activities, as so vividly shown by the 2008
financial crisis (see Thing 22).

So, free-market economists have deliberately taken
advantage of people’s justified fears of hyperinflationin
order to push for excessive anti-inflationary policies, which
do more harm than good. This is bad enough, but it is worse
than that. Anti-inflationary policies have not only harmed
investment and growth but they have failed to achieve their
supposed aim — that is, enhancing economic stability.

False stability



Since the 1980s, but especially since the 1990s, inflation
control has been at the top of policy agendas in many
countries. Countries were urged to check government
spending, so that budget deficits would not fuel inflation.
They were also encouraged to give political independence
to the central bank, so that it could raise interest rates to
high levels, if necessary against popular protests, which
politicians would not be able to resist.

The struggle took time, but the beast called inflation has
been tamed in the majority of countries in recent years.
According to the IMF data, between 1990 and 2008,
average inflation rate fell in 97 out of 162 countries,
compared to the rates in the 1970s and 80s. The fight
against inflation was particularly successful in the rich
countries: inflation fell in all of them. Average inflation for the
OECD countries (most of which are rich, although not all rich
countries belong to the OECD) fell from 7.9 per cent to 2.6
per cent between the two periods (70s—80s vs. 90s—00s).
The world, especially if you live in a rich country, has
become more stable — or has it?

The fact is that the world has become more stable only if
we regard low inflation as the sole indicator of economic
stability, but it has not become more stable in the way most
of us experience it.

One sense in which the world has become more unstable
during the last three decades of free-market dominance and
strong anti-inflationary policies is the increased frequency
and extent of financial crises. According to a study by
Kenneth Rogoff, a former chief economist of the IMF and
now a professor at Harvard University, and Carmen
Reinhart, a professor at the University of Maryland, virtually
no country was in banking crisis between the end of the
Second World War and the mid 1970s, when the world was
much more unstable than today, when measured by inflation.
Between the mid 1970s and the late 1980s, when inflation



accelerated in many countries, the proportion of countries
with banking crises rose to 5—10 per cent, weighted by their
share of world income, seemingly confirming the inflation-
centric view of the world. However, the proportion of
countries with banking crises shot up to around 20 per cent
in the mid 1990s, when we are supposed to have finally
tamed the beast called inflation and attained the elusive goal
of economic stability. The ratio then briefly fell to zero for a
few years in the mid 2000s, but went up again to 35 per cent
following the 2008 global financial crisis (and is likely to rise
even further at the time of writing, that is, early 2010).£

Another sense in which the world has become more
unstable during the last three decades is that job insecurity
has increased for many people during this period. Job
security has always been low in developing countries, but
the share of insecure jobs in the so-called ‘informal sector’ —
the collection of unregistered firms which do not pay taxes or
observe laws, including those providing job security — has
increased in many developing countries during the period,
due to premature trade liberalization that destroyed a lot of
secure ‘formal’ jobs in their industries. In the rich countries,
job insecurity increased during the 1980s too, due to rising
(compared to the 1950s—70s) unemployment, which was in
large part a result of restrictive macroeconomic policies that
put inflation control above everything else. Since the 1990s,
unemployment has fallen, but job insecurity has still risen,
compared to the pre-1980s period.

There are many reasons for this. First, the share of short-
term jobs has risen in the majority of rich countries, although
not hugely as some people think. Second, while those who
keep their job may stay in the same job almost (although not
quite) as long as their pre-1980s counterparts used to, a
higher proportion of employment terminations have become
involuntary, at least in some countries (especially the US).
Third, especially in the UK and the US, jobs that had been
predominantly secure even until the 1980s — managerial,
clerical and professional jobs — have become insecure



since the 1990s. Fourth, even if the job itself has remained
secure, its nature and intensity have become subject to
more frequent and bigger changes — very often for the
worse. For example, according to a 1999 study for the
Joseph Rowntree Foundation, the British social reform
charity named after the famous Quaker philanthropist
businessman, nearly two-thirds of British workers said they
had experienced an increase in the speed or the intensity of
work over the preceding five-year period. Last but not least,
in many (although not all) rich countries, the welfare state has
been cut back since the 1980s, so people feel more
insecure, even if the objective probability of job loss is the
same.

The pointis that price stability is only one of the indicators
of economic stability. In fact, for most people, itis not even
the most important indicator. The most destabilizing events
in most people’s lives are things like losing a job (or having
it radically redefined) or having their houses repossessed in
a financial crisis, and not rising prices, unless they are of a
hyperinflationary magnitude (hand on heart, can you really
tell the difference between a 4 per cent inflation and a 2 per
cent one?). This is why taming inflation has not quite brought
to most people the sense of stability that the anti-inflationary
warriors had said it would.

Now, the coexistence of price stability (that is, low
inflation) and the increase in non-price forms of economic
instability, such as more frequent banking crises and greater
job insecurity, is not a coincidence. All of them are the
results of the same free-market policy package.

In the study cited above, Rogoff and Reinhart point out
that the share of countries in banking crises is very closely
related to the degree of international capital mobility. This
increased international mobility is a key goal for free-market
economists, who believe that a greater freedom of capital to
move across borders would improve the efficiency of the
use of capital (see Thing 22). Consequently, they have
pushed for capital market opening across the world,



although recently they have been softening their position in
this regard in relation to developing countries.

Likewise, increased job insecurity is a direct
consequence of free-market policies. The insecurity
manifested in high unemployment in the rich countries in the
1980s was the result of stringent anti-inflationary
macroeconomic policies. Between the 1990s and the
outbreak of the 2008 crisis, even though unemployment fell,
the chance of involuntary job termination increased, the
share of short-term jobs rose, jobs were more frequently
redefined and work intensified for many jobs — all as a result
of changes in labour market regulations that were intended
to increase labour market flexibility and thus economic
efficiency.

The free-market policy package, often known as the neo-
liberal policy package, emphasizes lower inflation, greater
capital mobility and greater job insecurity (euphemistically
called greater labour market flexibility), essentially because
it is mainly geared towards the interests of the holders of
financial assets. Inflation control is emphasized because
many financial assets have nominally fixed rates of return, so
inflation reduces their real returns. Greater capital mobility is
promoted because the main source of the ability for the
holders of financial assets to reap higher returns than the
holders of other (physical and human) assets is their ability
to move around their assets more quickly (see Thing 22).
Greater labour market flexibility is demanded because, from
the point of view of financial investors, making hiring and
firing of the workers easier allows companies to be
restructured more quickly, which means that they can be
sold and bought more readily with better short-term balance
sheets, bringing higher financial returns (see Thing 2).

Even if they have increased financial instability and job
insecurity, policies aimed at increasing price stability may
be partially justified, had they increased investment and thus
growth, as the inflation hawks had predicted. However, the
world economy has grown much more slowly during the



post-1980s low-inflation era, compared to the high-inflation
period of the 1960s and 70s, not least because investment
has fallen in most countries (see Thing 13). Evenin the rich
countries since the 1990s, where inflation has been
completely tamed, per capita income growth fell from 3.2
per centin the 1960s and 70s to 1.4 per cent during 1990—
2009.

Allin all, inflation, at low to moderate levels, is not as
dangerous as free-market economists make it out to be.
Attempts to bring inflation down to very low levels have
reduced investment and growth, contrary to the claim that the
greater economic stability that lower inflation brings will
encourage investment and thus growth. More importantly,
lower inflation has not even brought genuine economic
stability to most of us. Liberalizations of capital and labour
markets that form integral parts of the free-market policy
package, of which inflation control is a key element, have
increased financial instability and job insecurity, making the
world more unstable for most of us. To add insult to injury,
the alleged growth-enhancing impact of inflation control has
not materialized.

Our obsession with inflation should end. Inflation has
become the bogeyman that has been used to justify policies
that have mainly benefited the holders of financial assets, at
the cost of long-term stability, economic growth and human
happiness.
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Free-market policies rarely
make poor countries rich
