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I am one of the lucky ones. The forces of globalization have been very good 
to me. By all reasonable standards in an increasingly unreasonable world, 
I am privileged and well-off. I have the pride to believe that I earned it 
through hard work, but also the humility to recognize I was offered oppor-
tunities along the way that have allowed me to have come from a humble 
background to leading this life.

When I travel and visit my less well-off family in Belgium, Spain or 
Switzerland, far from the fancy neighborhoods of our insanely expensive 
capitals, living from pay check to pay check in run-down dwellings or 
semi-permanent trailer parks, my heart sinks. In places like these, all over the 
developed world, hidden from the spotlights, even the hope of the younger 
generation has been taken away. They have been clubbed down under ex-
ploding student debt and neglected by a general lack of state investment, 
condemned to become “white trash”. Unintegrated minorities are not doing 
any better. Collectively they form an underpaid renter generation forced to 
live with their parents rather than change the world.

This is the result of the self-serving policies of a ruling class that is no 
longer, but for rare exceptions, the best among us, of a leadership vacuum 
that feeds ever growing levels of dysfunction. A majority of increasingly 
incompetent and corrupt Western leaders, publicly scrutinized for their 
private sex lives rather than their ability to govern, keep selling out the 
future, granting extraordinary rights and privileges to a few rent extractors 
at the expense of the many. Blinded by greed, the “ruling elite,” ignoring 
the common good, fails to even recognize the resulting cost and pain.

We have reached a tipping point. The implosion of our political system 
and societies has become all too real a possibility, if not the likely outcome. 
The derided dissenters, now immune to elite opprobrium, have started to 
publicly express an unarticulated nationalist anger, surprising even them-
selves by their audacity to challenge the established order and discovering, 
in the process, that they are the majority. Yet this volatile rejection of the 
status quo has so far been unable to produce cohesive rational solutions 
and could ultimately make things worse.

I believe the populist insurgents, contrary to the impression given by pre-
vailing media coverage, are largely correct about what has gone wrong, but, 
dangerously, know far less about how to make it right. I believe we should lis-
ten respectfully, to acknowledge that the populists have a valid point, that they 
are not just simpletons nor backwards, racist xenophobes. I believe it is time 
to reflect on what policies would restore some necessary balance, a renewed 
role for core government and a renegotiated, reinvigorated, social contract.
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IntroduCtIon: the next CrIsIs

ACknowledgIng the MAjorIty’s pAIn

Do you hear the people sing? Singing the song of angry men? 
(Les Miserables)

By gaining the people, the kingdom is gained, and, by losing the 
people, the kingdom is lost. (Confucius)

WE ARE ECONOMICALLY, POLITICALLY, AND INTELLECTUALLY 
UNPREPARED FOR THE IMPENDING NEXT CRISIS . NO NEW COHERENT 
POLICY IS POSSIBLE WITHOUT ACKNOWLEDGING THIS . POPULISM 
IS A RATIONAL REACTION . A NEW SOCIAL CONTRACT IS NEEDED

The next crisis is coming. It will be a severe downturn for which we are 
unprepared. Economically unprepared – our traditional means of action, 
be it fiscal or monetary policy, are no longer effective or available. Politically 
unprepared – we are left with a fragmented political system where the dis-
senters to a broken social contract are now an emerging majority that is 
unable to articulate a set of rational policies. But worst of all, we are intel-
lectually unprepared. For we have no coherent understanding of Western 
societies’ deep sources of frustration. It is high time for the developed 
world’s elites to shred the veil of denial, to confront the facts, to have the 
courage to hear the complaints of the majority of dissenters, to dare to 
speak out and act. For the next crisis is coming, and there is little time left 
to make sure it won’t turn into a full-blown political meltdown.

We are facing the failure of Western elite.1 They no longer are the best 
of us, but a stagnant ruling class. Blinded by unprecedented opulence, 
wrapping itself in political correctness, its chief concerns are preserving and 
increasing its power and privileges. In the process, it has severely limited the 
flow of social mobility, insuring its own decay and growing incompetence 
over time. This has led to an increasingly inefficient government, with no 
vision other than maintaining the status quo and catering to special interests. 
These special interests influence the government through various means to 
extract, protect, and maximize monopolistic type “rent,” benefiting a few at 
the expense of the many. This is in essence the opposite of both capitalism’s 
1  “By elite, we mean the small number of individuals who, in each sphere of activity, have 
succeeded and have arrived at a higher echelon in the professional hierarchy.” (Pareto)

https://www.youtube.com/watch?v=gMYNfQlf1H8
https://books.google.com.sg/books/about/THE_CHINESE_CLASSICS_PART_I_CONFUCIUS_AN.html?id=MZcrDwAAQBAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
https://books.google.com.sg/books/about/The_Rise_and_Fall_of_Elites.html?id=VKw0DwAAQBAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
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and socialism’s tenets, for it is simultaneously an abuse of free markets and 
a confiscation of resources from the many by a few for the few.2

The seeds of today’s unsustainable social pressure are many and go back 
decades. They are society-defining issues, results of long term ‘super-struc-
tural’ policies – or a lack thereof. They range from real estate, to health care, 
education, monopolies, over-financialization, unfair trade and uncontrolled 
immigration. The cumulative burden of the choices made in these areas 
has fallen disproportionally on the lower and middle classes. They have 
reduced upward mobility,3 making the world not only more “unfair,” but 
the future more hopeless.

Faced with the growing pain, but unwilling to tackle its causes, successive 
governments across the developed world have used and abused fiscal policy 
to buy political relief. Inflated and unfinanced social spending bought tem-
porary social peace and votes, but progressively rendered the state powerless 
and indebted. With little fiscal room to maneuver, monetary policy eventually 
became the only game left in town. But propping up asset prices with inter-
est rate cuts systematically enriched a few, reflated burst bubbles, promoted 
speculation and encouraged moral hazard. Eventually, even monetary policy 
became inadequate. In response to the last crisis, we took a leap into the un-
known, embracing untried quantitative easing policies and kicking the can 
of economic problems down the road to the next recession. In the process we 
became addicted to easy, seemingly costless money. But quantitative easing 
has arbitrarily compounded the assets of the wealthiest, breaching our social 
contract. Though few yet recognize it, mishandled quantitative easing will 
someday detonate decades of accumulated social-economic discontents.

The wave of popular dissent, apparent from Brexit to Trump to new 
populist governments across the Western world, has already had major 

2  “What we do today has nothing to do with capitalism or socialism. It is a crony type 
of system that transfers money to the coffers of bureaucrats. The largest fragilizer of so-
ciety is a lack of skin in the game. If you are mayor of a small town, you are penalized 
for your mistakes because you are made accountable when you go to church. But we are 
witnessing the rise of a new class of inverse heroes – bureaucrats, bankers, and academics 
with too much power. They game the system while citizens pay the price. I want the en-
trepreneur to be respected, not the CEO of a company who has all the upsides and none 
of the downsides.” (Taleb)
3  “We find robust evidence of declines in absolute mobility across subgroups. Absolute 
mobility fell in all 50 states between the 1940 and 1980 cohorts, although the rate of 
decline varied, with the largest declines concentrated in states in the industrial Midwest 
states such as Michigan and Illinois. We also find substantial declines in absolute mobility 
for both sons and daughters when income is measured at the household level. The decline 
in absolute mobility is especially steep – from 95% in the 1940 cohort to 41% in the 
1984 cohort – when we compare the individual earnings of sons to their fathers.” (Chetty)

http://www.greatthoughtstreasury.com/author/nassim-nicholas-taleb-5?page=1
https://www.nber.org/papers/w22910
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consequences. Yet it has been all but denied, dismissed and disregarded 
by the well-to-do and an arrogant intellectual elite. It is pictured as an 
irrational tantrum bound to self-correct, an abhorrent aberration, as if ig-
noring and disparaging an inconvenient outcome would make it go away. 
But seldom has a disease been cured, a problem resolved, by ignoring the 
symptoms. Indeed, more often, the symptoms are part of an unpleasant 
reaction triggered to defend a besieged system, restore a natural balance, as 
a necessary fever would render bedridden an infected body so that it could 
better kill off the harmful virus. But such an immune system reaction can 
all too easily slip into hyperdrive and kill the host together with the disease.

The popular backlash is the tip of the iceberg, resulting from decades of 
established economic dogma all but ignoring the current regime’s losers. It 
has just started, and the dissenters within the Western world progressively 
discover they are in fact a majority. Emboldened, they increasingly challenge 
their out-of-touch ‘elite’ and the globalized world paradigm that has so 
disserved them. As they gain strength and reach the levers of power, they 
start proposing short term palliative “gut”-driven policies that have often 
not been thought through, from imposing tariffs on partners with whom 
they have a trade surplus to trying to block migrants who then just get 
offloaded to neighboring countries with whom there is free cross-border 
movement of people anyway. While these measures may temporarily relieve 
the pain, or at least give the impression that globalization’s losers within 
the Western world are finally seeing their grievances addressed, they have 
not been articulated into any long-term coherent policy.

Here we stand, confused and unprepared, as the next crisis looms.

ACknowledgIng our lACk of understAndIng

Facts do not cease to exist because they are ignored. (Huxley)

It is dangerous to be right in matters where established men are 
wrong. (Voltaire)

It is time for the Western world elite to show some intellectual humility 
and confess their ignorance – before it is too late. They pretended they 
knew what was happening on the eve of the populist shocks. Now they 
pretend to know how we ought to recover once this irresponsible populist 
insurgence has receded. Yet the gap between reality and elite understanding 
has never been so important or so blatant. Holed up in their ivory tow-
ers, confident in the beauty of their increasingly elaborate mathematical 
models and intricate legal frameworks, which bear little relation to the real 

https://books.google.com.sg/books?id=PNZaAAAAMAAJ&dq=Proper%20Studies%20huxley%20Facts%20do%20not%20cease%20to%20exist%20because%20they%20are%20ignored
https://books.google.com.sg/books?id=8HJODwAAQBAJ&printsec=frontcover&dq=The+Age+of+Louis+XIV+voltaire&hl=en&sa=X&ved=0ahUKEwjt-vrah5zgAhWBNo8KHSO_DQAQ6AEILjAB#v=onepage&q=The%20Age%20of%20Louis%20XIV%20voltaire&f=false
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world, they have lost track of what prosperity even is, not to speak of how 
to achieve it, share it, and transfer it.

We need look no further than the last financial crisis to remember that 
elite assurances that they understand the systems they govern and are safe-
guarding the public interest have little worth. In fact, the last crisis demon-
strated that all we thought we knew in macro-economics and finance risk 
management is essentially wrong.

When push came to shove, government decision-makers tried to pre-
vent the worst by swiftly taking desperate measures. In the blink of an eye, 
they admitted that they had little idea of what was going on beyond the 
immediate issues they were scrambling to address.

The chief economist of the European Central Bank confessed he learned 
of the crisis by reading the morning newspaper. The Chairman of the Federal 
Reserve acknowledged that inflation was a “mystery.” (Financial Times, 2017) 
For all their powerful intellect and lifelong dedication, the best we can say 
for the finest economic minds of a generation is that they were, for a while 
at least, brutally honest about how little they in fact knew.4

Despite this fiasco, remarkably little thought has been put into under-
standing what went wrong, the possible negative impacts of globalization 
and liberalization policies preceding the crisis or the side effects of the 
desperate measures taken to alleviate the worst crisis in a hundred years. 
In fact, if anything, a whitewashing exercise has taken place, denying the 
political implications of the measures that were taken, ignoring the collapse 
of the economic paradigms in the process.

It is past time for such reflection to begin in earnest. The extraordinary 
policies implemented in the heat of that moment have dangerously tilted 
the equilibrium of our societies. We continue to act as if economic issues 
are somehow disconnected from political ones. The intrinsically political 
nature of deciding what prosperity looks like, and how to make it sus-
tainable, has been denied. With the rise of populism, the political part of 
political economy is coming back with a vengeance. Elite decision-makers 
are intellectually, even psychologically, ill-equipped to respond. Denial is 
not a sustainable policy.

4  In fairness, erroneous understanding, even by the very best, is not limited to economics. 
Albert Einstein (New York Times, 1964) once said, “There is not the slightest indication 
that nuclear energy will ever be obtainable.” General Douglas Haig (Bernard Ross, 2015) 
the commander of the British Army in WWI said in 1914 of the machine gun, “Make 
no mistake, this weapon will change absolutely nothing.” What smart people do is revise 
erroneous judgments in response to evidence and experience, come up with new, better 
understanding, and indeed solutions to the problems at hand.

https://www.ft.com/content/de31f704-cf2c-11e7-9dbb-291a884dd8c6
https://www.nytimes.com/1964/08/02/archives/the-einstein-letter-that-started-it-all-a-message-to-president.html
https://books.google.com.sg/books?id=R440CwAAQBAJ&pg=PT43&lpg=PT43&dq=%E2%80%9CMake+no+mistake,+this+weapon+will+change+absolutely+nothing.%E2%80%9D++The+Strategy+Workout:+The+10+tried-and-tested+steps+that+will+build+your+strategic+thinking&source=bl&ots=Y8o3AOyHXA&sig=ACfU3U0-qTSMT310uEkfaREmruFF3hMEnw&hl=en&sa=X&ved=2ahUKEwj0vPGvovrhAhWKTd8KHUGRBxgQ6AEwAHoECAMQAQ#v=onepage&q=%E2%80%9CMake%20no%20mistake%2C%20this%20weapon%20will%20change%20absolutely%20nothing.%E2%80%9D%20%20The%20Strategy%20Workout%3A%20The%2010%20tried-and-tested%20steps%20that%20will%20build%20your%20strategic%20thinking&f=false
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guIdIng prInCIples

In fact, laws are always of use to those who possess and harmful 
to those who have nothing: from which it follows that the social 
state is advantageous to men only when all have something and 
none too much. (Rousseau)

As a society, we are and always will be faced with limited resources and 
unlimited needs. The questions of how we share what is produced, decide 
how much should be invested rather than consumed, or indeed how to 
reward the most productive among us is bound to always be contentious. 
These are by nature as much political as economic questions. For decades, 
policies meant to optimize economic outcomes have ignored political side 
effects. This is unsustainable. Economics interacts with politics, and an 
equilibrium in that interaction is what makes societies work.

This is why a social contract is needed. All participants must be stake-
holders, and to be convinced that, even if the outcome is not equal, it is 
fair and that ultimately everyone is better off. This contract may not be 
a deliberate, voluntary agreement, but more of a tacit acceptance, that 
even though things are not perfect, they are both for the greater good of 
society and acceptable at a personal level, so that consequently we accept 
and adhere to it.

This has profound consequences for what a society can and cannot do 
without facing a breakdown of the social contract. An over-concentration 
of wealth and abuse of money printing, for example, would eventually un-
dermine the legitimacy of property in the eyes of many, destabilizing society. 
Policymakers have to recognize such social constraints and aim for a process 
that is not only economically efficient but politically sustainable.

As there will inevitably be losers when the patterns of allocations shift – be 
it because of trade, or regulatory change – one first has to have in place a safety 
net to prevent people falling through during these periods of adjustments.

Then, as the winners of these changes accrue their profits, a mechanism 
must be put in place so that the losers can share in the gain. Otherwise, changes 
will not be viewed as win-win and strong localized opposition will develop.

Lastly, as much as possible, it is not equality of outcomes per se that 
should be the goal, but rather fairness, the equality of chances to be among 
the winners, at least so far as is reasonable and one can be said to deserve it.

The importance of fairness of chance is illustrated by growing disdain 
for elites who start to seem less and less brilliant. Vilfredo Pareto (Pareto), 
the Italian social scientist, explained the differences between the bloody 
French Revolution and the relatively civil English evolution were due to 

https://books.google.com/books/about/The_Social_Contract.html?id=QSljY8xP2psC&redir_esc=y
https://books.google.com.sg/books/about/The_Rise_and_Fall_of_Elites.html?id=VKw0DwAAQBAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
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the English elite’s willingness to absorb new blood into their ranks based 
on merit. The French aristocracy, on the other hand, jealously guarded its 
blue blood lineage and privilege. It was not a matter of material inequality. 
The French peasants guillotining their elite were, at the time, the richest 
peasantry in Europe. But they felt they did not share fairly in the nation’s 
wealth, and that, because of the strict division of classes, even the best 
among them would never be able to.5

In fact, while the sense of the word has been distorted in time, it is 
worth remembering that etymologically “aristocracy”6 did not refer to 
a class of hereditary overlords, protected in their privileged position by 
a set of structural safeguards. Originally, the word meant government by 
the best. With each new generation, many of the children of the old elite 
would maintain their position, but there was room for the brightest and 
most ambitious of the lower classes to claw their way up as well.

That aristocracy became synonymous with hereditary government illus-
trates the extent of the Ancien Régime’s problems.

Unfortunately, there are many signs that the Western world has again 
forgotten these principles and alienated its working classes under a set of 
laws, regulations and market structures that always favor the same few while 
stifling the social mobility necessary for the rule by the best to be perpetuated.

For one, wages have been stagnating for the lowest-paid and exploding 
for the highest.7 This is unequal but under certain circumstances could be 
fair – so long as the children of lower classes have a decent shot of joining 

5  It has been suggested (Ghose) that half of the difference in intelligence in a population 
is genetic, intrinsically biologically inherited. Even if that is true, this means that the elite 
of today will only be partially as clever tomorrow, while new cleverness will appear in what 
is today not the elite. If a mechanism is put in place by society to avoid social mobility, 
by making education unaffordable for instance, then mechanically the level of the elite in 
charge will decrease compared to more competitive societies which nurture and promote 
the best out of each generation to lead them.
6  Aristocracy (Greek aristokratía, meaning “rule of the best” from aristos – “excellent”, and 
kratos – “power”) is a form of government that places strength in the hands of a small, priv-
ileged ruling class. “The true forms of government, therefore, are those in which the one, or 
the few, or the many, govern with a view to the common interest; but governments which 
rule with a view to the private interest, whether of the one or of the few, or of the many, 
are perversions. For the members of a state, if they are truly citizens, ought to participate 
in its advantages. Of forms of government in which one rules, we call that which regards 
the common interests, kingship or royalty; that in which more than one, but not many, 
rule, aristocracy; and it is so called, either because the rulers are the best men, or because 
they have at heart the best interests of the state and of the citizens.” (Aristotle, Politics)
7  According to an Economic Policy Institute report, Aug 16 2018, from 1978 to 2018 
the real wage for most Americans increased 11%, while executive compensation increased 
1,000% (tenfold).

https://www.the-scientist.com/news-opinion/heritability-of-intelligence-42093
https://en.wikipedia.org/wiki/Power_(social_and_political)
https://en.wikipedia.org/wiki/Form_of_government
https://en.wikipedia.org/wiki/Ruling_class
http://classics.mit.edu/Aristotle/nicomachaen.3.iii.html


FIGURE 1.1 – PROTEST PARTY VOTE RISING

FIGURE 1.2 – DISTRIbUTION OF WEAlTh SINcE 1917, U.S. 
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(Algebris investMent, 2016)
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https://media.algebris.com/content/silver-bullet/2016-11-15-Silver-Bullet-Investing-in-the-time-of-populism.pdf
https://snbchf.com/2017/04/hugh-smith-wealth-distribution-1980s/
https://milescorak.files.wordpress.com/2012/01/speech-2012_01_12_final_web-1.pdf


the ranks of the highest-paid. As it happens, mobility between incomes 
deciles has also been declining, making the distribution both less equal 
and less fair. It has resulted in a concentration of wealth and of wages in-
creasingly unrelated to one’s ability. Sociologically and economically we 
have entered an increasingly inefficient allocation of our human capital, 
while at the same time creating relatively harsher condition for all but the 
most well-endowed.

It has been suggested that this is not important, for even if inequality 
has grown and social mobility decreased, the lowest among us still would 
be better off than before. This is wrong not only because real income calcu-
lations fail to capture the rising costs of necessities, but also because of the 
importance of fairness in the social contract. Wealth, by nature, is largely 
a relative thing. The numerical collective illusion called wealth, is, ulti-
mately, society’s recognition of someone’s right to use part of its resources 
as a reward for past contributions to the common good.8

The recent rise of the populist parties must be interpreted as a belated rec-
ognition of the break-up of the Western world’s social contract. A majority has 
been left out. It has a smaller absolute share, lower mobility, and uninspiring 
change in its socio-economic conditions. No wonder then that the dissenters 
themselves are surprised by the audacity of their complaints, willing to challenge 
the self-serving elite and impose redress on behalf of the losers of globalization.

8  Thus, the ability to use the fixed productive capacity of the economy is necessarily 
a relative function, for each of us can only have a fraction of a sum that is fixed at any 
given point of time.

FIGURE 1.4 – SOcIAl mObIlITY bY INcOmE

(the brookings institution, 2008)
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https://www.researchgate.net/figure/Family-Income_fig1_268024706


our AIM

… there is nothing more difficult to take in hand, more perilous to 
conduct, or more uncertain in its success, than to take the lead 
in the introduction of a new order of things … (Machiavelli)

The object of this book is to review and understand the causes of this state 
of affairs and create an intellectual canvas for analyzing and addressing the 
issues faced by this rising majority of dissenters. This requires a willingness 
to both review the facts in a new light, with the benefit of experience, and 
to discard the sterile pretension of political correctness.

Wealth inequality is perpetuating itself and becoming more extreme. 
Real estate, health care, and education have become less and less affordable. 
Excessive financialization has diverted resources from productive economic 
activity. Globalization has destabilized large segments of the public and ren-
dered them economically obsolete. Industrial consolidation has hampered 
competition and rent-seeking special interests have successfully co-opted 
government. A decade of quantitative easing has further transferred wealth 
upwards in ways that affect many but are understood by few.

Along the way, this book examines the decades of policy choices in which 
these problems are rooted and offers a comprehensive tool-kit of proposals to 
pick and choose from in order to relieve the pain of the put-upon majority.

It is bound to make mistakes and offend in the process, even if it is not 
meant to. New solutions must be considered, even if some will prove er-
roneous or sub-optimal and, in turn, will have to be discarded.

These proposals are made not because they are perfect solutions, but 
because it is necessary to kickstart a debate about how to seriously address 
the grievances of globalization’s losers. Replacing the win-lose policies of 
recent decades with those that are truly win-win is the only way to prevent 
a looming, catastrophic political-economic crisis. The dissenters have now 
discovered they are the majority. They, and their pain, can no longer be 
ignored. They must be addressed in a rational and effective way.

https://books.google.com.sg/books/about/The_Prince.html?id=bRdLCgAAQBAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
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the CurvAture of the lIne: 
A new polItICAl frAMework

Politicians are like bad horsemen who are so preoccupied with 
keeping in the saddle that they can’t bother about where they go. 
(Schumpeter, Prophet of Innovation: Joseph Schumpeter and 
Creative Destruction)

semper pauper eris, si pauper es, … dantur opes nullis nunc nisi 
divitibus.9 (Martial)

Inferiors revolt in order that they may be equal, and equals that 
they may be superior. Such is the state of mind which creates 
revolutions. (Aristotle)

The smart way to keep people passive and obedient is to strictly 
limit the spectrum of acceptable opinion, but allow very lively 
debate within that spectrum … (Chomsky)

STRUCTURAL POLICIES, INCLUDING GLOBALIZATION, HAVE FAVORED 
A FEW TO THE DETRIMENT OF THE MANY FOR DECADES . WE ARE NO 
LONGER IN A LEFT VS RIGHT POLITICAL SPECTRUM . SUPERIMPOSED 
IS A GLOBALIST VS NATIONALIST OPPOSITION . THIS HAS RESULTED 
IN A CURVATURE OF THE POLITICAL LANDSCAPE, WITH THE PREVIOUS 
‘EXTREMES’ JOINING HANDS

polICIes leAdIng to Ignored pAIn
Everywhere you look, government policies have encouraged trends that 
have weakened the standing of the average citizen.

The policies of nearly half a century have generated tremendous pain 
for the lower and middle classes of Western countries, allowed for dra-
matic increase of wealth for a few, and weakened the state. The state, hav-
ing failed to act, has also been drained of its means to act: financially on 
the domestic front, with discretionary budgets being squeezed by social 
spending and legally on the international front, with globalization forcing 
open all borders.

Globalization has ratcheted up the pressure on wages from automation, 
rapidly enriching the capital-owning elite. Because of free trade, Western 

9  You will always be poor if you are poor; … nowadays wealth comes to no one but the rich.

https://books.google.com.sg/books/about/Prophet_of_Innovation.html?id=wBXQOuQ73vwC&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
https://books.google.com.sg/books/about/Prophet_of_Innovation.html?id=wBXQOuQ73vwC&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
https://www.loebclassics.com/view/martial-epigrams/1993/pb_LCL094.393.xml
http://classics.mit.edu/Aristotle/nicomachaen.3.iii.html
https://www.thesunmagazine.org/issues/263/the-common-good
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workers have been asked, in just a few decades, to compete with the cheap-
est Asian factories, which have the unfair advantage of operating without 
regard to the environment, minimum wage, or workers’ rights. Because 
of lax border control, Western workers have been asked to compete with 
massive waves of low skill migrants, who have pushed down wages while 
also competing with Western workers for insufficient public services.

The attraction of a generous welfare system and public services has fur-
ther encouraged a wave of uneducated newcomers. In Europe, governments 
have parked these unwelcome and unintegrated migrants in increasingly 
restless suburban ghettos, where unemployment, drug use, and crime 
thrive. This has led to an explosion of social costs and the emergence of 
a shadow economy. It has radicalized both the overwhelmed hosts and 
the alienated newcomers, leading to extremism, and indeed in some cases 
to terrorism.

Meanwhile, the structural policies driving inflated costs in health care, 
education and real estate, have over time severely strained the household 
budgets of the majority of the population, and the less affluent in par-
ticular. The state has abdicated its role in limiting finance and regulating 
monopolies, inflating the profits of a few to the detriment of the many.

Along the way, the equalizing value of holding citizenship has eroded 
over time as states have weakened. The vacuum has been filled with pain, 
alienation and a relative loss of status – a potent recipe for resentment.

As the pain escalated, signs of opposition have been growing. At first, 
social spending acted like an anesthetic, masking the pain. But this was 
never sustainable, and the state cannot pretend to afford it anymore.

With social spending off the table, dissenters now had to be intimidat-
ed. If they complained, they were blamed for being ignorant and labelled 
economically illiterate or hopelessly xenophobic. This has backfired, leading 
the dissenters to become ever more defiant, and indeed sometimes to take 
deplorable and ill-considered short-cuts.

Behind an apparently lively democratic debate on narrowly defined and 
ultimately unimportant issues, the intellectual elite ignored the growing 
malaise while the dissenters tried and failed to build a robust set of policy 
responses.

MovIng to the edges
At this point, the pain behind the awakening of the radical majority has 
become too real, the anger too palpable, to disregard. It has begun to man-
ifest itself in protest votes. The votes have led to repeated wins for parties 
on the political fringe, even if they did not always translate into actionable 
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political victories.10 Often, as with Brexit, these are votes for half-baked 
solutions, their real purpose to extend a middle finger at the elites. Electoral 
successes kept coming, each one making these majorities seem less foolish, 
or at least less lonely. It has become harder to isolate the populist parties. 
Time and time again these electoral gains have been dutifully explained 
away as flukes, the results of unique circumstance. But if all the boats are 
rising at once, it must be that the tide is coming in.

The dissenters voting for these parties are the losers of globalization: younger, 
poorer, less educated. Blue-collar voters indeed tend to vote either for strong 
redistribution – the far left – or for suppression of immigration – the far right. 
In the United States, for instance, they tend to be either Tea Party voters or 
Bernie Sanders supporters (WSJ) (Unherd). In the recent French Presidential 
election, 45% of blue-collar workers voted for Marine Le Pen on the “extreme 
right” and 25% voted for Mélenchon on the “extreme left.” Among people 
with incomes above 30,000 euros, only 15% and 16%, respectively, went for 
those candidates. Similarly, more than half of young people – clubbed into 
submission by real estate prices, education costs and general lack of prospects – 
voted for these two extremes. In contrast, centrist parties over-performed with 
the educated winners of globalization (French Ministry of Interior).

Up to this point, in the traditional framework, the gains made by the 
“extremes” in parliamentary elections have often been chalked up to “lost” 
protest votes. Both the left and right have gained seats, but they cancelled 
each other out. But viewing politics through this left-right prism alone fails 
to capture the growing number of voters who feel they keep losing no matter 
whether “left” or “right” wins. It also fails to capture the consequences this 
will have when the “extreme” parties can no longer be isolated, or when 
a new form of opposition emerges that channels all sides of the populist rage.

Looking at the experience in France, Emmanuel Macron’s election was 
the result of the merging of the center left and right, but across a uniform, 
privileged, social background. Since then, the opposition has tried, and 

10  Because of the linear nature of the debate, the election process plays a critical role in 
determining who wins an election and what kind of policies will be implemented. In 
a parliamentary system, where coalitions are decided after the election, one nearly always 
ends up with a government that is hovering around the center, either to its left or to its 
right. This is because this is where the majority will be found, for alliances will be built 
around these gravity points. No majority can be found on the “extremes.” In two-round 
election systems, such as the U.S. primary-and-general-election system, or the French two-
round elections, the process is slightly different. To be elected in the primary one would 
take the middle ground of either the left or the right, and, in the second round, move to 
the center to collect as many votes as possible without, as far as possible, demotivating 
the favorable voters on the edge of the axis.

https://www.wsj.com/articles/americas-manufacturing-towns-once-solidly-blue-are-now-a-gop-haven-1532013368
https://unherd.com/2017/10/left-lost-working-class-can-get-back/
https://www.interieur.gouv.fr/Elections/Les-resultats/Presidentielles/elecresult__presidentielle-2017/(path)/presidentielle-2017/FE.html
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failed, to bridge the left-right divide, that is until the recent appearance of 
the “gilet jaunes.” This grassroots movement has embodied the unification 
of the opposition to the elite, but without any formal political leadership or 
organization. To quote a leading commentator: “The movement of ‘yellow 
vests’ can be a decisive break. A mobilization emerged from the very base of 
the country, ignoring political or trade union identities, it achieves, without 
even caring, a form of social reunification. As a result, Emmanuel Macron’s 
polarization between ‘progressives’ and ‘populists’ takes on an increasingly 
visible sociological dimension. With an elite bloc in place and represented 
primarily by [Macron’s] LREM [party] and a popular bloc in the making, 
the transformation of the French political order continues and accelerates.”

the junCtIon: CurvAture of the polItICAl debAte
The “extremes” are becoming “fatter,” more numerous than the center, with 
more motivated, irritated voters. The political successes keep coming, be it 
from the far left, with Podemos in Spain, the Five Star Movement in Italy, Les 
Insoumis In France, and Bernie Sanders in the U.S., or from the far right, with 
Viktor Orban in Hungary, the Freedom Party in Austria, the Ligue in Italy, the 
National Front in France, and Trump in the U.S. (Washington Post)

At this point, the rising dis-
content from the edges operates 
a junction. The edges of the left 
and right start looking more sim-
ilar to each other, at least from 
a sociological point of view. 
Along a new axis, “globalist” vs. 
“nationalist,” they are now closer 
to each other than to the center, 
rejecting the open world that has 
been bringing them misery. We 
no longer have a political debate 
along one axis, but two, and the 
increasingly dominant one is no 
longer the traditional efficiency 
vs solidarity debate. The politi-
cal spectrum no longer looks like 
a spectrum, but like a circle.

In this framework, another 
transformation happens. The 
parliamentary system, which 

This is not entirely new. I recall one 
week in the mid-’90s when I was push-
ing a provocative – and I still maintain, 
correct – proposal that got published in 
the WSJ: that Belgium should consider 
some form of default of its large public 
debt. The national-debt-to-GDP ratio 
was spiralling out of control, leading the 
state to levy punitive taxes and abandon 
investment in its primary functions. I ran 
into a former right wing Belgian finance 
minister in the lobby of the Senate in 
Brussels, and upon hearing me explain 
the idea, he called me a “communist.” In 
the office of a left-wing professor I was 
called a “fascist.” Not long after, I had 
a laugh about the name-calling with 
a journalist friend. He, at least, under-
stood the appeal of the idea – and later 
became one of the most effective finance 
ministers of the last decades.

https://www.washingtonpost.com/world/europe/the-torchbearer-of-italys-far-right-is-now-in-power-and-wants-to-make-good-on-anti-migrant-promises/2018/06/04/3c4bf12e-65d6-11e8-81ca-bb14593acaa6_story.html
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had been the most likely to produce centrist governments, suddenly be-
comes the most likely to produce “populist” governments, as the negotiation 
between the edges can take place after the election. This explains why, for 
instance, there was a populist government emerging in Italy, with the Five 
Star Movement at the far left, and the Ligue at the far right – supposedly 
the most antagonistic parties in the traditional framework – joining forces. 
A similar outcome has been produced by Brexit, where the far left and far 
right came together on a single issue.

Two-round election systems behave differently. The system favors can-
didates in the extremes of each party, but unlike first-past-the-post par-
liamentary systems, these two-round systems do not, yet, provide an easy 
means for opposing extremes to join together in common cause. The results 
in two-round systems tend to favor, in the second round, the candidate 
best able to capture the center votes. The presidential election in France 
was a case in point, with both final candidates claiming to be anti-system, 
of neither left nor right, but with Le Pen failing to rally the far left “in-
soumis” while Macron was able to easily capture both the center left and 
the center right.

FIGURE 1.5 – FRENch PRESIDENTIAl 1ST ROUND 2017

(french Ministry of interior)

https://www.interieur.gouv.fr/Elections/Les-resultats/Presidentielles/elecresult__presidentielle-2017/(path)/presidentielle-2017/FE.html
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FIGURE 1.6 – ITAlIAN PARlIAmENTARY ElEcTIONS 2018

(itAliAn Ministry of interior)

With the rise of populism, we are seeing the two extremes, left and 
right, joining together to express their angst, both calling for the return of 
an active role for the state. Dissenters, considering themselves somewhat 
correctly to be victims, are indeed looking for the government to redress 
the wrongs that have put them in their precarious situation. Dissenters 
want more state involvement, be it to rebalance income streams, break 
up monopolies, reinstate the privileges inherent to a national citizenship, 
ensure the core functions of a state – like justice, police, and borders – or, 
indeed, to stop immigration, trade and globalization.

But there is a problem. The state, heavily in debt after decades of paying 
for pain-killing social support measures, directed by an elite raised under 
globalization’s dogma, has lost both the means and the will to act this way.

the new debAte
Recent elections in the Western world continue to reflect this shift. The 
traditional left-right debate over distribution versus efficiency is increasingly 
replaced by a nationalist versus internationalist paradigm. The latter school is 
best represented by French President Emmanuel Macron, who described him-
self as “ni de droite, ni de gauche” (neither conservative nor liberal). It wants 
to maintain the internationalist status quo while acknowledging its excesses 
and reforming it from within. The genius of Macron is that he recognized 
the disaffection towards the system and was able to brand himself as some-
how “anti-system.” Yet he was running – and was elected – to save the system 
by reforming it, while his nationalist opponents had vowed to dismantle it.

https://elezionistorico.interno.gov.it/index.php?tpel=C&dtel=04/03/2018&tpa=I&tpe=A&lev0=0&levsut0=0&es0=S&ms=S
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The nationalist school wishes to withdraw from established international 
agreements and an international economic competition they believe they are 
losing. It aims to hamper trade and immigration and reestablish a “strong 
state,” though ideas about what else this strong state should do vary some-
what from nation to nation and party to party. In any case, more often than 
not, they have been prevented from implementing the very policies they 
were elected to carry out. The best example is probably given by the new 
ruling coalition in Italy. The new government had initially threatened to 
withdraw from the Euro, then entered into conflict with Europe by refus-
ing more illegal migrants entry to its territory. It has subsequently blamed 
Maastricht criteria for constraining its investment budget. Yet, not only 
did it quickly refrain from challenging the Euro, but it was quickly forced 
to accept the budget constraints imposed by Brussels.

It is hard to exaggerate the political convulsion this new opposition 
is creating,11 as the two new sides of the debate continue to ignore each 
other rather than listen to each other. In the U.S., politically motivated 
legal skirmishes and hostile media coverage have been constant since the 
Trump election. The result is a country creeping closer to a non-func-
tioning state and further from the normal political rhythm and balance 
of a democratically elected government and its opposition. Similarly, in 
Europe, the squabbling between the European Commission and democrat-
ically elected Polish, Hungarian, and more recently, Italian, governments 
has highlighted the inability of the populist and establishment camps to 
work together. Brexit, and the fragmentation of British politics, provide 
yet another illustration.

Unsurprisingly, this has increasingly affected how people perceive democ-
racy as a viable form of government. A 2017 survey revealed that 61 percent 
of French voters believed that democracy does not work well in France, 
that only 9 percent trust political parties and 24 percent trust the media. 
At the opposite end of the spectrum, the army and the police garner close 
to 75 percent support. Pause a moment to consider this. These are stark 
numbers from the land of “liberté, égalité, fraternité.” The French social 
contract, as Rousseau would have put it, is broken. This striking lack of 
confidence in the current system, the abuses perpetrated by the privileged, 
the consequent rejection of the elite, the accumulation of unresolved issues, 
and the country’s economic weakness all suggest forthcoming political 
convulsions. There will be more violent confrontations between the two 

11  In 2016, the head of France’s general directorate for internal security warned, in a parlia-
mentary commission deposition, that the country was “on the brink of civil war” (Politico)

https://www.politico.eu/article/frances-mutating-terror-threat-islamic-state-terrorists-europe-euro-2016
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FIGURE 1.7 – PUblIc cONFIDENcE IN FRENch INSTITUTIONS 2018

(cevipof, 2018)

sides while the system heads to a deadlock. One thing has already changed 
dramatically. The dissenters, the populists, now know they can be – and in 
many places already are – a majority. The new majority may well continue 
to be called names or be mocked for the incoherence of its policies, but 
they do not care. They no longer fear being looked down upon, so they 
will no longer be so easy to ignore.

As the economic cycle unfolds, the next recession is looming. In truth, 
little has been done since the last recession to address the fundamental issues 
that are creating so much pain for the lower and middle classes. We have 
not, as a society, made the effort to understand the issues, and indeed some 
of the problems have gotten worse. Populist governments have sometimes 
been elected, here and there, but their governance has been largely chaotic 
and ineffective. In part this is because their policies are poorly considered 
and implemented. In part it is because they have been systematically sty-
mied by the establishment, a problem that has caused some populists to 
complain of “deep state” sabotage.

Yet the anger is still rising. Meanwhile, the next recession will catch us 
unprepared. Economically, we no longer have the means to absorb the 
next big shock. Politically, there are no parties that have formulated a new 
policy mix right for these times. Intellectually, we have neither listened to 
the points of the dissenters nor come up with a set of rational policies to 
respond. What we need to do, urgently, is to find a set of measures that 
can release these pent-up social pressures. To make these measures into 

http://www.cevipof.com/fr/le-barometre-de-la-confiance-politique-du-cevipof/resultats-1/vague8/


FIGURE 1.8 – ATTITUDE TO E.U. bY AGE, ITAlY

(politico)

coherent policies will be a task best left to the political parties, which can 
meld them into their own platforms in their own ways, so long as the goal 
remains the same.

https://www.politico.eu/article/italy-euroskeptic-surge-migration-crisis-eu/
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feelIng the pAIn: 
when the MAjorIty hurts

No society can surely be flourishing and happy, of which the far 
greater part of the members are poor and miserable. (Smith A., 
Wealth of Nations)

Amongst the new objects that attracted my attention during my 
stay in the United States, nothing struck me more forcibly than the 
general equality of conditions. I readily discovered the prodigious 
influence which this primary fact exercises on the whole course of 
society, by giving a certain direction to public opinion, and a certain 
tenor to the laws; by imparting new maxims to the governing 
powers, and peculiar habits to the governed. (Tocqueville)

WHILE THE ECONOMY HAS GROWN, THE VAST MAJORITY HAS BEEN 
LEFT OUT OF ITS GAINS . INCOME AND WEALTH HAVE BECOME 
INCREASINGLY CONCENTRATED . MEDIAN WAGE HAS STAGNATED, 
AND BASIC COSTS SPIRALED OUT OF CONTROL . THE ECONOMIC 
PAIN IS TRANSFORMING INTO POLITICAL OPPOSITION

The extent of the growing financial misery that hangs over the lives of the 
majority of people in the developed world is not recognized. Yet, the ex-
tent of despair is so large that the question is not “Why is there a populist 
revolt?” but rather “Why has the revolt not been far worse?”

From the end of World War I until the 1970s, Western world incomes 
have risen for both higher earners and the general population. Since then, 
however, by any measure, income gains have gone disproportionately to 
the most well off. In fact, since the start of this millennium, and despite 
the economy growing by a third, the median inflation adjusted wage has 
been all but stagnant. At the same time, incompressible costs faced by the 
lower and middle classes have continued to spiral.

spIrAlIng Costs And the budget squeeze: 
the u.s. exAMple
In fact, even as economies continue to grow, the average household’s ability 
to afford large but essential, incompressible items has been reduced. The 
cost of basic necessities like rent, healthcare, and education have continued 
to rise faster than the general inflation index. From 2010 to 2017 alone, 

https://books.google.com.sg/books/about/The_Works_of_Adam_Smith_The_nature_and_c.html?id=EE4JAAAAQAAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
https://books.google.com.sg/books/about/The_Works_of_Adam_Smith_The_nature_and_c.html?id=EE4JAAAAQAAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
http://seas3.elte.hu/coursematerial/LojkoMiklos/Alexis-de-Tocqueville-Democracy-in-America.pdf
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FIGURE 1.10 – GlObAl INEQUAlITY AND GROWTh

FIGURE 1.11 – TOP 10% VS AVERAGE INcOmE, U.S.

(world inequAlity report, 2018)

(forbes)

FIGURE 1.9 – ShARE OF NATIONAl INcOmE: TOP 1% VS bOTTOm 50%, U.S.

(world inequAlity report, 2018)

https://wir2018.wid.world/files/download/wir2018-summary-english.pdf
https://www.forbes.com/sites/johnmauldin/2016/08/15/these-6-charts-show-why-the-average-american-is-fed-up/#33fb729a7968
https://wir2018.wid.world/files/download/wir2018-summary-english.pdf
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rents in the U.S. have increased by 30% while wage grew by 0.5% annually 
(U.S. Bureau of Labor). Similarly, the cost of social mobility, i.e., educa-
tion, has continued its meteoric rise. This has left lower and middle-income 
families less well off today, and with less hope that the next generation’s 
situation would improve through education.

Housing and health care represent about 15% of total expenses for 
lower income families12. In the United States for example, between 2013 
to 2016, the cost of rent, healthcare and education have risen 6%, 8.5% 
and 5.4% per annum on average (U.S. Bureau of Labor). Thus, the budget 
of lower income households has been ‘squeezed’ substantially more than 
reported by traditional inflation measurement. In effect, not only have 
incomes been stagnating but expenses on basic incompressible necessities 
have gone up more than nominal wage increases. These necessities are 
eating up more and more of average people’s budgets, meaning less and 
less is left over to spend on consumer goods, leisure, and the other things 
that make life pleasant.

The middle class is also facing this “budget squeeze.” And the budget 
squeeze is larger than reported because the consumer price index used to 
deflate wages is not income adjusted. In other words, the stagnant real 
wage growth for the middle class would look even worse if it reflected the 
fact that the cost of ‘compulsory’ goods and services purchased by lower 
and middle-income people has risen more than average consumer prices 
as a whole. Meanwhile, the cost of many goods like electronics and travel 
have risen more slowly or even fallen, a trend that disproportionately ben-
efits the better off, even though the CPI misleadingly makes it look like 
the trend has benefited all income classes proportionately.

The stress on middle class budgets may have been further compounded 
by the steep increase in education costs, including child care. Education 
remains widely recognized by the middle class as the surest way for the 
next generation to achieve upward mobility. The budget squeeze has not 
only compromised the middle class’s current socio-economic standing, but 
also compromised the ability of the most talented children of the middle 
class to rise in the world. In this, we are all losing.

In response to this budget squeeze and rising education costs, middle 
class families have been having fewer children. Reducing the number of 

12  The percentage of income going to rent is probably underreported for the lower income 
class, for the income figures do not include the implied ‘income’ of an owner occupier, 
the rent he would receive would another person and not himself occupy the premises. For 
instance, retirees owning and occupying their property, can then be wrongly categorized 
into the lowest income.

https://www.bls.gov/news.release/cesan.nr0.htm
https://www.bls.gov/opub/reports/consumer-expenditures/2016/home.htm
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FIGURE 1.12 – bASIc NEEDS AS % ExPENSES bY INcOmE

FIGURE 1.13 – INcOmE GAINS REPARTITION SINcE WWII

(brookings)

(cbpp)

FIGURE 1.14 – bASIc NEEDS chANGE IN PRIcE

(center for AMericAn progress, 2014)

https://www.brookings.edu/wp-content/uploads/2016/08/where_does_all_the_money_go.pdf
https://www.cbpp.org/research/poverty-and-inequality/a-guide-to-statistics-on-historical-trends-in-income-inequality
https://cdn.americanprogress.org/wp-content/uploads/2014/09/MiddeClassSqueezeReport.pdf
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offspring alleviates education 
costs and preserves children’s 
opportunities to excel. From 
this perspective it is worth not-
ing that there has been a doc-
umented correlation between 
lower natality and increasing 
protest votes. Surveys confirm 
that financial uncertainties have 
become a significant source of 
stress for 50% of Americans, 
ranking above family respon-
sibilities and personal health 
concerns (NPR/Robert Wood 
Johnson Foundation/Harvard 
School of Public Health).

Even with unemployment 
down over the Western world 
and in the U.S. in particular 
(from 10% in 2009 to 4% to-
day), a large segment of the 
population has seen little im-
provement and feels financially 
stressed, susceptible to econom-
ic catastrophe at any time. Over 
75 million American house-
holds, the bottom 60% of earn-
ers, take home pay of $65,000 
or less. UBS reported that over 
30% of these households do not 
have enough set aside to pay their bills for six months should they be laid off 
or become unable to work. The comparable figure for people in the upper 
40% of households who report being “financially stressed” is a mere 3.6%. 
The Federal Reserve has reported that 40% of all U.S. household would not 
be able to cover $400 of emergency spending without borrowing or selling 
something (Federal Reserve).

In 2015, nearly three out of four Americans regarded money as a signifi-
cant source of stress. One out of four reported experiencing “extreme stress” 
about money in the last month, with one in five adults reporting they had 
skipped or considered skipping a medical treatment for financial reasons. 

Indeed, be it in Singapore, Japan, Europe 
or the U.S., when I ask young parents 
if they would consider having a second 
or a third child, I nearly always get the 
same answer: “We could not afford it.” 
We want the best for our kids, and even 
though we are allegedly wealthier than 
before, middle class families can no lon-
ger afford the “luxury” of paying for this 
extra child. Not so long ago I was a young 
working father shocked by the cost of 
a top-notch kindergarten in London, 
which is equivalent to a working per-
son’s entire annual salary. That is if you 
get a slot, for, the locals say only half-jok-
ingly, that it is easier to get your kid into 
Harvard than into a London kindergar-
ten. That’s only kindergarten. The price 
of real estate in neighborhoods with good 
government schools is appalling even by 
London’s standard. It is no exaggeration 
to say that the consequences of this bind 
can get downright spiritual: Young par-
ents in London unable to pay for private 
schools often find they are struck by a re-
newed sense of religious faith as they can 
try to secure their kid a slot in a Church 
of England school. (Buckley). No wonder 
education concerned young parents pass 
on that extra child they just cannot afford.

https://media.npr.org/documents/2014/july/npr_rwfj_harvard_stress_poll.pdf
https://media.npr.org/documents/2014/july/npr_rwfj_harvard_stress_poll.pdf
https://media.npr.org/documents/2014/july/npr_rwfj_harvard_stress_poll.pdf
https://www.federalreserve.gov/publications/2018-economic-well-being-of-us-households-in-2017-dealing-with-unexpected-expenses.htm
https://qz.com/23668/its-easier-to-get-your-kid-into-harvard-than-into-a-london-kindergarten/
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One third of people with partners reported having financial disputes. As you 
would expect, the level of stress on lower income households is significantly 
higher than it is on high-income ones (American Psychology Association).

When faced with essential costs that are rising faster than wages, it is 
hard to save. Half of Americans have less than $1,000 in savings. For most 
to make any reasonable provisions for retirements is all but impossible. 

FIGURE 1.15 – SOURcE OF STRESS

FIGURE 1.16 – EARNING lESS ThAN YOUR PARENTS

(nber)

(ApA)

https://www.apa.org/news/press/releases/stress/2015/snapshot.aspx
https://www.nber.org/papers/w22910.pdf
https://www.apa.org/monitor/2015/04/money-stress


29

Surveys reveal that over 40% of Americans will retire broke. In fact, many 
have gone into debt, debt that will ultimately be difficult to repay. The 
average debt of indebted Americans is now close to $150,000, with a to-
tal household debt now reaching $13 trillion. This amount has doubled 
in 15 years; today 65% of Americans have a mortgage, 50% have cred-
it card debt, 25% have students loan debt and 21% have medical debt 
(GoBankingRates) (Federal Reserve Bank of New York).

FIGURE 1.17 – ShARE OF lAbOR INcOmE REPARTITION bY SkIll

(undp, 2015)

FIGURE 1.18 – WAGES VS GDP, U.S.

(federAl reserve bAnk of st louis)

https://www.gobankingrates.com/saving-money/savings-advice/half-americans-less-savings-2017/
https://www.newyorkfed.org/newsevents/news/research/2017/rp171114
http://hdr.undp.org/sites/default/files/2015_human_development_report.pdf
https://fred.stlouisfed.org/series/W270RE1A156NBEA
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The increased debt perpetuates the situation, for debt is inherently 
a transfer of future income from the debtor to the lender. This implies 
that future cash flow, if only in interest, will go from the poorest in-
debted part of the population to the better off savers who have already 
seen their incomes increasing and assets growing. So, if the increased 
personal debt has not been used to invest in assets or skills that will 
generate sufficient income, it will inherently serve to perpetuate or even 
deepen disparity.

This wage growth below costs, and the debt phenomenon that follow in-
escapably from it, prevails not just in the U.S. but across the whole Western 
world. Indeed, between 1975 and today, household debt to income ratio 
in G7 countries has, roughly, doubled (OECD).

FIGURE 1.19 – NON hOUSING DEbT bAlANcE, U.S.

(federAl reserve bAnk of new york)

In the ’70s my single mother was single handedly taking care of 
her five children the best she could, working hard to make ends 
meet, an official secretary job during the week, and undeclared 
assistant or waitress during the week end. She had tremendous 
courage and energy, but money was desperately short. In order 
to make sure we would make it to the end of the month, we had 
a system of thirty envelopes, where bank notes were dutifully 
put for each day. Unfortunately, if any unforeseen issue had to 
be addressed, the content of the last envelopes would vanish like 
snow in June. At the end, budget constrained families face real 
pain. And they, better than any economists or politicians, know 
that at some point there is no longer any fudge.

https://www.oecd.org/site/worldforumindia/Davies.pdf
https://www.newyorkfed.org/microeconomics/hhdc.html
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FIGURE 1.21 – hOUSEhOlD DEbT INcOmE RATIO G7

FIGURE 1.20 – WEAlTh AND ASSETS PER WEAlTh PERcENTIlE

(oecd)

(levy econoMics institute)

rIsIng InCoMe for the few only
500 million people in the 25 richest Western countries have had flat or 
falling income in the last decade. 70% of households in these economies 
experienced no increase in real earnings from 2005 to 2014 (McKinsey). 
At the same time, the top 1% of the global population received 20% of the 
total global income (World Inequality Report). In advanced economies, 
the labor share of income declined significantly from about 55% of GDP 
in the 70’s to below 40% in 2014 (IMF).

For decades now, with ups and down following the economic cycle, 
the medium and low skill workers in the Western world have seen their 

https://www.oecd.org/site/worldforumindia/Davies.pdf
http://www.levyinstitute.org/pubs/wp_589.pdf
https://www.mckinsey.com/~/media/McKinsey/Featured%20Insights/Employment%20and%20Growth/Poorer%20than%20their%20parents%20A%20new%20perspective%20on%20income%20inequality/MGI-Poorer-than-their-parents-Flat-or-falling-incomes-in-advanced-economies-Full-report.ashx
https://wir2018.wid.world/files/download/wir2018-full-report-english.pdf
https://www.imf.org/en/Publications/WEO/Issues/2017/04/04/world-economic-outlook-april-2017
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income stagnate. In the U.S., since the early 70’s, the hourly inflation-ad-
justed wage for an average worker has been essentially flat (rising by 0.2% 
per year). High skilled did far better. Wages received by Bachelor’s degree 
holders grew from 134% of high school graduate to 168% (Harvard 
Business Review).

Further, despite the extension of the average number of years spent 
studying, young people entering the labor force are earning significantly 
less than their elders did at the start of their careers. In other words, the 
young higher skilled may indeed earn more but, collecting graduate de-
grees, they enter the labor market later and in debt. In the meantime, less 
qualified young people, the bulk of the Millennial generation, are earning 
less than ever before (Fortune, 2018).

This is not unique to the U.S., even if it may have been more extreme 
there. In the U.K., the wage share of income is now the lowest it has been 
since WWII. The share of national income has decreased from 80% to 
73% since the 70s. Since 2010, while the GDP grew by 12%, earning per 
employee fell 6%. This led the Archbishop of Canterbury to declare “Our 
economic model is broken … the gap between the richest and poorest parts 
of the country is significant and destabilizing”. (IPPR)

The same phenomena can be observed even in Sweden, where the portion 
of GDP going to wages is now the same or lower, depending on whether 
or not one accounts for capital amortization, than it was in the ’70s. Not 
surprisingly, the drop is more pronounced in manufacturing, which is 

FIGURE 1.22 – lAbOR ShARE OF OUTPUT

(iMf)

https://hbr.org/2017/10/why-wages-arent-growing-in-america
https://hbr.org/2017/10/why-wages-arent-growing-in-america
http://fortune.com/2018/02/19/millennials-less-money-generation-x/
https://www.ippr.org/news-and-media/press-releases/economic-growth-no-longer-leading-to-rising-earnings-finds-ippr-commission-on-economic-justice
https://www.imf.org/en/Publications/WP/Issues/2017/07/24/What-Explains-the-Decline-of-the-U-S-45086
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FIGURE 1.23 – lAbOR ShARE OF INcOmE

FIGURE 1.24 – DIFFERENT GENERATIONS EARNINGS OVER TImE

(iMf)

(world econoMic foruM)

https://blogs.imf.org/2017/04/12/drivers-of-declining-labor-share-of-income/
https://www.weforum.org/agenda/2017/05/america-is-getting-richer-workers-are-not-why
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more susceptible to competition from lower wage countries’ imports than 
local services. In Sweden, the share of wages going to high-skill work-
ers is growing, leaving less for their low- and medium-skill counterparts 
(Sanandaji, 2013).

The Western world-wide great wage stagnation is not the result of a stag-
nating economy, nor even a decrease in productivity. From 1948 to 1973, 
productivity was up close to 100% and hourly wage compensation was 
up more than 90%, broadly in line. But in the forty years from 1973 to 
2013, productivity was up close to 75%, and hourly compensation less 
than 10%. While it is true that productivity growth has halved (from 
roughly 2.7% to 1.4% per year), the growth has nonetheless continued. 
But for 40 years barely any of the productivity gains have gone to labor 
remuneration (AFLCIO, 2015).

The reason for this pressure on the wages of all but the highest skill 
Western world workers is not an inability to generate additional income 
or profit to pay for labor. Rather, there is downward pressure on the price 
of labor. There are multiple sources for this pressure, but three in partic-
ular have been thoroughly documented: Automation, Globalization, and 
deunionization.

First, the young technology of automatization has, understandably, start-
ed with the easiest tasks. While automation may soon offer real competition 
to white collar workers, its first victims have been low- and medium-skilled 

FIGURE 1.25 – PARENT AND chIlDREN INcOmE OVER TImE, U.S.

(nber)

https://tino.us/2013/02/blue-collar-wage-stagnation-in-sweden/
https://aflcio.org/2015/1/15/five-causes-wage-stagnation-united-states
https://www.nber.org/papers/w22910.pdf
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workers. The gains from automation and computerization of these simple 
tasks have been accruing to capital, i.e., investors, the wealthiest among 
us (Huffington Post).

If this was not bad enough Western workers had globalization to con-
tend with. The lower cost of transport and communication, together with 
decreases in tariffs and market openings, have flooded Western countries 

FIGURE 1.26 – PRODUcTIVITY AND hOURlY cOmPENSATION, U.S.

FIGURE 1.27 – PRODUcTIVITY AND WAGE, G20

(econoMic policy institute / the wAshington post)

(oecd)

https://www.huffingtonpost.com/entry/american-workers-jobs-inequality-union-automation_us_5ae043f9e4b061c0bfa32e0c
https://www.washingtonpost.com/us-policy/2019/02/25/race-shareholder-profits-has-left-workers-dust-according-new-research
https://www.oecd.org/g20/topics/employment-and-social-policy/The-Labour-Share-in-G20-Economies.pdf
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FIGURE 1.28 – WAGE INEQUAlITY AND TRADE, GERmANY

FIGURE 1.29 – lAbOR ShARE OF GDP AND INcOmE INEQUAlITY, U.S.

(dice)

(iMf)

http://www.dice.hhu.de/fileadmin/redaktion/Fakultaeten/Wirtschaftswissenschaftliche_Fakultaet/DICE/Discussion_Paper/241_Borrs_Knauth.pdf
https://www.imf.org/en/Publications/WP/Issues/2017/07/24/What-Explains-the-Decline-of-the-U-S-45086
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with cheap goods imported from countries with low wages, putting even 
more downward pressure on Western wages.

Finally, deunionization and the weakening unions have translated into 
a decreased ability of workers, particularly lower and middle skill workers, 
to collectively bargain, and thus to obtain better wage compensation.

Deunionization is a long-standing phenomenon that is continuing. Since 
1983, the rate of union membership has steadily declined from 20% to 
less than 11% in 2017 (U.S. Bureau of Labor).

The shrinking share of the workforce that is unionized is both a cause 
and effect of the weakening of unions. Smaller unions have less bargaining 
power, while decreased bargaining power makes unions less attractive to 
workers, who are then less likely to join them.

The ability to import cheap alternative goods, to relocate factories in 
cheaper places and the increased degree of automation all contributed to 
steadily weakened unions. Part of it is ‘technological’, part of it is ‘global-
ization’. From this weakened negotiating position, unions have been less 
able to capture any share of the gains from automation for workers. As 
a result, workers have had to adjust their wages to compete with machines 
and computers, foreign alternatives, and foreign imports, capping potential 
wage increases.

In documenting wage stagnation, it is telling to compare the West’s two 
largest economies, Germany and the U.S., whose balance of payments 
and indeed industrial sector performance have been strikingly different 
in recent decades. It is hard not to think of Germany as a winner of 

FIGURE 1.30 – U.S. UNION mEmbERShIP

(nber)

https://www.bls.gov/news.release/union2.nr0.htm
https://www.nber.org/digest/sep18/sep18.pdf
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globalization, or at least of the European Single market, while the U.S. 
has continued to lose industrial segments and sustain material deficits, 
possibly because of its role as provider of the international currency of 
reference13. Despite these divergent responses to globalization, the effects 
on wages in these two countries have been remarkably similar, if more 
pronounced in the U.S.

A case in point is the impact of low wage competition from Eastern 
Europe on Germany. The former eastern block countries integration into 
the Single Market severely affected the German manufacturing wage 
structure of working age men. From 1985 to 2010, trade generated job 
losses for the low skilled category and substantive relative gain for high 
skilled jobs. There was “a positive and significant impact of import ex-
posure on the rise of wage inequality within industries.” Skilled work-
er become more valuable, but “low- and medium-skilled workers lose 
their jobs or downgrade to low-paying jobs”. This resulted in structural 

13  Economist Robert Triffin explained that the provider of the international reserve and 
trade currency, today the U.S., continuously has to supply its money to international 
markets as the need for it in trade and investment grows. The counterpart to this money 
supply to the rest of the world is a trade deficit, which is effectively paid by printing money 
eagerly taken on by international operators and other countries. This is positive, in the 
sense that one profits from seignorage, but also negative, as it implies that over time the 
international money supplier position dominance gets eroded, as the claim of the rest of 
the world against it accumulates while it gradually loses certain production segments to 
international competitors.

FIGURE 1.31 – FAcTORS OF lAbOR ShARE DEclINE

(iMf)

https://www.imf.org/en/Publications/WP/Issues/2017/07/24/What-Explains-the-Decline-of-the-U-S-45086


alteration of wage distribution reflecting the changing demand for skills. 
For the German industry, a winner in globalization, the effect of trade 
accounts for up to 19% of the increase in wage inequality, whilst auto-
mation accounts for approximately 17%. Further, “the impact [of trade 
on wage inequality] in industries with a lower decrease in unionization 
is significantly smaller and roughly halved, at least for the general in-
equality measure”. (DICE).

The same can be observed with the declining labor share of income in the 
U.S. There, from 2001 to 2014, close to 50% of the decrease can be attributed 
to ‘routinization’, that is the automation of tasks; up to 40% to globalization, 
with a mix of import competition and foreign input usage (sub-contracting 
or components imports); and up to 15% to deunionization (IMF).

For a time, low skilled native-born Westerners could at least count on 
stable or growing wages for local service jobs that were non-outsourceable, 
such as for domestic helpers, construction, or food catering14. But even 
there, immigration of overwhelmingly low skill migrants has put further 
pressure on the wages of the more modest among us. It has introduced 
increased local supply of low cost providers, a source of low cost internal 
competition for catering to local need for non-tradable services, depriv-
ing ‘native’ – or previous migrants – low skilled workers of a previously 
protected niche, of a source of jobs hitherto sheltered from globalization15 
(National Academies of Sciences, Engineering, and Medicine).

14  It has been reported that 60% of domestic helpers in Spain would be illegal migrants 
(Gutiérrez-Rodríguez). In the U.S., close to half of domestic helpers would be migrant, 
one third of people working in agriculture, and a quarter of those working into construc-
tions, about half of which would be illegal (Pew Research).
15  The full extent of this effect is unclear. Economic studies reported varied levels of inten-
sity, most likely because numbers on immigration and work by immigrants, particularly 
illegal, are difficult to come by. For instance, an EU report on undeclared work stated: “It 
is difficult to obtain a clear picture of the size of the undeclared part of the EU economy, 
particularly the supply side, for a number of reasons, among these being the sensitive 
nature of the subject and the difficulty of covering undeclared work by illegal immigrants 
in surveys.” (European Commission)

http://www.dice.hhu.de/fileadmin/redaktion/Fakultaeten/Wirtschaftswissenschaftliche_Fakultaet/DICE/Discussion_Paper/241_Borrs_Knauth.pdf
https://www.imf.org/en/Publications/WP/Issues/2017/07/24/What-Explains-the-Decline-of-the-U-S-45086
http://www8.nationalacademies.org/onpinews/newsitem.aspx?RecordID=23550
https://www.washingtonexaminer.com/pew-72-of-illegals-have-jobs-biggest-in-construction
http://ec.europa.eu/commfrontoffice/publicopinion/archives/ebs/ebs_402_en.pdf
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weAlth
All wealth is the product of labor. (Locke)

non qui parum habet, sed qui plus cupit, pauper est.16 (Seneca)

It’s like the more money we come across, the more problems we 
see. (The Notorious B.I.G.)

WEALTH IS A RELATIVE CONCEPT . MORE CONCENTRATED, INHERITED, 
IT IS PERCEIVED TO BE INCREASINGLY ILLEGITIMATE . WE ARE AT 
LEVELS PREVIOUSLY ASSOCIATED WITH POLITICAL UPHEAVALS . 
HOARDING OF ASSETS RATHER THAN INVESTMENTS IS SOCIALLY 
AND ECONOMICALLY WRONG . PHILANTHROPY IS A WAY TO REGAIN 
LEGITIMACY

weAlth CreAtIon
Individual wealth is created by people producing in excess of what they 
consume, that is their savings. It can then be lent to others who produce 
less than they consume. Or consumption can be delayed. Wealth can be 
amortized – that is used to produce durable goods that will be “consumed” 
over many years to come – or invested, that is used on things that allow 
one to produce more (factories, infrastructure) or better (knowledge, R&D, 
patents) goods in the future. Thus, saving is a process that requires a transfer 
mechanism, be it just to transfer what is currently produced, or to gather 
resources that will not produce for today’s needs but will produce goods, 
facilities or knowledge for tomorrow.

Over the span of a typical life cycle, individuals start by only con-
suming. As they grow up, attaining skills and education, they slowly 
acquire abilities to produce more and better. They eventually enter the 
workforce and start producing. They then start being rewarded for this 
contribution with earnings. Earning is the materialization (through 
a dematerialized means called money) of the recognition that an indi-
vidual is producing something deemed, rightly or not, useful to society. 
As an individual gains experience, they become more productive and 
they start earning more. Eventually, they earn more than they consume 
and set aside the excess as savings until they reach retirement age. They 
invest these savings which grow by earning a return. Upon retiring they 

16  The poor are not those who have too little, but those who crave too much.

https://books.google.com.sg/books/about/Two_Treatises_of_Government.html?id=K5UIAAAAQAAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
https://catalog.hathitrust.org/Record/007897249
https://www.songfacts.com/lyrics/the-notorious-big/mo-money-mo-problems
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no longer produce. They compensate the loss of earning by beginning 
to tap into their savings and its accrued returns. This process is often 
referred as the life cycle of saving.

Over a typical life cycle, a “normal” individual will consume, then pro-
duce and set aside, before finally stopping producing and consuming what 
has been set aside. There is wealth accumulation but only to provide for 
one’s own consumption, with no wealth inherited or bequeathed. In that 
simple model, it is difficult to take issue with wealth, as one only consumes 
what he or she has produced directly (through his or her work) or indirectly 
(the return on one’s savings).

Individual wealth17, the accumulation of individual savings, is a relative 
rather than an absolute measure. It ultimately is a claim on the future pro-
duction of the economy. This is why typically older people have wealth and 
younger people do not, as it is a materialization of the fact that the young 
have yet no such claim while their elders do. In the process the youngest 
will have to provide for their elders as they retire.

Within an economy, what matters is an individual’s share. Assume that 
everybody had the same “wealth,” or the same claim on the future pro-
duction of the economy. This would obviously net out, as it would mean 
that none would have, in effect, to work for the others at any point more 
than the others should in exchange. It would be nothing more than an 
exchange rather than a claim. Thus, wealth measures, in deviation from 
the average, what one’s share of the economy’s future production will be.

holdIng weAlth, 
useless hoArdIng vs. ACtIve InvestMent
There are a number of approaches to preserving and growing wealth, some 
of which are more socially desirable than others. It can be owned directly, 
through the ownership of goods, be they productive goods (shop, work-
shop, factory), durable consumable goods (houses) or so-called “hauling 
goods” (gold, jewels, art), items of high value and small size. Alternatively, 
wealth can be owned indirectly, through financial instruments like savings 
accounts, stocks and bonds. The financial sector enables people to save, 
to have their savings invested, and to get their savings back when they 
want to consume. Finance allows resources to be effectively distributed to 
the most productive projects at the most opportune times, maximizing 
tomorrow’s production.

17  As opposed to the wealth of nations, or global aggregate wealth, is an absolute thing, 
which can be measured either as a country’s productive capacity or the aggregate of its 
human and physical capital.
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Some people prefer to hold 
wealth directly in “real assets” 
(real estate, art, gold), rather 
than indirectly through financial 
instruments. Because the prop-
erty is in the name of the wealth 
holder, this avoids the risks that 
result from the indirect nature 
of the financial claim on a fu-
ture income stream or asset (if 
say, a borrower defaults or your 
banker is a fraud and disappears with your assets).

Implied in the idea of real assets investing, on top of the currency de-
basement issue,18 is the issue that there is less risk of contestation or con-
fiscation of property ownership if it is held directly in one’s name, or is 
physically occupied.

This leads to a couple of important points on what savings and finance 
should be – and should not be. If an investment is made simply because the 
asset’s market value is expected to increase and not because the investment 
is expected to increase future production, it is a speculative investment. 
For instance, buying land and holding onto it, without putting it to any 
use, is a speculative investment, and not socially desirable if it is not put 
to use. Worse, buying an apartment, not renting it, and letting it sit empty 
until it can be sold at a higher price, is speculative and also drives up the 
cost of rent for people who want to make productive use of apartments 
by living in them. It is an anti-social investment.

On the other hand, investing in research (even if it fails), or infrastruc-
ture, provides the means for a better, larger, economic production in the 
future. It is a “bona fide” investment, one which is socially desirable. But 
when monetary policy is lax, and interest rates low, savers are pushed to-
wards “hoarding” rather than investing. They can buy an apartment, and 
not rent it out, for the cost of not doing so is relatively low (compared to 
putting money in the bank and collecting interest). At the extreme, negative 
interest rates, which have been attempted in a few countries, incentivize 
the hoarding of cash into goods with no investment purposes whatsoever, 
but with the sole objective of preserving tomorrow’s consumption.

Unfortunately, we are seeing an increase in wealth preservation strategies 
that are socially undesirable.

18  The risk that the currency loses value over time

Having lived in Asia many years, I was 
introduced to the concept that money 
and wealth are closely associated with wa-
ter and the number eight. The concept 
behind this is that money, and wealth, 
like water, has to flow and circulate, as 
the number 8. Stagnating water loses 
its energy and encourages putrefaction, 
while flowing water, at the opposite, 
brings life; so should be money circulat-
ing in the economy and wealth in society.
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A decade of quantitative easing, which has inflated the value of assets one 
can own directly, has indeed encouraged hoarding, with direct ownership 
of land, for example, becoming more popular. In the U.S., since 2008, the 
amount of land owned by the 100 largest private landowners grew from 
28 million acres to 40 million acres (The Land Report).

And it is becoming common, as I will discuss further in the next chapter, 
for wealthy people from around the world to buy real estate in developed 
world cities as a safe harbour investment and let it sit unoccupied, driving 
up rents for the actual residents of these cities.

At the same time, despite this new found passion for “real assets,” infra-
structure across the developed world is deteriorating as governments reduce 
the investment into and even the maintenance of public infrastructure. It 
is estimated that the returns from private sector R&D have decreased by 
two-thirds over the past 30 years, possibly reflecting an increasingly oli-
gopolistic corporate structure focused on erecting barriers to entry rather 
than disrupting with true innovation (Harvard Business Review).

weAlth ConCentrAtIon And InherItAnCe
The other growing problem with wealth is its increasing concentration 
in the hands of a few. There are a number of forces abetting this process 
across the developed world.

One of the most influential books on macroeconomics in recent years,  
“Capital in the 21st Century” by the French economist Thomas Piketty, 
identifies one. Piketty argues that developed countries have reached a point 
where the return on capital reliably exceeds the GDP growth rate, and that 
this favors a continued concentration of wealth (Piketty).

As capital accounts for a growing share of income, income from labor 
has stagnated and incompressible costs have risen, rendering middle class 
households in particular unable to save and improve their relative eco-
nomic status.

Demographic trends are also at play. Wealth concentration will worsen if 
wealthy people have fewer than two children and if they marry each other. 
As it turns out, they are increasingly doing both of these things.

The link between demographics and wealth has been particularly well 
documented in the case of the introduction of the civil code by Napoleon. 
The civil code put all children on an equal footing for a large part of the 
inheritance, while previously the eldest one received the lion’s share. This 
reform contributed to a dramatic decrease in the number of children as 
families tried to preserve the family wealth by reducing the number of 
portions it had to be divided into (Clement).

https://www.bloomberg.com/graphics/2018-us-land-use
https://www.cairn.info/revue-economique-2015-5-page-843.htm?try_download=1
https://books.google.com.sg/books/about/Capital_in_the_Twenty_First_Century.html?id=PNcuDwAAQBAJ&printsec=frontcover&source=kp_read_button&redir_esc=y#v=onepage&q&f=false
https://www.cairn.info/revue-economique-2015-5-page-843.htm?try_download=1
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FIGURE 1.32 – NUmbER OF chIlDREN PER INcOmE DEcIlE, U.k.

FIGURE 1.33 – bIRTh RATE PER INcOmE DEcIlE, U.S.

(stAtistA)

(stAtistA)

https://www.statista.com/statistics/813405/average-number-of-children-per-household-uk/
https://www.statista.com/statistics/241530/birth-rate-by-family-income-in-the-us/
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Ever since, wherever this legal principle has been implemented, there 
has been a steep decrease in birthrate, which has only worsened with the 
introduction of contraception. But the decrease of birthrate has not been 
uniform. While traditionally the wealthiest and most successful among us 
had more surviving children, this has now changed. Everybody has fewer 
children, but the poorest have substantially more than the wealthiest. The 
average number of children per woman is less than two in the Western 
world,19 and a typical wealthy family will have just one child.

Rather than wealth dissipating over generations as it is spread over many 
heirs, it is in fact concentrating as large inheritances commonly go to just 
one or two heirs. Again, this is a relatively recent phenomenon. In previ-
ous centuries, the number of surviving children was markedly higher for 
higher income families, leading to a natural, if not redistribution, at least 
“dilution” of wealth.

This trend is exacerbated by the relatively stronger tendency of wealthy 
people to marry each other (Pew Research Center) and in particular by ed-
ucated women’s preference to marry higher earning husbands (IFS Studies).

One natural instrument for society to avoid concentration of wealth 
across generations is the much-maligned estate tax. Because the wealth in 
estates has already been taxed at least once – when it accrued to its original 
owner as income – it can well be argued that the state should no longer 
have a right to tax it (the “death tax” argument). On the other hand, the 
inheritors have themselves not produced anything for society, yet they in-
herit a claim on society’s resources and future production. This is inherently 
something they have not worked for, thus could be argued do not deserve. 
It can be seen as unjust to others who do not inherit.

Yet, the extra production leading to this was done previously by the 
bequestor, and leaving it to the inheritors is a form of consumption the 
bequestor chose, to guarantee for instance a decent living to his descen-
dants. Indeed, if the bequestor knew his wealth would not be transferred 
to his chosen heirs, he might not have bothered to produce the wealth at 
all, depriving society of valuable economic activity.

Having weighed these considerations, all Western countries have estab-
lished an estate tax that increases with the amount of wealth bequeathed. 
But the taxes are proving ineffectual and inadequate. The amount collected 
by governments from these estate taxes as a percentage of the economy, 
despite the higher concentration of wealth, has been structurally decreas-
ing over the years. This is the result of clever financial engineering, often 

19  In 2015, the European fertility rate was 1.62, and the U.S. fertility rate was 1.87.

http://www.pewresearch.org/fact-tank/2017/09/14/as-u-s-marriage-rate-hovers-at-50-education-gap-in-marital-status-widens/
https://ifstudies.org/blog/better-educated-women-still-prefer-higher-earning-husbands
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facilitated by obscure rule changes by government. These range from al-
lowing far more untaxed gifts until the day of death (when before the gift 
had to be given several years before death to escape taxation) in Belgium, 
to a suspension of the “death tax” in the U.S.

This has led to some blatantly absurd situations. According to a re-
port by The Times,20 one of Britain’s richest persons, the seventh Duke of 
Westminster, whose fortune comprised 300 acres of real estate holdings 
in the center of London in Mayfair and Belgravia, inherited more than 
$10 billion through family trusts. That would have resulted in no or little 
estate tax being paid on one of the country’s largest and most visible in-
heritances. These high-profile cases are not limited to inheriting21 and are 
perfectly legal, enabled and vouched for by clever lawyers and accountants. 
But they illustrate all too well how well-connected rent extractors at the 
highest levels are able to openly benefit from loopholes deliberately ignored 
by the state, fundamentally compromising the perception of fairness and 
cohesiveness of society.

This systematic bypassing of the estate tax is occurring at a time when, 
we are about to witness the greatest transfer of wealth in history, with over 

20  “Duke of Westminster’s £8bn fortune escapes death duties”, The Times, 13 October 2017.
21  “Jared Kushner paid no federal income tax for years, documents suggest”, The New 
York Times, 13 October 2018.

FIGURE 1.34 – INhERITANcE TAx RATES OF mAjOR cOUNTRIES

(nippon coM)

https://www.nippon.com/en/currents/d00154
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$2 trillion to be bequeathed by less than 500 billionaires alone over the 
next 20 years, an amount equivalent to Brazil’s 2017 GDP (PWC).

In this somewhat depressing context of socially irresponsible behavior by 
some of the very wealthiest inheriting vast fortunes, the Buffet and Gates 
Giving Pledge initiatives, to encourage billionaires to give a majority of 
their wealth back to society is particularly heartening and encouraging. 
In the best Rockefeller or Carnegie tradition, they commit, through do-
nations during their lifetimes or upon their death, to fund foundations 
that benefit society as a whole. Similarly, Michael Bloomberg’s initiative to 
make a multibillion donation to fund the education of low- and middle-in-
come students at his alma mater directly addresses the source of populist 
discontent. Not only does it go against the wealth concentration trend, 
it ensures that a proper long-term use of these estates can be achieved in 
a way that government spending may well not be able to ever. These high 
achievers will have given twice: Not only are they parting with part of 
their fortune to further the general interest, but they make sure through 
their planning, time, and skill that it is well allocated to good causes.

An interesting element here is the contrast of some of the wealthiest 
persons in the U.S. (with one out of four billionaires subscribing to the 
giving pledge) to other countries, in particular in Europe. This difference in 
attitude impacts social mobility at the highest level of society. Europe is the 
world leader in inherited wealth. Over half of its billionaires are multi-gen-
eration, that is have inherited their wealth rather than created it through 
some commercial, industrial, or scientific activity. In the U.S., the number 
is closer to a quarter (Peterson Institute for International Economics).

FIGURE 1.35 – INhERITANcE TAx AS A % OF GOVERNmENT REcEIPTS

(the econoMist)

https://press.pwc.com/News-releases/ubs-pwc-billionaires-report-reveals-billionaire-wealth-facing-headwinds-with-overall-wealth-declinin/s/1a330ead-d03c-48ea-a38c-da3e1c677ce1
https://piie.com/publications/wp/wp16-1.pdf
https://www.economist.com/briefing/2017/11/23/taxing-inheritances-is-falling-out-of-favour
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FIGURE 1.36 – GIVING PlEDGE AROUND ThE WORlD

FIGURE 1.37 – SOURcE OF WEAlTh AmONG bIllIONAIRES

(giving pledge)

(peterson institute for internAtionAl econoMics)

https://givingpledge.org/
https://piie.com/publications/wp/wp16-1.pdf
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In countries where enlightened philanthropy by the wealthiest is a rari-
ty, the estate tax system has to be fundamentally revamped to change this 
mechanical concentration of wealth and its societal disruption. An estate 
tax hike and stricter application of gift and inheritance laws, particularly 
for large, visible “real” holdings, has to be reinstated. An interesting twist 
could be to have the estate tax level be a variation of the number of inher-
itors. One could for instance easily envisage a system where the estate tax 
would be, for instance, 50% for one child inheriting, 25% for two children, 
and 10% for three children. That would provide a healthy incentive for 
the most fortunate among us to have large families. I will return to other 
proposals for alleviating these trends at the end of the book.

weAlth’s legItIMACy CrIsIs
In summary, we are faced with three troubling trends. Wealth is increasingly 
being spent and invested in ways that are not socially desirable. Wealth is in-
creasingly concentrated in fewer hands. And the fortunate few are increasingly 
attaining their wealth by inheritance, rather than by work or investment.

But wealth ought to be allocated primarily as a reward for valuable contri-
butions to society. In the Austrian economist Joseph Schumpeter’s words, it is 
a collective reward to entrepreneurial individuals who “reform or revolutionize 
the pattern of production by exploiting an invention or, more generally, an 
untried technological possibility for producing a new commodity or pro-
ducing an old one in a new way, by opening up a new source of supply of 
materials or a new outlet for products, by reorganizing an industry and so 
on.” When wealth is allocated this way, it should, by all means, be applauded 
as a sign of a positive contribution to all. (Schumpeter)

When it is not allocated this way, and people figure it out, there are 
negative consequences for social and political stability.

Wealth is a social contract, where the society collectively recognizes it as 
a future claim on the fruits of production. The very notion of property is 
also a social contract, in which society recognizes an asset belongs to one 
of its members. If other people cease to recognize that an asset belongs to 
one of society’s members, then it de facto ceases to belong to that person 
(unless they can hide the wealth or fight off the rest of society, a difficult 
proposition for, say, anyone with a second home). The more wealth and 
property become concentrated into the hands of a few with no broadly 
accepted reason for this state of affairs, the higher the risk becomes that 
society ceases to recognize ownership rights.22

22  Expropriation is both a common modern occurrence and a well-established recurring 
historical phenomenon.

https://en.wikipedia.org/wiki/Capitalism,_Socialism_and_Democracy
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FIGURE 1.38 – PhIlANThROPY OVER TImE, U.S.

(philAnthropy)

My family worked in the Belgian Congo in the ’50s and ’60s. It 
genuinely thought, and indeed most probably did, help develop 
the country. It worked hard and generated some savings that it 
invested in a magnificent local property in Kinshasa. But some-
where in the process, along with all the other colonists, it lost 
track of the fact that the wealth generated was not sufficiently 
shared, that it may have been partly the product of their hard 
work but also of the country and its population at large, that 
a new local elite was not progressively trained and handed power 
to as it should have been. Popular resentment among the local 
population understandably grew in face of the lack of progress 
and the concentration of wealth in the hands of a privileged 
caste with little desire for change*. When this beautiful country 
finally became independent, it was ill-prepared, and events took 
a drastic turn. My family’s property was nationalized and their 
life savings lost. Along with so many other formerly privileged, 
they returned to Europe with nothing to show for their years 
of toil, unable to comprehend what had gone so badly wrong. 
History is full of similar short-sighted ruling classes that failed 
to understand the social contract that guaranteed their property.

* Historical economic statistics are tricky to compare, but consider that in 
the French colonies, the top 1% of income earners in the 1950s would have 
represented about 20% of all income, similar to the U.S. in 2015. During 
the French Revolution the top 10% earners would have been capturing about 
50% of all income. In 2015, this number was at or above 50% pre-tax income 
in the U.S. (compared to about 35% in the ’60s and ’70s). (Alvaredo et al.)

https://www.philanthropy.com/article/The-Stubborn-2-Giving-Rate/154691
http://wid.world/wp-content/uploads/2017/12/118-Alvaredo-Cogneau-Piketty.pdf


There is one particularly effective tool for combatting this. Even if wealth is 
perceived to be distributed somewhat arbitrarily, philanthropic activity, partic-
ularly high-profile philanthropy, can serve as an important alternative way to 
legitimize it. Philanthropy provides an opportunity to prove that whatever its 
source, the use of wealth, or a sufficient part of it, is for the benefit of society 
at large. Indeed, there is a strong correlation between philanthropic giving as 
a percentage of GDP and the social acceptance of wealth and property con-
centration. This can be seen as “social legitimacy” capital investment.

But here again, the Giving Pledge aside, the trend in recent decades points 
to trouble. Since the end of the ’70s, the percentage of GDP allocated to 
philanthropy has remained relatively constant in the Western world, reaching 
at most about 2% of GDP in the U.S., even as wealth concentration has 
dramatically increased. In other words, the contribution of the wealthiest 
to legitimizing their social claim to wealth via philanthropy has remained 
stagnant while their relative wealth has been growing (Philanthropy).

If the wealthy want to stay that way, they must recognize the need to pro-
tect the social consensus that their wealth is legitimate. To do that, they will 
need to understand and address the crushing macroeconomic processes that 
are grinding down the stricken majorities in the societies that support them.

FIGURE 1.39 – PhIlANThROPIc cOUNTRIES (PRIVATE)

(cAf)

https://www.philanthropy.com/article/The-Stubborn-2-Giving-Rate/154691
https://www.cafonline.org/about-us/publications/2016-publications
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generAtIonAl ConflICt
The American Republic will endure until the day Congress 
discovers that it can bribe the public with the public’s money. 
(Tocqueville)

It is not the young people that degenerate; they are not spoiled 
till those of mature age are already sunk into corruption. 
(Montesquieu)

It is no exaggeration to say that rising inequality has driven many 
of the 99 percent into a financial ditch. It also helped spawn 
the housing bubble that gave us the financial crisis of 2008, the 
lingering effects of which have forced many OWS protesters to 
try to launch their careers in by far the most inhospitable labor 
market we’ve seen since the Great Depression. Even those recent 
graduates who manage to find jobs will suffer a lifelong penalty 
in reduced wages. (Franck)

THIS MILLENNIAL GENERATION IS ECONOMICALLY CRUSHED, 
WITH UNATTAINABLE REAL ESTATE, AND STUDENT DEBT, AND 
LOW WAGES . THE ELDERLY BENEFIT FROM LARGE WEALTH AND 
PENSION PAYMENTS . THE INTERGENERATIONAL BALANCE IS 
BROKEN . THE ELDERLY WERE ABLE TO CAPTURE RESOURCES 
THROUGH POLITICAL CLOUT

MIllennIAls vs booMers, A tAle of two generAtIons
The Housing and Education markets reflect policies than on balance over-
whelmingly favor the elderly at the expense of the younger generation. 
Young people’s incomes are depressed, while the state makes every effort 
to support elderly pensions.23 This is a striking example of how the “pie” 
of economic wealth and income has been deliberately cut in favor of a few 
well-organized voting groups by politicians seeking to be re-elected. In 
this case, the elderly, disciplined voters, are favored over the undisciplined 
young, sparking a largely unspoken but very real generational conflict.

The housing market’s stratospheric rise has become emblematic of this 
problem. Rising property prices are perceived by older people, who tend 

23  “The worry is that the generations in their 20s, 30s and 40s end up being worse off than 
this generation, and this younger generation may be paying, not just through taxes but in 
other ways, for the older groups.” Paul Johnson, Head of IFS (Johnson P.)

http://seas3.elte.hu/coursematerial/LojkoMiklos/Alexis-de-Tocqueville-Democracy-in-America.pdf
https://socialsciences.mcmaster.ca/econ/ugcm/3ll3/montesquieu/spiritoflaws.pdf
https://bobmorris.biz/robert-h-frank-an-interview-by-bob-morris
https://www.theguardian.com/money/2015/oct/20/pensions-state-scrap-triple-lock-protect-paul-johnson-ifs
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to own homes, as a source of increased wealth. As a result, the demand 
that provides for home-buying – and even renting – has pushed prices far 
beyond the means of millennials. Consequently, Generation Rent is either 
staying home with their parents, co-renting with others, or even illegally 
renting in industrial parks. In the UK, for instance, more than a quarter 
of young adults,24 3.3 million, still live with their parents (Guardian).

24  Defined by the ONS to be between 20 and 34 years old.

FIGURE 2.1 – ShARE OF ElDERlY IN TOTAl POPUlATION, OEcD

(oecd)

FIGURE 2.2 – POVERTY AND AGE, OEcD

(oecd)

https://www.theguardian.com/money/2015/aug/04/homeownership-the-generation-that-had-it-so-good
https://read.oecd-ilibrary.org/social-issues-migration-health/pensions-at-a-glance-2015/share-of-elderly-older-than-65-and-75-in-the-total-population_pension_glance-2015-graph1-en#page1
https://dx.doi.org/10.1787/pension_glance-2015-graph3-en
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The Millennial generation, 
truth be told, cannot be too fo-
cused on getting a mortgage any-
way, as it is burdened by crip-
pling student debt. Such debt has 
grown in concert with the rising 
cost of higher education. Most 
young people who pursue higher 
education can expect to be pay-
ing off debts for the first 10 to 
20 years of their working lives.

While the state is unable to 
pay for the higher education 
of young people, it is spending 
more than ever on the elderly. 
Public expenditures on old age benefits across OECD countries is now 
above 8% of GDP and steadily rising. Italy spends over 15% of its GDP 
on pensions. Japanese pension payments have risen since 1990 from 5% of 
GDP to over 10%. Without that increase, Japan would be running a bal-
anced budget or something close to it today, rather than the deficits we see.

These fiscal trends are the natural results of demographic ones. Fertility 
in developed countries has decreased while life expectancy has risen. The 
portion of the population above 65 is now close to 20% in OECD coun-
tries and is expected to reach near 30% by 2050. (David E. Bloom)

But shifting budget allocations do not simply reflect a growing elderly 
population. While government spending on higher education per student 
has dwindled, spending on those 65 years and older has increased not just 
in gross terms, but in per capita terms as well. It increased by 7% in France 
from 1990 to 2011. The reallocation of resources in favor of the elderly 
has been such that poverty is now highest among young adults – revers-
ing the early 20th century problem of impoverished retirees that inspired 
Western governments to spend massively on social security and other pen-
sion schemes. According to the OECD, people 65-75 are now the least 
likely to live in poverty while the highest rate (well above 150% of the rate 
for the general population) is found among those ages 18-25 (OECD).

Most OECD countries have taken some measures in recent years to 
make their retirement systems more affordable in the long term. This has 
included increasing the retirement age in line with increased life expectancy 
or decreasing future pension indexation. However, this is where political 
considerations trump budgetary strictures (OECD).

I vividly remember the proud speech giv-
en by the Chancellor of the Exchequer in 
London in 2011 announcing the British 
“Triple Lock”: Basic pension cannot grow 
less than inflation, 2.5%, or the average 
earning growth, whichever is highest. This 
is one mechanism that explains what the 
OECD calls “systematic upward pressure 
on pensions spending as a share of GDP.” 
The U.K., like most Western countries, is 
overpaying for the past and left with little 
to invest in the future: The government 
spends nearly twice as much on pensions 
as it does on education (20% vs 11%). 
But young people cannot or do not vote.

https://www.ifa-fiv.org/wp-content/uploads/2015/03/4-Implications-of-Population-Ageing-for-Economic-Growth.pdf
https://www.oecd-ilibrary.org/social-issues-migration-health/pensions-at-a-glance-2015_pension_glance-2015-en
https://www.oecd-ilibrary.org/docserver/pension_glance-2017-en.pdf
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FIGURE 2.3 – PERcENTAGE OF YOUNG ADUlTS lIVING WITh PARENTS, U.k.

FIGURE 2.4 – VOTER TURNOUT bY AGE cOhORT

(ons)

(frAnklin)

https://www.ons.gov.uk/peoplepopulationandcommunity/birthsdeathsandmarriages/families/adhocs/008992youngadultslivingwithparentsregionsofenglandandukconstituentcountries1996to2017
https://medium.com/@PollsAndVotes/age-and-voter-turnout-52962b0884ef
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There is a so-called “golden rule” of good governance that states that 
over the business cycle the government should only borrow to invest. But 
“straightjacket” budget rules or treaties, such as the Maastricht Treaty, the 
founding treaty of the Euro, have encouraged a decrease in investments 
even as governments continue to borrow. This may not hurt the elderly, 
who will be dead before the time comes to pay the piper, but it will certainly 
end up affecting the productivity of the younger population for decades 
to come by forcing them to labor in an economy that has not sufficiently 
invested in education or infrastructure.

This dynamic of resource diversion to the elderly creates a vicious cy-
cle. For the countries involved, it translates into lower investment, lower 
growth and lower future abilities to support their aging population in the 
future. It certainly helps explain the low birth rate.

old people’s polItICAl CApItAl 
twIsts resourCe AlloCAtIon
These imbalances are largely a result of political power. Governments for 
the past several decades, have repeatedly looked to winning the next elec-
tion by pandering to the elderly, who vote in higher numbers than younger 
cohorts, at the expense of designing long-term sustainable policies.

The political mechanics that are leading to this systematic arbitrage, or 
tainting of policies, in favor of the elderly population is clear. Not only 
is the percentage of the elderly population rising, but the voter participa-
tion rate of the elderly is significantly higher. Depending on the country, 
a 70-year-old is about four to five times more likely to vote than a 25-year-
old. The compounding effect of a more numerous elderly population and 
a higher voter participation rate implies that in the next 20 to 30 years 
OECD countries would systematically have an above 65 majority of voters 
at each election. (Democratic Audit)

It is imperative for aging developed countries to find politically and 
democratically acceptable ways to correct this imbalance. Providing for 
the elderly is fundamental to society and a moral imperative. However, if 
a voting majority that is no longer economically productive diverts exces-
sive resources for their unique benefit, this would be a recipe for long-term 
stagnation, a situation most elderly would not wish on their grandchildren. 
It is time for a collective rethink of how to balance the rights of all, to 
protect both our elders and our children.

Even more fundamentally, Western governments have to stop using social 
spending, which has crowded out critical investment and core government 
functions, as a vote-buying tool. Too often we hear politicians in the media 

http://eprints.lse.ac.uk/57531/1/democraticaudit.com-Highly_educated_young_people_are_less_likely_to_vote_than_older_people_with_much_lower_levels_of_atta.pdf


claiming they have increased this or that allocation. The not-so-subliminal 
message is: “I have given you money. Vote for me next time.” However, in 
truth, it is not their money, for they have not done anything but redistribute 
what has been produced by others. This rhetorical sleight-of-hand is even 
more of a scandal when it compromises the future of young people.

Not only is it unfair and abusive, we can simply no longer afford it. 
Politicians must re-orient themselves towards long term vision of devel-
opment that benefits the entire society. Of course, in democratic systems, 
it is ultimately up to voters to throw out the bums and install responsible 
adults. Next year for Christmas the elderly should consider skipping the 
stocking stuffers and give their grandchildren a more valuable gift: Casting 
their votes for politicians who offer a sustainable approach to fiscal policy. 
If they don’t, young people will continue drifting towards increasingly 
radical and angry political options.
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reAl estAte
Too-easy credit and millions of bad loans made during the U.S. 
housing bubble paved the way for the financial calamity and 
Great Recession that followed. (Zandi)

I’m hoping that the Millennial Generation doesn’t set its sights on 
homeownership as a benchmark of economic stability, because 
it’s going to be out of reach for so many of them that it will just 
be a recipe for frustration. (Newman)

… Zoning regulations and other local barriers to housing 
development allow a small number of individuals to capture 
the economic benefits of living in a community, thus limiting 
diversity and mobility. (Furman)

The rent is too damn high! (Mcmillan)

REAL ESTATE PRICES ARE AT PROHIBITIVE LEVELS . PRICES AND 
RENTS HAVE BEEN INFLATED THROUGH OVERLENDING . SUPPLY 
HAS BEEN DELIBERATELY RESTRICTED . ARTIFICIALLY INFLATED 
PRICE IS HAVING DRAMATIC ECONOMIC AND SOCIAL CONSEQUENCES

the Curse of rIsIng reAl estAte
A fundamental concern of anybody with a family is to put a roof over 
their heads. Be it by owning or renting, the first priority of households, 
before even health and education, is to have a place to stay. For the past 
several decades in the West this necessity has steadily come to look more 
like a luxury.

The percentage of rent as a proportion of income has increased signifi-
cantly in most countries. In large metropolitan areas, the trend is particu-
larly pronounced. Major cities, like London, San Francisco, and Paris are 
experiencing rents so high that they now represent more than 40% of the 
average person’s earnings net of tax (Statista). This is even occurring in 
smaller cities. For Dubliners, 55% of their after-tax income goes to rent 
(Irish Time). For almost all the metropolitan areas in the U.S., the per-
centage of income spent on rent has doubled in the last 30 years, reaching 
around 40% in California or New York. (Zillow).

The alternative to renting is buying. But the price of real estate has also 
gone up. Historically, median house prices were about three times the 

https://www.washingtonpost.com/realestate/defining-a-qualified-mortgage/2012/08/23/a6fdb85e-e7fb-11e1-a3d2-2a05679928ef_story.html?noredirect=on&utm_term=.2b71c199
https://www.npr.org/2012/06/07/154504195/generation-rent-slamming-door-of-homeownership
https://obamawhitehouse.archives.gov/sites/default/files/page/files/20151120_barriers_shared_growth_land_use_regulation_and_economic_rents.pdf
https://www.nytimes.com/2015/12/10/nyregion/jimmy-mcmillan-rent-is-too-damn-high-candidate-is-retiring-from-politics.html
https://www.statista.com/chart/4743/the-cities-where-rent-swallows-your-salary/
https://www.irishtimes.com/business/personal-finance/dubliners-spend-55-of-take-home-pay-on-rent-1.3267093
http://zillow.mediaroom.com/2018-09-06-Mortgage-Burden-Exceeds-Historic-Levels-in-10-of-the-Largest-U-S-Markets
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median income of households. In many countries that multiple is now 
close to 10, and in large cities it is often much higher (Demographia).

The increase in rent prices is closely related to this explosion in real estate 
prices. In fact, if you look at it from the perspective of real estate values, 
rents are actually too cheap by normal standards to justify the high cost 
to landlords of owning the real estate. Yields from real estate have been 
trending down, and in many cases they are well below the natural sustain-
able level at which you should see property prices stabilize (MSCI). This 
means that rental income as a percentage of the price of the property is too 
low compared to interest rates or alternative investments. It then can only 
be justified by an expectation that the property value, or the future rent, 
will increase substantially. But the level of rent is already so high, above 
any historical comparison available, that, beyond any consideration of 
the social impact, it has become unrealistic to believe that it could further 
increase as a percentage of income. In fact, it should come down. At this 
point, the only way for rent to go up would be if people saw their incomes 
increase, but, as we have seen, that is not happening.

How did we arrive at this precarious state of affairs?

FIGURE 2.5 – RENT AS % INcOmE, WORlD cITIES

(dAtAwrApper)

http://www.demographia.com/dhi2018.pdf
https://www.msci.com/documents/10199/f3d1af7c-6069-6e60-a818-71ca9c45e85c
https://datawrapper.dwcdn.net/jKrW9/1/
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over-lendIng
A major culprit is the valuation and financing of real estate. Banks are lend-
ing for real estate on the basis of the real estate’s value. They typically lend, 
according to where we stand in the real estate cycle, between 80% to 100% 
of the value. This is because real estate is allegedly a “safe” asset. This is by 
itself extraordinary. First, the historic volatility of real estate prices and the 
history of economic cycles reveal that real estate is not a safe, but a risky 
asset. Its physical nature does not guarantee its value. This over-lending to 
real estate buyers comes at the expense of lending to small business, which 
necessarily captures a smaller share of lending.

In other words, banks’ lending practices tend to favor passive, if durable, 
consumption over investments in dynamic production. Where this is not 
the case, or not as much the case, such as in Germany, a richer industrial 
tissue can be maintained.

This has not always been the state of affairs. The share of total bank lend-
ing devoted to real estate has historically hovered around 30% in the U.K., 
but that has more than doubled in the last 20 years. Had the banks main-
tained the same ratio, only half as much money would have been available 
for real estate lending and prices would not have inflated so dramatically.

Meanwhile, the demand for real estate is largely inelastic, particularly with 
artificially limited supply, and people will pay whatever they can afford to 

FIGURE 2.6 – GROSS INcOmE ON RENT PER AGE GROUP

(eArnest)

https://www.earnest.com/blog/rent-and-the-30-percent-rule/
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FIGURE 2.7 – REAl ESTATE lOANS AS % TOTAl bANk lOANS, U.k.

FIGURE 2.8 – hOUSE PRIcE TO EARNINGS RATIO, U.k.

(institute for new econoMic thinking)

(kpMg)

pay (or even more). That is, in practice, the price of real estate will be deter-
mined by the amount of cash (savings) one has (for the down payment) and 
the amount that the bank is willing to lend. This itself will depend on the 
bank’s aggressiveness and the interest rate, as the bank will determine what 
percentage of a borrower’s income is needed to cover the interest payment.

https://www.slideshare.net/ResolutionFoundation/debt-and-inequality-by-adair-turner
http://www.marketoracle.co.uk/Article58927.html
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This situation has naturally led to extremes. The aggressiveness of the banks 
is based on the value of the real estate, which is itself being pushed up by bank 
lending. Banks’ lending pushes prices upwards as potential buyers compete 
for properties they cannot afford by borrowing to the maximum extent, 
convinced that the value cannot fall. Buyers pay not what they can afford 
but what they can borrow. Banks in turn see the value going up and lend 
even more in a vicious speculative circle leading to systematic overvaluation.

FIGURE 2.9 – lOAN TO VAlUE mORTGAGE AT ORIGINATION, U.S.

(eMbs, hMdA, sifMA, urbAn institute / loAning4less)

FIGURE 2.10 – bANk REAl ESTATE lENDING TO GDP, ADVANcED EcONOmIES

(ÒscAr jordÀ)

https://loaning4less.wordpress.com/u-s-mortgage-market-statistics-2017/
https://voxeu.org/article/great-mortgaging
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To summarize, over the past 
decade, real estate prices have 
been propelled back into bub-
ble territory throughout the 
Western world through a fail-
ure to control rent seekers and to 
regulate the financing of an in-
herently over-shooting market. 
The combination of artificial 
supply restrictions and buyers’ 
inherent willingness to pay as 
much as the banks are willing to 
lend to them creates the perfect 
conditions for absurd real estate 

valuations. Far from representing any “real” wealth increase, this simply 
redistributes wealth to landowners at the expense of renters and young 
buyers (if they can even still afford to buy), who will have to dedicate ever 
higher portions of their future income to mortgage payments.

ArtIfICIAlly restrICted supply
The explosion in real estate prices is often assumed to be due to land scar-
city as a natural result of growing populations. That is false.

It is a result of artificially restricted supply.
Landlords have, collectively, created real estate shortages wherever they 

can, most successfully in large metropolitan areas. This has been achieved 
through a series of ordinances preventing the construction of new buildings 
in many areas or limiting land use through, for instance, height restrictions 
on buildings. Think of the London green belt, or the standardized height 
in Paris, which severely restrict the city perimeter or the number of floors 
of buildings to what it was in the 19th century in the name of “livability” 
or architectural uniformity.

The results of these measures have sometimes been astonishing. For in-
stance, faced with height restrictions, London landowners have turned to the 
city’s depths: The town has seen a digging craze, with homeowners adding 
new basement levels to their mansions (Independent). It may certainly be 
true that zoning regulations are needed to avoid chaotic development, but 
it is just as true that the rules have been used as a subterfuge by city councils 
to prevent new construction, pushing up housing prices in their borough 
to the satisfaction of, if not of the population at large, local homeowners, 
a demographic that happens to make up a majority of their electorates.

I was a researcher in Japan at the end of the 
Japanese bubble, surely the most extrava-
gant real estate crisis of the last 100 years. 
At the time the emperor’s palace in Tokyo 
was presumed to be worth as much as 
California. This has no basis in fundamen-
tal “value,” but the price of Japanese real es-
tate was not about fundamentals. Rather, 
it could be almost entirely explained by 
the level of savings and banks’ lending at-
titudes. Ultimately the Bubble burst, the 
prices that ‘could never fall’ plummeted 
by up to 80%, and the Japanese financial 
system had to be rescued.

https://www.independent.co.uk/life-style/design/london-super-rich-basement-extensions-a8415731.html
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A good example of this is given by Luxembourg. Luxembourg has a den-
sity of slightly above 200 people per km2. It is a well-managed country with 
a multilingual and industrious population. Thanks to its ability to reinvent 
itself repeatedly around new industries, from ironworks to broadcasting, pri-
vate banks and, today, fund administration, it continues to enjoy a booming 
economy. The country has a population of 600,000 that grows by close to 
180,000 during the work day, with intra-day migrants coming from neighbor-
ing countries. The building area of Luxembourg city, which is surrounded by 
fields and forests, has for years been strictly fixed by zoning laws. But those city 
limits are somewhat arbitrary, and have not kept up with the rapidly expand-
ing economy. A third of the country’s territory is forest, some of which could 
easily be cleared to extend the city’s limits. The refusal to do so has led real 
estate prices to reach close to 10,000 euros per square meter, with an average 
price over 8,000 euro (Luxembourg). Think of this for a minute, and compare 
these prices with Tokyo, the world’s largest metropolis, where the average price 
is just over 10,000 usd per square meter (Numbeo). Incredibly, Luxembourg 
real estate prices are similar. This has been great for the landholding inhabi-
tants of Luxembourg city, who have seen an unprecedented appreciation in 
real estate values. But this paper gain is just the materialization of a larger 
loss for the economy as a whole through the capture of a monopolistic rent 
situation by a few to the detriment of the many, and to that of their country.

dIstorted, unused, untAxed
Beyond limits to supply, other distortionary political decisions have pushed 
values up further.

The uncertainty created by excessive money has inflated asset prices 
generally, and real estate, seen as a safe investment, has been an especially 
attractive place to park money.

Then there are changes to the taxation of real estate. Over the last sev-
eral decades, in many places, a system of taxing real estate based on its 
value has been replaced by some form of fixed taxation. Proposition 13 in 
California, enacted in 1978, fixed the value in time, so that old acquirers 
pay a tax assessed on only a fraction of the current market value (California). 
In the U.K., taxation of real estate through “council bands”25, has largely 
morphed into a poll tax26 as the fixed amount claimed was not changed 

25  Fixed amount of tax to be paid to the local authorities (council) according to how 
a property is categorized (band)
26  A tax per person, independent of their income. Real estate taxation is so low compared 
to the value that it appears to be a fixed amount per person, favoring the wealthiest.

https://www.combien-coute.net/prixm2-centre/luxembourg/luxembourg/
https://www.numbeo.com/cost-of-living/city_price_rankings?itemId=100
https://www.californiataxdata.com/pdf/Prop13.pdf


68

in line with the real estate price increase. In Belgium the process of real 
estate tax indexation,27 which recalibrates property taxes to current real 
estate values, was last performed decades ago. If, in all these places, a com-
mon percentage corresponding to the original tax had been consistently 
applied to the market value of real estate, speculation would have largely 
been kept at bay.

Further, most countries encourage through a variety of tools real estate 
acquisitions. These measures include deductibility of interest payment, 
or say non-taxation of the occupation “income.” Renters typically do not 
benefit from the same support. For instance, renters do not get to deduct 
rent from their income taxes. We thus have a system that inherently inflates 
real estate price by tilting market equilibrium towards acquiring property.

ConsequenCes
Those ballooning costs have profound economic, social and political con-
sequences.

Real estate in metropolitan areas has become – aided by clever market-
ing, zoning regulations and tax policies – a means to hoard value rather 
than an economic product.

As a result, property in many city centers is no longer occupied or rent-
ed. Dwellings sit vacant, while others are rented at a low yield, explaining 
the curious fact that rents for high-value properties are relatively cheap. 
In some cases, we end up with whole neighborhoods, allegedly the most 
exclusive, like Mayfair in London, that are empty at night. This comes 
at a high cost to cities, whose best and central neighborhoods should be 
economic centers full of activity and not empty, overvalued dwellings. 
Commuters are forced to pay more and live further away, while investors 
fight to buy – and empty out – the best-located properties.

Lower and unused supply leads to higher rent, but higher rent is not inevi-
table and is a fairly recent phenomenon. In France, the percentage of income 
going to rent has doubled from 1978 to 2006 (ANIL). Yet countries with 
higher population density, such as Germany, manage to have significantly 
cheaper housing. The rent for a one-bedroom apartment in Paris is over 
$1700 per month versus $1100 in Munich (CNBC). The average renting 
price of a square meter in Germany in 2013 was 7.6 euros (9.4 for new rental) 
against 10.6 euros (11.2 for new rental) in France. In Germany, on average, 
rent is about a quarter of the wage of the renter, compared to closer to 30% 
in France, and close to 40% in the UK (National Housing Federation).

27  A process known as perequation.

http://www.cohesion-territoires.gouv.fr/IMG/pdf/Rapport_Observatoires_des_loyers_120627.pdf
https://www.cnbc.com/2017/03/24/how-much-it-costs-to-rent-a-1-bedroom-in-30-cities-around-the-world.html
https://www.theguardian.com/money/2015/jun/24/uk-tenants-pay-more-rent-than-europe
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FIGURE 2.11 – RENT AS % INcOmE: U.k., FRANcE, GERmANY, SPAIN

(nAtionAl housing federAtion)

FIGURE 2.12 – RENT AS % INcOmE PER INcOmE DEcIlE

(federAl reserve)

https://www.theguardian.com/money/2015/jun/24/uk-tenants-pay-more-rent-than-europe
https://www.federalreserve.gov/econres/notes/feds-notes/assessing-the-severity-of-rent-burden-on-low-income-families-20171222.htm
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FIGURE 2.13 – lOW INcOmE RENT bURDEN OVER TImE, U.S.

(federAl reserve)

The social consequences of the housing squeeze are severe. Despite 
nominal increases in wages, given that real estate prices have been going 
through the roof, the net increase in wage has been minimal. In countries 
where the average income has been stagnant for decades, like the U.S., 
disposable income has gone down when accounting for the rising cost 
of housing.

The seemingly unending rise in rent affects two populations in par-
ticular. The first is the poor. Rent is a relatively inelastic cost, so it con-
sumes a larger portion of the budget of lower income households. Even 
in the U.S., where the cost of real estate and rent is relatively lower than 
in other Western countries, lower income families spend close to 50% 
of their income on rent. Similarly in France, the lowest income decile 
spent over 40% of their income, four times as much as the top decile, on 
housing (INSEE).

This matters particularly in the context of national competitiveness. 
Consider for instance that both France and Germany have a minimum 
wage of approximately 1500 euros per month. Rent is a higher proportion 
of income for the lowest earner, the highest expense of a minimum wage 
earner. After accounting for rent, the German minimum wage earner is 
significantly better off. France, like other Single Market countries, sim-
ply cannot afford a minimum wage higher than that of their formidable 
German competitor. The less well-off are left squeezed between the local 
landlord’s rent increases and the threat of deindustrialization.

https://www.federalreserve.gov/econres/notes/feds-notes/assessing-the-severity-of-rent-burden-on-low-income-families-20171222.htm
https://www.inegalites.fr/Les-menages-modestes-ecrases-par-le-poids-des-depenses-de-logement?id_theme=19
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Rising rents also hit the young especially hard. It has always been 
true that younger people moving into cities were facing high rent and 
lower income as they began their careers. But this squeeze has reached 
unprecedented levels. Young people will end up spending on average 
close to half of their income on rent for their first ten years of work 
(USA Today).

The situation has gotten so bad in the U.S. that lower-income young 
people now regularly devote 60% to 70% of income to rent. We have 
reached, as any renter will attest, an absurd level of price.

The result has been a generation that lives with their parents well into 
their 30s and that has given up the dream of renting alone, let alone buying 

FIGURE 2.14 – RENT bURDEN bY YOUNG WORkERS bY cITY, U.S.

(ritholtz)

https://www.usatoday.com/story/money/personalfinance/real-estate/2018/05/18/millennials-spend-large-percentage-income-rent/609061002/
https://ritholtz.com/2015/07/when-your-city-became-unaffordable/
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a home.28 This has had neg-
ative effects on childbirth 
and the fertility ratio. As 
children stay with their 
parents later, they have to 
postpone couple formation 
and having children. The 
few young people that do 
have the chance to “climb” 
on the property ladder of-
ten seem to be benefiting 
from their parents’ help. 
While this is totally un-
derstandable from a fam-
ily standpoint, on a socie-
tal level, it perpetuates the 
haves and the have nots, as 
only children from wealthy 
parents can benefit from 
this support. The perpet-
uation of wealth and real 
estate ownership through 
no specific achievements 
of the younger beneficiary 
generation contribute to 

the resentments that are fueling the rise of populism.
The contrast could not be starker between the many losers and the few 

winners.
This is the direct result of an abdication by the government of its role 

in regulating a critical market to avoid excesses. Regulations could and 
should be changed to address the social crisis caused by present real es-
tate prices. Supply could be liberated. Credit limits in real estate lending 
could be imposed on banks. Taxation could be made fair between renter 
and buyer, based on market value and deterring empty hoarding. One 
of the reasons this is not done might be the fear of a correction. But 
today’s prices are bound for a correction under any normal economic 
conditions anyways.

28  In Europe, 48% of young adults now live with their parents (Guardian); in the U.S. 
40% (Pew).

FIGURE 2.15 – bRExIT REFERENDUm RESUlTS

(geogrAphicAl)

https://www.theguardian.com/news/datablog/2014/mar/24/young-adults-still-living-with-parents-europe-country-breakdown
https://www.pewsocialtrends.org/2016/05/24/for-first-time-in-modern-era-living-with-parents-edges-out-other-living-arrangements-for-18-to-34-year-olds/
http://geographical.co.uk/places/mapping/item/1805-cartogram-special-brexit


Already, housing costs are becoming a political motivator, with real estate 
ownership becoming a major source of concern for the discontented. It 
has been shown, for instance, that there was a strong correlation between 
real estate prices and voting patterns in the Brexit referendum, revealing 
the structural economic factors that lie just below the surface of rising 
political dissent (Ansell).

FIGURE 2.16 – 2014 ANNUAl hOUSE PRIcE chANGE, ENGlAND

(nAtionwide / property investing)

http://users.ox.ac.uk/~polf0487/papers/Ansell%20Brexit%20Memo.pdf
http://www.propertyinvesting.net/cgi-script/csNews/csNews.cgi?database=default.db&command=viewone&op=t&id=30291&rnd=500
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heAlth CAre
America’s health care system provides some of the finest 
doctors and more access to vital medications than any country 
in the world. And yet, our system has been faltering for many 
years with the increased cost of health care. (Gillmor)

Almost every economist agrees that the American health care 
system is unsustainable. Medical care is so expensive that it is 
busting all of our budgets – government, business, and personal. 
Eventually, the medical price bubble will pop. What, then, are the 
alternatives? (Cooper)

HEALTH EXPENSE IN THE U.S. IS OUT OF CONTROL . HEALTH COSTS 
HAS BEEN ARTIFICIALLY INFLATED IN A TYPICAL MONOPOLISTIC 
BEHAVIOR . NUMBERS OF DOCTORS LIMITED . DRUGS COMPANIES 
INVEST TWICE AS MUCH IN MARKETING AS IN RESEARCH

vItAl, but out of Control
Universal access to decent medical care has long been recognized as a wor-
thy goal for any decent society to pursue. This functions as an important 
form of insurance for average people, who often lack the financial reserves 
needed to weather an unpredictable medical crisis. Given the nature of 
infectious disease, it is also a matter of public safety.

Yet rising medical costs remain an issue across the Western world. 
Medical debt is the second most significant form of debt in the U.S. One 
in five Americans are burdened with it. Indeed, in a 2017 Gallup survey, 
over 50% of Americans revealed being worried about health care costs 
(Gallup). Similarly, in the EU, 22% of those surveyed found it difficult 
to cover expenses for specific health care services and felt strong insecurity 
about the near future (Eurofound).

While the cost of health care has been increasing globally, the issue has 
been particularly acute in the U.S. There, health care reached over 17% of 
GDP in 2018 compared to 10% or less of GDP in comparably developed 
economies (CMS) (OECD). All said, the cost of health care as a percentage 
of GDP has increased rapidly in the U.S., tripling in the last 50 years.

But all the extra money going to medical care is doing little to purchase health 
or peace of mind. Doctors are hamstrung by student debt and at the mercy of 
malpractice suits; patients fear being denied treatment (Hoffower) (Guardian).

https://books.google.com.sg/books?id=PEoti64PICIC&pg=PA27&dq=America%27s+health+care+system+provides+some+of+the+finest+doctors+and+more+access+to+vital+medications+than+any+country+in+the+world.+And+yet,+our+system+has+been+faltering+for+many+years+with+
https://cooper.house.gov/media-center/press-releases/the-atlantic-the-minimalist-case-for-continuing-with-health-care-reform
https://news.gallup.com/poll/210890/americans-financial-anxieties-ease-2017.aspx?g_source=Economy&g_medium=lead&g_campaign=tiles
https://www.eurofound.europa.eu/sites/default/files/ef_publication/field_ef_document/ef18019en.pdf
https://www.cms.gov/research-statistics-data-and-systems/statistics-trends-and-reports/nationalhealthexpenddata/nationalhealthaccountshistorical.html
http://www.oecd.org/health/health-systems/Health-Spending-Latest-Trends-Brief.pdf
https://www.businessinsider.sg/debt-vs-cost-vs-salary-medical-dental-law-school-2018-5/?r=UK
https://www.theguardian.com/society/2016/jan/29/doctors-avoiding-risky-operations-due-to-prosecution-threat-survey-finds
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FIGURE 2.17 – hEAlTh SPENDING AS % GDP

(peterson-kAiser)

MedICAl Monopoly And the nuMber of doCtors
This unsustainable cost increase results, to some extent, from the burden 
of an aging population as well as the cost of more advanced drugs. But it 
is also, if not mainly, a result of bad incentive structures either imposed 
by the state or tolerated by it. These structures inflate health care costs and 
thus put at risk the very preservation of a healthy social system (JAMA) 
(Harvard Business Review).

Much of this can be attributed to what, as in real estate, can best be 
described as a structural market abuse. Some types of market abuse, such 
as restricting the supply of doctors, come from the authorities, be they 
public, that is the state, or private, that is the medical associations that are 
empowered by the state.

Market abuse can also come from private companies, such as pharma-
ceutical companies, which can freely set insane prices for the drugs they 
hold patents for, setting the stage for an aggressive monopolist pricing 
where the stakes can be life or death. And if they don’t hold the patents? 
Big Pharma will not let a thing like that stop them. Attorneys General 
in several U.S. states are currently suing more than a dozen generic drug 
companies for colluding to set the prices of over 300 drugs. The system 
is truly rigged.

https://www.healthsystemtracker.org/chart-collection/health-spending-u-s-compare-countries/#item-u-s-similar-public-spending-private-sector-spending-triple-comparable-countries
https://jamanetwork.com/journals/jama/article-abstract/2545691
https://hbr.org/1994/07/making-competition-in-health-care-work
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FIGURE 2.18 – U.S. hEAlTh SPENDING VS OThERS OVER TImE

(peterson-kAiser)

FIGURE 2.19 – lObbYING bY DRUG cOmPANIES

(crew)

https://www.healthsystemtracker.org/chart-collection/health-spending-u-s-compare-countries/#item-since-1980-the-gap-has-widened-between-u-s-health-spending-and-that-of-other-countries___2018
https://www.citizensforethics.org/a-bitter-pill-how-big-pharma-lobbies-to-keep-prescription-drug-prices-high/
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settIng the nuMbers of doCtors
As with all goods and services, there is an intricate relationship between 
the number of doctors, the numbers of hours they work to supply medical 
assistance, and the price of this service.

In the U.S., the number of doctors is arbitrarily decided by doctors 
themselves through the American Medical Association. A monopolist 
supplier, if allowed to set the level of production capacity, will always set 
it at a level below market equilibrium, creating a shortage that allows it to 
demand an exorbitant price. In the U.S., it results in an abnormally low 
number of generalists, which translates into generalists’ remuneration of 
close to four times the median wage, an international record (Foundation 
for Economic Education).

An interesting counterexample is given by the U.K. where doctors are 
also in short supply, but the “gain” is captured by the state. According to 
the OECD, the number of doctors per inhabitant in the U.K. is among 
the lowest in Europe, together with Poland, Romania and Slovenia. At 
1.8 times the median wage for a generalist, they are also among the lowest 

FIGURE 2.20 – RElATIVE SPENDING ON hEAlTh cARE bY WEAlTh

(peterson-kAiser)

https://fee.org/articles/the-medical-cartel-is-keeping-health-care-costs-high/
https://fee.org/articles/the-medical-cartel-is-keeping-health-care-costs-high/
https://www.healthsystemtracker.org/chart-collection/health-spending-u-s-compare-countries/#item-relative-size-wealth-u-s-spends-disproportionate-amount-health
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paid. With limited pay and long working hours, U.K.-trained doctors are 
under pressure and there have been numerous reports of dissatisfaction 
and increased emigration by doctors, particularly to Australia and New 
Zealand, where working hours are shorter (Consultancy).

Others don’t want to leave the U.K. and opt to work part-time in the 
more lucrative private sector. Remuneration for doctors in private practice 
in the U.K. is in line with other countries where the number of doctors 
is relatively limited. For generalists, the low number of doctors translates 
into remuneration over three times the median wage. But the gap in the 
U.K. between self-employed (private) and salaried (public) remuneration 
for generalists is the highest reported by the OECD (Office of Health).

Both in the U.S. and the U.K., the number of GPs and their remuneration 
structures are dysfunctional. In the U.S., the price for private doctors’ visits 
(their remuneration) is essentially freely set, but the number of doctors is 
artificially kept low by the medical doctors’ association. This is yet another 
example of the state letting a corporatist monopolist maximize its (collec-
tive) gain at the expense of public well-being. As Milton Friedman wrote, 
“Licensure has reduced both the quantity and quality of medical practice … 
It has forced the public to pay more for less satisfactory medical service.” But 
it has helped maximize doctors’ income (Friedman, Capitalism and Freedom).

FIGURE 2.21 – GENERAlIST PAY VS NUmbER OF GENERAlISTS PER INhAbITANTS

(prAtice link)

https://www.consultancy.uk/news/19287/austerity-bites-as-almost-half-of-physicians-view-nhs-services-negatively
https://www.ohe.org/publications/ohe-guide-uk-health-and-health-care-statistics
https://books.google.com.sg/books?id=zHSv4OyuY1EC&pg=PA158&lpg=PA158&dq=licensure+has+reduced+both+the+quantity+and+quality+of+medical+practice&source=bl&ots=nKRsElZhb3&sig=ACfU3U0XSEwK0bWuCbFXQ7pC1QkOM5O1uA&hl=en&sa=X&ved=2ahUKEwjAotL8korgAhXJgI8KHWOYCDc
https://journal.practicelink.com/vital-stats/physician-compensation-worldwide/
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Similarly, in the U.K., the NHS monopoly captures the market premium 
for low supply by paying low fixed wages to an under-staffed but captive work-
force. British patients may pay lower costs through the NHS, but as a result, 
a lower-than-optimal number of doctors are at work. In this case, it is mainly 
the collectivity that is capturing the monopolist rent – a rent that comes from 
extracting additional unpaid or underpaid working hours from young doctors 
who cannot yet establish a private sector practice. But the older doctor in 
private practice also benefits from higher private demand (people dissatisfied 
with overworked NHS doctors) and lower supply (not enough doctors).

FIGURE 2.22 – DOcTORS’ PAY

(prAtice link)

https://journal.practicelink.com/vital-stats/physician-compensation-worldwide/
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If international comparisons are any guide, the market outcome, or the 
numbers of doctors that would be available if people were to decide how 
much they are willing to pay, would be higher per inhabitant than currently 
exists in either the U.S. or the U.K. For instance, the Netherlands has near-
ly twice as many generalists as the U.K. They are salaried at the same rate 
but command a materially lower premium when self-employed (OECD). 
As a general rule, the higher the number of doctors, the lower the wage 
premium that private practice commands.

It is time for a rethink of how the number of doctors is determined. 
Neither a model in which doctors’ associations control the total number 
of available professionals in order to maximize their gain nor a state agency 
seeking to minimize costs is optimal. In the U.K., a freer licensure market 
would likely produce more doctors who are less overworked, earning the 
same or moderately more than the NHS pays today, with private practice 
earning less. In the U.S., it would reduce costs across the board. Training 
doctors does not come free, but what we are faced with is a set of systems 
that works like a monopoly in favor of well-established doctors, a state 
sanctioned rent extraction.

Increasing the supply of doctors where needed could be done by si-
multaneously providing for their study costs in exchange for agreeing to 
work in local clinics for underserved populations as a salaried employee for 
some years. Community clinics should be shielded from most malpractice 
lawsuits, but patients could be offered, if they want, to take supplementary 
insurance to cover the costs of complications from procedures they undergo 
above certain fixed levels. As long as someone pays his or her study costs 
and demonstrates a sufficient level of qualification, there is no valid reason 
to bar that person from being a medical doctor. As a general rule, more 
should be done to increase the number of doctors, including addressing 
doctors’ reasonable concerns about student debt and malpractice suits.

phArMACeutICAl CoMpAnIes: 
reseArChIng or MArketIng?
Pharmaceutical costs account for an ever-increasing portion of healthcare 
costs. The story spun out to justify this is that the research and development 
of new medicines is extremely expensive and risky. There is, of course, some 
truth in that. Indeed, in the United States, the largest supplier of drugs 
in the world, around 18% of revenue is dedicated to R&D. In the E.U., 
only about 10-15% of revenue goes to R&D (TTconsultant).

Here’s the part of the story the pharmaceutical companies don’t talk 
about: They now spend twice as much money marketing their drugs to 

https://www.oecd-ilibrary.org/docserver/health_glance-2017-en.pdf?expires=1542370351&id=id&accname=guest&checksum=5C34373B91EEE1AF3EE55DDB54E36554
http://ttconsultants.com/blog/is-pharmaceutical-rd-proportional-to-the-profits-earned-pharmaceutical-rd-and-profits-in-correlation/


82

doctors and impressionable consumers than they spend on developing 
new ones (York University).

They do this in part to brand their drugs in order to fend off the threat posed 
by generic rivals when their patents expire. They also try to boost demand 
for their product, by engaging in active promotion to doctors and would-
be patients in an effort to promote pharmaceutical consumption, a practice 
which inevitably leads to over-medication. Patients are pushed to consume 
particular pharmaceutical products they have no understanding of through 
elaborate marketing, including TV advertisements relentlessly telling seniors 
to ask for specific medications from their doctors. Authorized in the U.S. 
only since 1998, pharmaceutical TV campaigns have exploded in recent years. 
From 2012 to 2016 alone, TV and advertisement by media companies has 
doubled, the number of ads increasing by 65% (New York Times).

Big Pharma has also been known to twist patents in an effort to extend 
them and prevent generics from hitting the market, a practice that has 
become known as “evergreening.” 78% of new drug patents recorded by 
the FDA between 2005 and 2015 were awarded to existing drugs rather 
than new medications. 80% of the top 100 best-selling drugs have had 
their patent extended, 50% more than once. Throughout the industry, 
research indicated that companies “created serial barriers to hold off the 
type of competitive entry that is fundamental to our innovative system.” 

(FiercePharma) (Feldman)

FIGURE 2.23 – bRAND VS GENERIc PRIcE GROWTh

(peterson-kAiser)

https://www.sciencedaily.com/releases/2008/01/080105140107.htm
https://www.nytimes.com/2017/12/24/business/media/prescription-drugs-advertising-tv.html
https://www.fiercepharma.com/pharma/pharma-s-pervasive-evergreening-driving-prices-up-study-says
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3061567
https://www.healthsystemtracker.org/chart-collection/recent-forecasted-trends-prescription-drug-spending/#item-prices-for-common-generic-drugs-have-dropped-by-37-since-2014-while-branded-drug-prices-have-increased-by-over-60_2019


The result of all this is that the profitability of pharmaceutical compa-
nies, as measured by their margins, is higher than car, oil and gas or media 
companies. These profits are the direct result of the ever-increasing prices 
charged to patients, their insurance companies, and governments (Forbes).

The current system encourages overspending on marketing and abuse of 
the patent system rather than the much ballyhooed focus on costly R&D. 
In doing so, it contributes increasingly to exploding health care costs, 
severely affecting the most constrained among us. This is about segment 
monopolists propping up an inflated demand while limiting supply, in 
a typical market abuse behaviour. This behaviour is increasingly tolerated 
by the states that should regulate the pharmaceutical market like no other.

Like the American civil rights icon Fannie Lou Hamer, patients across 
the developed world are sick and tired of being sick and tired. And they’re 
sick of overpaying for that particular privilege, too.

FIGURE 2.24 – DRUG cOmPANIES REVENUES AND R&D

(ttconsultAnt)

https://www.forbes.com/sites/liyanchen/2014/05/13/best-of-the-biggest-how-profitable-are-the-worlds-largest-companies/#6c2628413a5e
http://ttconsultants.com/blog/is-pharmaceutical-rd-proportional-to-the-profits-earned-pharmaceutical-rd-and-profits-in-correlation/
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eduCAtIon
In the long run, your human capital is your main base of competition. 
Your leading indicator of where you’re going to be 20 years from now 
is how well you’re doing in your education system. (Gates)

Increasing access to federal student loans has been a bipartisan 
effort in Washington, one that I have supported. But it has created 
what many experts believe is a bubble in higher education, not 
unlike the housing bubble that preceded the financial crisis. 
(Rubio)

HUMAN CAPITAL IS INCREASINGLY IMPORTANT, YET EDUCATION IS 
INCREASINGLY FAILING . PRIVATE UNIVERSITIES’ COSTS SPIRALING 
OUT OF CONTROL, WITH SPIRALING STUDENT DEBT . PUBLIC 
EUROPEAN UNIVERSITIES ARE UNDERFUNDED AND PLAGUED BY 
FAILURE . ECONOMIC AND SOCIAL COSTS OF THIS FAILURE ARE 
TREMENDOUS . NEED TO ALIGN UNIVERSITIES WITH STUDENTS’ 
NEEDS IN THE MARKETPLACE

fAIlIng systeMs, fAIlIng hopes, reAl Costs
Education is essential to the economy’s long term growth, to increase 
production, efficiency, and productivity. Education is critical as a social 
elevator to identify the most talented members of society and to put them 
in a position to contribute maximally. Education is vital for preserving and 
developing our capacities as we transform from an industrial economy into 
a knowledge economy (World Bank).

Yet education is increasingly failing. Let’s refrain from reflecting on the 
problems created by teachers’ unions and excessive standardized testing in 
primary and secondary education. They offer clear examples of corporat-
ist rent-seekers who have been allowed to get out of control for political 
reasons. But the trends in higher education are even more dire, and pro-
vide one of the best illustrations of the failure of the Elites to control the 
benefits of a few rent seekers.

The higher education systems in developed countries have abdicated 
several of their roles with costly results. The refusal to select the most ac-
ademically gifted for costly academic training, the refusal to direct those 
most suited to it to vocational training, and the denial of the need to teach 
work-critical skills have all become largely accepted. These abdications 

https://www.fastcompany.com/3007841/bill-gates-education-we-can-make-massive-strides
https://www.penguinrandomhouse.com/books/316014/american-dreams-by-marco-rubio/9780143109037/
http://blogs.worldbank.org/education/why-education-matters-economic-development
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take a toll on our societies, in both human and financial terms, produc-
ing human capital that is ill-suited to our economic needs. As the high-
er educational system drifts from its mission, millions of young people 
spend years foregoing wages and racking up financial debt in order to 
receive training that will not help them land employment. Not only is this 

FIGURE 2.25 – TUITION VS OThER cOSTS U.S.

(Moody’s AnAlytics, 2011)

FIGURE 2.26 – STRESS lEVEl bY GENERATION

(AMericAn psychology AssociAtion)

http://image.exct.net/lib/fefb127575640d/m/2/Student+Lendings+Failing+Grade.pdf
https://www.apa.org/news/press/releases/stress/2015/snapshot.aspx
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an economic disaster, it is also 
a social one. As more and more 
young people who thought they 
were climbing the social ladder 
discover that they are instead 
on the precipice, their anger is 
mounting.

Consider higher education in 
the U.S. Student debt is now the 
second largest pool of debt in the 
U.S., behind home mortgages. It 
has reached about $1.5 trillion 
and experiences the highest se-
rious delinquency rate (Federal 
Reserve Bank of New York). As 
gob smacking as that may seem, it 
is unsurprising when you consider 
that the cost of higher education 
has risen by more than 500% since 1985 (The New Republic). In fact, the 
cost of higher education has increased even more than the cost of healthcare. 
The combination of skyrocketing education costs and stagnant wages have 
proven a toxic cocktail. Research suggests that the default rate of student loans 
stands at about 28%. A 30-year-old is now more likely to have unpaid student 
debt than a mortgage. A student $50,000 in debt at the end of his study will 
spend more than $200,000 over his lifetime paying it down. Forty-five million 
Americans start their working lives with high debt. (Brookings)

The current student loan system, distorted by poorly designed govern-
ment subsidies, incentivizes colleges to charge as many students as possible 
high tuitions for second-rate educations and for programs oriented towards 
fields that are considered desirable – like the arts and humanities – even if 
their students have little hope of establishing viable careers in those fields. 
Higher education providers have no liability when their graduates and 
dropouts default. So, they have little incentive to limit students, orient 
them towards vocational training, or even teach to the long-term needs 
of the marketplace in order to limit those defaults. Indeed, second-tier es-
tablishments or departments have much to lose in refusing applicants or 
limiting the number of candidates, even if they know a high percentage 
will be unable to repay the loans that finance these programs.

Europe does not fare much better. Up to half of graduates will either 
be officially overqualified or just unemployed (CIPD). About a third of 

My sons study in one of the world’s best 
private school. Like others assisted by 
an army of private tutors, they studied 
to pass a punitive exam to enter. In this 
secluded education paradise, opportuni-
ties are endless, teachers excellent, classes 
small, and they prosper. I cannot hon-
estly wonder whether my sons would 
have a fair shot at this if their father were 
not a hedge fund manager, but instead 
a member of the Belgian working class. 
I know the answer all too well. Social mo-
bility in the developed world has erod-
ed. Inequality has increased, but more 
critically, fundamental fairness has been 
compromised. In too many cases, one is 
prosperous because of their background 
rather than their innate skills and work.

https://www.newyorkfed.org/newsevents/news/research/2018/rp180213
https://www.newyorkfed.org/newsevents/news/research/2018/rp180213
https://newrepublic.com/article/116707/student-debt-crisis-slowing-household-formation-millenials
https://www.brookings.edu/research/the-looming-student-loan-default-crisis-is-worse-than-we-thought/
https://www.cipd.co.uk/knowledge/work/skills/graduate-labour-market-report
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the workforce in the U.K.’s tight 
labor market has taken up jobs 
that require lower academic cre-
dentials (HESA). According to 
a survey, whilst 74 percent of 
European education providers 
were “confident that their grad-
uates were prepared for work,” 
only 38 percent of students and 
35 percent of employers con-
curred with this (McKinsey). 
This is a waste of human and 
public resources.

When the financing of this 
expensive failure is publicly 
funded, it is an outright waste 
of state resources, the students 
wasting years. When it is pri-
vate, it is an indirect waste of 

state resources as ultimately the state ends up paying for the defaulting 
loans, and the students waste time and any financial credit for years.

Europe has a variety of tertiary education systems. The prominent model 
is a heavily subsidized education with essentially free tuition. This taxpay-
er-funded giveaway is unfortunately not matched by the necessary resources 
to deliver the promised returns. According to the OECD, tertiary educa-
tion providers’ annual expenditure per pupil in Europe is 40 percent to 
60 percent of their U.S. equivalent.

Worse, the subsidized price of education results in further resource 
misallocation. Students, misjudging both the costs of education and their 
odds of success, overcrowd and overstay in tertiary education. Ultimately 
this results either in high failure rates (as in France, for example, where 
the university completion rate is 40 percent of enrollees) or prolonged 
studies (as in Germany, where the median time it takes to earn a degree 
is seven years). Overwhelmed and underfunded, education providers 
end up having no economic incentive to offer courses in line with the 
economy’s needs.

Under increasing national budget constraints, a U.S.-style system of 
sizable up-front fees is gaining ground. The U.K. has tried to intro-
duce a middle way. There, university fees were substantially increased in 
2012. Tuition is capped at £9,000 (about $12,000) per year, which is 

When I studied in Belgian universities, 
there were several hundred students ev-
ery year enrolled in journalism. That’s 
all well and good until you consider 
that across the entire country there were 
10 to 20 journalism positions, maxi-
mum, that opened up every year. Even 
including communication jobs in the 
corporate world, there was no chance 
that these students would possibly find 
a job demanding the qualification they 
had worked for. Yet, year after year, 
the same thing went on, to this day. 
Students happy to go for a “softer” and 
“prestigious” field, the university happy 
to collect tuition from the state, and all 
failing in their mission to give students 
the skills required to become productive 
members of the economy of the future.

https://www.hesa.ac.uk/data-and-analysis/students/destinations
https://www.mckinsey.com/industries/social-sector/our-insights/converting-education-to-employment-in-europe
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a lot by European standards and a bargain by U.S. standards. Students 
finance their studies through government loans with repayment collected 
through the income tax system once their income exceeds £21,000 (about 
$28,000.) While this provides students with a truer sense of the cost of 
education, resulting in higher completion rates, it doesn’t solve a more 
fundamental problem: The better-funded universities still have little in-
centive to adapt their teaching to market needs. Just as in the U.S., the 
result is a growing rate of loan default. Indeed, it is worth noting that 
while all other forms of debt follow a cyclical pattern in their default 
rate, student debt is the only category that is systematically trending up 
throughout the economic cycle.

In the U.K. too, this waste of human resources has a direct fiscal cost. 
The Office for Budget Responsibility projects that in the next two decades 
student loans will add an additional 10 percent of GDP to the U.K. public 
debt. In about 50 years, it is estimated that 45 percent of outstanding loans 
will be written off. The failure of universities to develop graduates who 
are employable imposes a direct cost on society that comes with defaulted 
loans as well as a social cost that comes with underemployment. But also, 

FIGURE 2.27 – TYPE OF DEbT AS % GDP, U.S.

(federAl reserve bAnk of new york/wAll street journAl, 2017)

https://twitter.com/joshzumbrun/status/832618317445607424
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an indirect one, through the human resources that will have stood unused 
for years and will simply not have been trained to produce and contribute 
to the best of their abilities.

huMAn CApItAl ContrACts
In sum, unincentivized education systems, across various countries, are in-
creasingly failing both students and society. It’s time for genuine reform and 
alignment of interests. In all cases, a set of rent-extracting universities – de-
spite most of them being technically incorporated as nonprofits – have been 
allowed to maximize their profits while acting as if students’ time was a free 
resource. The state has abdicated its supervisory and long-term strategic plan-
ning roles. It pretends education is not underfunded, allowing rent extractors 
to boost their profit, disregard the value of students’ time and dispense with 
teaching useful skills. Policymakers know full well this is inhibiting economic 
development, imposing human costs and financial losses (Palacios).

The bottom line is that higher education and universities’ interests are 
misaligned with those of society and the students. While universities should 
still be free to educate minds without a slavish devotion to job metrics, 

FIGURE 2.28 – DElINQUENcY bY lOAN TYPE

(federAl reserve bAnk of new york/wAll street journAl, 2017)

https://object.cato.org/sites/cato.org/files/pubs/pdf/pa462.pdf
https://twitter.com/joshzumbrun/status/832618317445607424
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there are ways to incentivize education providers so that they will invest 
more in providing students with long-term marketable skills.

In a knowledge-based economy, human capital is the single most im-
portant resource. Skills are in high demand but in short supply, translating 
into increasing income inequalities and lost growth potential. This short-
age is due to an obsolete financing of the education system that misaligns 
interests and prevents reform.

huMAn And soCIAl ConsequenCes
Failure to address these realities is creating increasingly costly and danger-
ous economic, social and political dislocation.

It is also making young people miserable. In the U.K., the number 
of students receiving psychological counselling increased by 28% after 
university tuition increased. In the U.S., about 70% of students borrow 
to finance their study (Guardian). According to one recent survey, two-
thirds of students borrowing for university reported physical symptoms 
of anxiety due to stress over their debt, with nearly as many reporting 
sleepless nights. These problems do no disappear at the campus gates: 
Eighty percent of working professionals with student debt report it is 
a significant or very significant source of stress (Insler).

But the system is not designed to make students consider such prob-
lems when choosing their academic paths. Only 30% of U.K. students 
say they knew, when choosing their program, what the job placement 
rate was for that program or had an idea of average wages or possible job 
openings in areas related to their studies (McKinsey). In the U.S., 34% of 
students reported they had minimal or no understanding of tuition costs. 
The lack of information on 
outcomes, a disregard for voca-
tional training, and misaligned 
financial incentives all contrib-
ute to the increasingly high stu-
dent loan default rate (NAR). 
Unsurprisingly, students who 
attended for-profit college are 
experiencing the highest default 
rate, four times as high as com-
munity college (Fain).

It would be one thing if ed-
ucation reliably led to higher 
wages, which would then result 

I have the pleasure and privilege to 
teach an advanced class in finance at 
a respected European university, from 
which I graduated too many years ago. 
Students sometimes come to me at the 
end of this sought-after program, seek-
ing advice about their job options. It 
turns out that the wage they are being 
offered is the same as what my class-
mates and I were being offered decades 
earlier. The only difference is at the time 
we could conceive buying a small flat on 
its basis. Today’s grads are principally 
looking to pay back their student debt.

https://www.theguardian.com/education/2016/mar/13/tuition-fees-have-led-to-surge-in-students-seeking-counselling
https://studentloanhero.com/featured/psychological-effects-of-debt-survey-results
https://www.mckinsey.com/industries/social-sector/our-insights/how-to-improve-student-educational-outcomes-new-insights-from-data-analytics
https://www.nar.realtor/research-and-statistics/research-reports/student-loan-debt-and-housing-report
https://www.insidehighered.com/news/2018/06/22/big-racial-and-sectoral-gaps-student-loan-default-rates-mostly-persist-even-after


in a greater capacity to repay these larger loans. Unfortunately, this is not 
the case. Only a fraction of students achieve wage gains that clearly justify 
the cost of their educations, usually those graduating with STEM degrees 
from top universities. For the rest, default rates of up to 30% among some 
U.S. education programs have been reported. This has led to the financial 
crowding-out of millennials, who are unable to buy exorbitantly priced real 
estate while constrained by levels of debt their parents and grandparents 
never had to contend with. This has resulted in what is known as the “Great 
Delay,” with more than a third of millennials, over 20 million Americans, 
still living with their parents. They are forced to delay moving out, delay 
forming a family of their own, delay life (Kreighbaum).

The poet Langston Hughes once asked, “What happens to a dream 
deferred?” The end of the poem suggests an answer: it explodes. Our ter-
tiary education system is deferring and sabotaging the aspirations of tens 
of millions, and the system looks poised to explode.

In the meantime, students pretend to pay, universities pretend to teach, 
and in the end the government will have to foot the bill while all miss an 
opportunity and suffer.

FIGURE 2.29 – ImmIGRATION ImPAcT ON WAGE PER NATIVE EDUcATION, U.S.

(brookings)

https://www.insidehighered.com/news/2017/10/05/new-federal-data-student-borrowing-repayment-and-default
https://www.brookings.edu/blog/jobs/2012/05/04/what-immigration-means-for-u-s-employment-and-wages/
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IMMIgrAtIon
The time has already come when each country needs a considered 
national policy about what size of population, whether larger or 
smaller than at present or the same, is most expedient. And having 
settled this policy, we must take steps to carry it into operation. 
The time may arrive a little later when the community as a whole 
must pay attention to the innate quality as well as to the mere 
numbers of its future members. (Keynes, The end of laissez-faire)

Certainly there were found among his listeners some, who in 
the last few years were driven out of the land in which they 
had worked and lived; and many, who wish to emigrate from an 
overpopulated Middle Europe and cannot, because the workers 
of more thinly settled lands defend themselves against the 
addition of competitors. (Mises)

IMMIGRATION OF HIGH-SKILL IS POSITIVE AND SHOULD BE 
ENCOURAGED . UNFORTUNATELY, MOST IMMIGRATION IS LOW 
SKILL AND HAS HIGH COSTS . WINNERS ARE LOCAL ‘HIGH-SKILLS’ 
AND LOSERS LOCAL ‘LOW-SKILLS’ . LOSERS FACE LOWER BENEFITS, 
COMPETITION FOR PUBLIC RESOURCES, AND WAGE COMPETITION

IMMIgrAtIon Costs And benefIts
Economic theory postulates that there are limited resources and unlimited 
needs. It thus seems logical, at first glance, that immigration should be of 
benefit to the hosting country, as it implies added human resources, and 
thus a higher production level.

There are however a number of false assumptions and fallacies within 
this deceptively simple argument. First, of course, it is not clear if the goal 
of a society should be to have the highest level of production. The inflow 
of immigrants can have other consequences, both positive and negative, 
beyond its economic impact. Second, even if production or wealth should 
be optimized, should it be per person in a given country or the total aggre-
gate number? Letting in poor immigrants might well increase a country’s 
total population and production capacity while also decreasing the level 
of wealth generated per person. Lastly, immigrants will have needs – in-
cluding drawing on public benefits and infrastructure – and those should 
be accounted for.

http://www.panarchy.org/keynes/laissezfaire.1926.html
https://mises.org/library/mises-keynes-1927
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Indeed, it is not clear that an immigrant would necessarily create a net 
benefit, even if he is working. Especially in countries with advanced social 
security, immigrants are given a number of economic advantages just by 
the simple fact of their presence. First, they are given access to a number 
of public goods, such as transport facilities, utilities, and infrastructure. 
Second, they are given access to publics services, which can include health 
care and education at no cost. Lastly, they often receive direct financial 
support, such as subsidized housing, unemployment benefits or child 
benefits. (National Academies Press)

Maurice Allais, a French Nobel laureate, estimated that the collective in-
frastructure investment necessary (the building of roads, transport, hospitals 
to keep at par with the increased population) for an immigrant to be roughly 
equivalent to his first five years of income if he is alone, and twenty years if he 
has a wife and three children. The costs of these public goods will obviously 
depend on the host country. For instance, if a host country has a declining 
population, the collective infrastructure investment could be somewhat low-
er, even if it would still need to be constantly maintained and modernized, 
for it may have some spare capacity. Similarly, in a country with little or no 
infrastructure, public service, and financial support, the cost of immigration 
will necessarily be smaller – and its potential positive impact higher. (Allais)

Sweden’s Fiscal Council estimated that for the first seven years, the cost 
of public spending per refugee starts at about 15,000 euros and declines 
to about 4,000 euros by the seventh, with a cumulative cost of roughly 
60,000 euros over that period (assuming the assimilation is successful and 
the new immigrants gradually integrate and contribute over the years). That 

FIGURE 3.1 – AVERAGE cOST PER REFUGEE OVER TImE, SWEDEN

(oecd, 2017)

https://www.nap.edu/catalog/23550/the-economic-and-fiscal-consequences-of-immigration
https://books.google.com.sg/books/about/La_mondialisation.html?id=g4aFAAAAIAAJ&redir_esc=y
https://www.oecd.org/els/mig/migration-policy-debates-13.pdf
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estimate excludes any of the public investment or infrastructure spending 
(use of public goods). On this basis, the cost of an immigrant family with 
three children over seven years in public services and benefits would be 
about 300,000 euros. It is estimated than in the last few years, Sweden has 
taken in over 600,000 migrants.29 Similarly, in a less generous social wel-
fare set-up, the Australian government estimates that the net fiscal impact 
of a refugee is over 12,000 Australian dollars in the first year, declining to 
a few hundred dollars by the 10th year (OECD).

Whatever the true costs incurred by the collectivity in absorbing a mi-
grant wave, from having to invest in new infrastructure, expanding services, 
or providing financial support, it is clear that should an advanced host 
country want to maintain a uniform access to public services, the sums 
involved will be significant and far exceed the economic contribution that 
can, for many years, be expected of the new residents. The corollary is of 
course a tremendous economic gain for migrants from low income coun-
tries, easily exceeding a lifetime’s income in their native country.

Consider for instance that the annual GDP-per-inhabitant in Syria is 
slightly below 2,000 euros. Migration thus acts as a strong rational attractor 
for migrants from lower income countries, one that is only compounded 
by the “push” factors of political turmoil and armed conflict. The bottom 
line is that for lower-skilled immigrants with large families, the costs in-
curred by the collectivity will be far higher than the tax that can be col-
lected directly and indirectly from their additional economic activity over 
many years. It is a large subsidy to the migrant, especially in light of their 
lifetime economic prospects in their home countries.

wInners And losers
What is less obvious is who are the winners and losers of these immigration 
movements within the host country. Immigration supporters are generally 
found among the higher income and higher-skilled, as well as companies 
or entrepreneurs from labor-intensive industries that rely on low skilled 
labor. Both, beyond any moral motivation they might also have, definitely 
have an economic incentive to favor mass, low skill immigration. Both 
benefit from an increased supply in low skill labor.

When low skilled immigrants flood a labor market, it makes high-skilled 
workers rarer as a share of the total workforce, increasing the ratio of low 
skill to high skill workers. This benefits high-skilled workers by improving 

29  A back of the envelope calculation, given a GDP of roughly half a trillion dollars, gives 
for Sweden total expenses linked to the latest immigration wave at around 10% of annual 
GDP, or, over 7 years, over 1% GDP per year.

https://www.oecd.org/els/mig/migration-policy-debates-13.pdf
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their relative position in the marketplace, increasing their bargaining posi-
tion and raising their incomes. In Germany for instance, polls reveal that 
the highest income quintile is about 30% more in favor of immigration 
than the lowest income quintile. An even better predictor of one’s attitude 
towards immigration is education. The highly educated systematically favor 
more low skill immigration, which naturally improves the relative rarity 
of their sought-after qualifications. In the U.S., people with postgraduate 
degrees are 40% less likely than those who hold a high school degree or 
less to favor a decrease in immigration.

Similarly, labor intensive industries, such as agriculture, where harvesting 
becomes significantly cheaper with the availability of a cheap, low skilled 
labor force, support immigration. New supplies of cheap labor allow busi-
ness owners to postpone costly investments in mechanization, pay lower 
wages, and continue activity that may otherwise have to be discontinued as 

FIGURE 3.2 – SUPPORT FOR hIGh-SkIllED ImmIGRATION

(pew, 2019)

http://www.pewglobal.org/2019/01/22/majority-of-u-s-public-supports-high-skilled-immigration/
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non-competitive. The extra workers act not only as a source of new supply, 
but as a control on the prevailing wage, thwarting demands from native 
workers for wage increases. This of course disproportionately affects the 
less skilled workers of the Western world.

A Brookings review of studies on the effect of immigration on wages in 
the U.S. found that there is no material change overall due to immigration. 
However, there are also signs that displacement of lower-skill Americans due 
to competition from immigrant labor is taking place, which impacts their 
earning power. One study puts the effect of immigration at close to a 5% 
decrease in wages for Americans with no high school diploma, although 
other studies claim the effect is much lower (Brookings) (CIS).

The population that loses out the most, and is thus most hostile to im-
migration, is the working class, with whom migrants compete. Migrants 
accounted for 47 percent and 70 percent of workforce growth in the U.S. 
and Europe, respectively, over the last 10 years. But, in Europe, only 14 per-
cent of the increase in the high-skilled workforce came from immigration. 
That is, while the high-skilled have benefited, the low- and medium-skilled 
population has had its earnings ability capped, or even lowered, because 
of greater external and internal competition (Elias Naumann) (OECD).

The locally established low skill population rightly recognizes the new en-
trants as competitors. Their economic prospects will be negatively affected on 

FIGURE 3.3 – ATTITUDE TOWARDS ImmIGRATION bY EDUcATION lEVEl

(gAllup, 2015)

https://www.brookings.edu/blog/jobs/2012/05/04/what-immigration-means-for-u-s-employment-and-wages/
https://cis.org/Immigrants-Replace-LowSkill-Natives-Workforce
http://paperroom.ipsa.org/papers/paper_55058.pdf
https://www.oecd.org/migration/OECD%20Migration%20Policy%20Debates%20Numero%202.pdf
http://publications.iom.int/system/files/how_the_world_gallup.pdf
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the one hand, while on the oth-
er, resources dispensed through 
the state from which they bene-
fit will have to be shared among 
more people. Indeed, a majority 
of those opposed to immigration 
are in fact in favor of high skill 
immigration. This makes sense as 
the new high skill immigrants are 
expected to be net contributors 
and thus not an economic drag or 
competitor for the lower skill na-
tive population (Gallup) (PEW).

Another exception to work-
ing-class opposition is if the new 
migrant wave has a high cultur-
al affinity with some prevailing 
segment of working-class inhab-
itants, especially if it is distinct 
from the rest of the population. 
In that case, the increase in the 
numbers of people with that par-
ticular affinity make it rational 

to support migration if it will improve the collective bargaining position 
of the combined pool of migrants and likeminded working inhabitants. 
Their ability to claim particular political rights or representation will be 
increased, translating into political handouts. They can then hope to col-
lectively obtain specific public goods, services or benefits they may not have 
had otherwise. In the U.S., for example, Hispanic workers are more likely 
to support immigration than their white counterparts.

whICh IMMIgrAtIon
An honest debate about immigration should start with objective measure-
ment. Beyond the cost, one has to recognize the importance of a country’s 
human resources. When one bright doctor leaves the country and an un-
qualified agricultural worker enters, we are today told that the population is 
stable. In fact, the human capital of the country, in this example, has been 
severely diminished, for it takes years of training a gifted individual to produce 
a doctor. Just as we keep track of trade balances, we need to begin tracking 
human capital balance, for in the long term it is at least as important.

I remember watching a game show on 
British television around 2010 where 
candidates from various backgrounds 
were asked their opinions on immigra-
tion. Among the five or six candidates 
vying to attract attention, only one 
dared to say that there needed to be 
a stop. It was a young British woman 
of Somali origin. She said the misery 
in Africa was too great for England to 
absorb, and that it just did not have 
the means. She said she feared that if it 
was not stopped it would deprive her 
and her community in East London 
of being taken care of until they could 
reach a certain level of self-sufficiency, 
properly integrate, and fully contrib-
ute. It simply was not possible she said. 
Another contestant, an elderly British 
gentleman who had previously stated 
we should be more open and generous, 
paused. He was surprised, he said, for 
he had never thought about it this way.

http://publications.iom.int/system/files/how_the_world_gallup.pdf
http://www.pewglobal.org/2019/01/22/majority-of-u-s-public-supports-high-skilled-immigration/


101

On this basis, one obvious answer to immigration, as already implement-
ed more or less openly by a number of countries, is to make human capital 
a factor in who gets in. Countries like Canada, the U.S. or Singapore have 
put explicit models in place, more or less efficient in measuring this effect, 
to promote the import of talent. This is not an easy task, for a bright stu-
dent may not have any degree or fortune but a high talent potential. Thus, 
high-skill import requires a dynamic view of a human being’s capability 
over time. The corollary is of course that low skill immigration must be 
somehow deterred, for what is the purpose of promoting talent import if 
it is swamped by a larger untalented pool?

Immigration deterrence is a difficult subject from a human point of view, 
for there are only two alternatives, both of which pose ethical issues. The first, 
of course, is forced deportation and the reinforcement of control, including the 
potential erection of physical barriers in some cases. For all his political postur-
ing, Donald Trump may well be onto something with his stubborn insistence 
on building “The Wall,” as difficult as this may be for U.S. elites to admit. The 
second is to treat people differently according to their immigration status.

This is of course always the case to some extent, but Western democracies 
have a fundamental tendency to equalize rights over time. For instance, 
free health care is often provided to illegal immigrants, as is free education 
to undocumented children. While this is consistent with Western values, 
it does not come free, and it provides a strong incentive for migrants to 
come – in practice, to come illegally – as these services are costly and sim-
ply not available in their native countries. There are countries – such as 
Italy, where some of these services are denied to illegal migrants, and this 
unsurprisingly acts as a strong deterrent.

Ultimately, what this means is that the concept of universal social secu-
rity, of universal education, and free public services is incompatible with 
open borders and free migration, for the attraction effect is just too material 
and will inexorably lead to massive waves of low skilled migrants. Here we 
see a similar trend to that observed in recent decades in trade, where the 
cost of transport has fallen so much that it has significantly expanded the 
volume of economically viable cross-border commerce. The availability of 
information in poor countries on the situation in potential host countries 
and the benefits they can expect to receive once safely inside them, along 
with the increased ease of travelling, have made migration easier and more 
common. These waves will de facto make the level of public services cur-
rently provided for all unaffordable and a thing of the past.

Setting aside any Western countries possible responsibility in creating 
emigration through unwise intervention and meddling or any consideration 



for a ‘war of civilization’, a rational debate can no longer be avoided. 
Western societies have to make a painful moral choice. They can continue 
to provide an internal safety net for all inhabitants by rejecting low skill 
migrants and enforcing deportation. Or they can accept there will be two 
classes of citizens that will be treated very differently and fundamentally 
renounce the universality of social protection and basic public services. This 
is a choice that states should have made clear to their electorates long ago 
but have preferred to ignore as elites have racked up the short-term gains 
of an unsustainable status quo. Ignorance cannot remain bliss forever, and 
the choice is only becoming harder the longer it is deferred.
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globAl trAde
Globalization and trade liberalization were supposed to make us 
all better off through the mechanism of trickle-down economics. 
What we seemed to be seeing instead was trickle-up economics, 
accompanied by a destruction of democratic politics, as we 
moved ever closer to a system of ‘one dollar, one vote’ as 
opposed to ‘one person, one vote’. (Stiglitz)

Globalization presumes sustained economic growth. Otherwise, 
the process loses its economic benefits and political support. 
(Samuelson)

TRADE INCREASE HAS MORE TO DO WITH POLICY CHOICE THAN 
TRANSPORTATION OR TECHNOLOGY CHANGE . WINNERS HAVE 
BEEN LOW COST PRODUCERS AND WESTERN ‘ELITES’; LOSERS HAVE 
BEEN LOW SKILL WESTERN WORKERS

the rIse of globAl trAde
From 1950 to 2004, world trade has grown by close to 6% per annum. 
Trade tripled compared to output. In the U.S., this resulted in the sum of 
imports and exports growing from 6% of GDP in 1960 to about 20% at 
the start of the millennium.

Two factors have been suggested to explain such a rapid and dramatic 
economic development. First, the cost of transporting goods, let alone ser-
vices, has dramatically fallen. This was the result of new technologies, such 
as the development of jet engines and the containerization of shipping, as 
well as massive infrastructure investment.

The second is the decline of tariffs. With multiple rounds of interna-
tional negotiation and the creation of institutions like the WTO, tariffs 
have steadily fallen in the Western world. During the second half of the 
20th century, the average U.S. import tariff fell by three-quarters, while 
worldwide average tariff were more than halved30.

The drop in tariffs – a deliberate policy consciously pursued by govern-
ments – has been a more important factor than the decline of transportation 

30  From 1950 to 2000, the average U.S. import tariff fell from 6% to 1.5%. Worldwide 
average tariff were decreased from 8.6% to 3.2% between 1960 and 1995. (Hummels)

https://www8.gsb.columbia.edu/faculty/jstiglitz/sites/jstiglitz/files/2005_Overselling_Globalization.pdf
https://www.brainyquote.com/quotes/paul_samuelson_130455
ftp://poloeco.unica.it/pinnam/economia%20internazionale/Hummels07.pdf
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costs, a largely technological phenomenon that has occurred outside of 
governments’ direct control. In 1958, transport expenditures were half 
the amount of tariffs paid for a typical good. By 2004, the median indi-
vidual shipment to the U.S. paid 9 times as much for transportation as it 
incurred in tariffs.

Thus, the surge in trade, while structurally enhanced by constantly im-
proving transport means, has predominantly been the result of a deliberate 

FIGURE 3.4 – TRADE cOST INDIcES OVER TImE 1870-1913

FIGURE 3.5 – TRADE cOST INDIcES 1950-2000

(cepr)

(cepr)

https://voxeu.org/article/globalisation-and-trade-costs-1870-present
https://voxeu.org/article/globalisation-and-trade-costs-1870-present
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policy choice of lowering tariff – and non-tariff – barriers. In other words, 
globalization, as far as trade is concerned, has largely been a policy choice 
rather than a technology-induced transformation.

This puts the current wave of globalization apart from historical prec-
edents. If one compares the latest round of globalization (1950-2000) 
to the previous wave (1870-1913), the reasons for it are quite different. 
Both waves saw trade volume increase markedly31, but in the first round, 
reduced trading costs are calculated to have accounted for at least 50% of 
the trade growth. In the second wave, technological gains account for less 
than a third of the increased trade volume.

trAde ConsequenCes
Trade is positive on a consolidated basis, encouraging specialization and 
concentration in the most competitive places. But as economic activity 
becomes displaced across regions and countries, it inevitably creates win-
ners and losers.

Losing areas are forced into lower-value activity or even have their econ-
omies “hollowed out” altogether.

When trade deficits are sustained over long periods, the impact on lo-
cal labor markets and on wealth inequality can be similarly devastating. 
Observing the impact of trade liberalization between China and the U.S., 
an NBER research paper concluded: “Alongside the heralded consumer 
benefits of expanded trade are substantial adjustment costs and distribution-
al consequences. These impacts are most visible in the local labor markets 
in which the industries exposed to foreign competition are concentrated. 
Adjustment in local labor markets is remarkably slow, with wages and la-
bor-force participation rates remaining depressed, and unemployment rates 
remaining elevated, for at least a full decade after the China trade shock 
commences. Exposed workers experience greater job churn and reduced 
lifetime income.” The authors found strong correlations across U.S. regions 
between increased exposure to Chinese imports and lower employment, 
labor participation, and wages. They estimated that a sustained increase 
of $1,000 in imports per worker resulted in a $500 reduction in effective 
annual wages per working age adult and an increase in government benefit 
spending of over $50 (NBER).

The U.S. and China may be better off in aggregate, but some U.S. re-
gions have been pauperized and lower skilled workers particularly affected. 
European industry may be better off on account of the Euro, but Germany 

31  By 400% and 471% respectively (CEPR).

https://www.nber.org/papers/w21906
https://voxeu.org/article/globalisation-and-trade-costs-1870-present
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is much better off and Italy somewhat worse off, particularly Italy’s least 
productive workers.

This generates popular resentment, resulting in politicians opposing the 
free trade status quo in order to get elected. Assuming the newly elected 
leaders do not forget their election promises, a trade war can then ensue, 
for the “losing” region may feel, rationally, that it will be better off with 
less trade, and start erecting barriers.

The political outcome is exacerbated if the gains derived from the open-
ing of markets are only shared with the weaker “opening” country’s elite. 
They will be deemed not only to have failed but to be corrupt and incom-
petent, capitalizing on their fellow citizens’ suffering. The Milanese elite 
may do well out of Italy’s new specialized trade with Germany, but the 
young workers receiving minimal wage from squeezed supply chains, and 
the southern Italians remaining unemployed, will beg to differ and vote 
accordingly32.

This popular discontent is now reaching a new stage, as illustrated in 
Italy, by achieving the feat of unifying seemingly irreconcilable right and 
left political movements. Both the populist left and populist right repre-
sent the interests of the losers of European free trade, an alienated class 
now willing to embrace “protectionist” solutions and openly contemplate 
the end of the Euro.

The risk is that a trade war spirals out of control, with escalating tit-for-
tat tariffs, and all parties end up losing.

CoMproMIse or lose It
Protectionist measures, while they decrease the global collective optimum, 
at least temporarily restore local or national fortunes. They will increase 
economic production, support lower-skilled workers’ wages, and increase 
inflation. In doing so, they fulfill the mandate given to the populist par-
ties by their voters. But they are far from a panacea. It is easy to see where 
a trade war starts, but not where it ends, and it could easily slip into a vi-
cious economic downturn. Yet this is where we are inexorably heading if 
the discontent continues to be ignored. (Intereconomics)

It is time for globalization’s winners to compromise and attempt to dif-
fuse this political timebomb by agreeing to share part of the gains they’ve 
made from unfettered free trade. This can be done in many ways, from 

32  In 2016 an Italian worker was getting 27,400 euro a year, the lowest of 15 Western 
European nations reviewed (Willis Towers Watson). In 2018, unemployment rate in 
Southern Italy remained above the 2008 financial crisis level, at 19.2% versus 7.1 %for 
the North West and 5.7% for the North East regions (Prometeia).

https://archive.intereconomics.eu/year/2018/1/who-benefits-from-trade-wars/
https://www.thelocal.it/20160217/young-italian-workers-are-among-the-worst-paid-in-europe
https://www.prometeia.it/prometeiamio/int/ourthinking/south-italy-unemployment-above-2008-levels?UT=MIO-nostraVisione-articolo


a specific sales tax on monopolized products from “globalized centers,” 
temporary tariffs distinctly earmarked for the recycling of some of the 
trade profits to reinvigorate and redevelop hollowed out regions, and fiscal 
transfers earmarked for investment and education within a currency union. 
Sharing is hard to do, and politically difficult to accept. Yet if this is not 
done, the next economic downturn – and it is approaching – will unleash 
a wave of political dissent that will put an abrupt stop to globalization as 
we have come to know it.
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regIonAl eConoMIC IntegrAtIon 
And MonetAry unIon

The euro is a vital issue for Germany. There is no other country 
that derives as much benefit from the common domestic market 
and the monetary union as Germany. (Steinbruck)

It is obvious that the monetary union among 17 very different 
European countries does not work. As an economist, I know that 
the Eurozone is not an optimum currency area, as defined in 
economic theory. (Klaus)

This is an act of economic takeover. The euro has become a 
means by which superior German productivity is able to gain 
an absolutely unbeatable advantage over the whole eurozone 
territory. (Johnson B.)

Why do entrepreneurs appear, not continuously, that is singly in 
every appropriately chosen interval, but in clusters? Exclusively 
because the appearance of one or a few entrepreneurs facilitates 
the appearance of others, and these the appearance of more, in 
ever-increasing numbers. (Schumpeter)

ECONOMIC INTEGRATION CREATES GAIN THORUGH ECONOMIES 
OF SCALE AND SCOPE . THESE COME FROM THE ECONOMIC 
DESERTIFICATION OF SOME AREAS . THIS IS COMPENSATED 
EITHER BY MIGRATION OR FINANCIAL TRANSFERS . THE EURO 
HAS LITTLE OF BOTH, LEADING TO STRONG IMBALANCES AND 
ECONOMIC DISPARITY . AS LOCAL OPPOSITION GROWS, THIS 
BECOMES POLITICALLY UNSUSTAINABLE. SOMETHING HAS TO GIVE.

Political and economic conditions are not uniform across the West. For 
all the problems facing the U.S., in many critical respects the situation is 
direr – the slow-moving crisis of political economy more advanced – in 
Europe. In large part, this is because of the Euro, how it was (half ) con-
structed, and the ways in which it has awkwardly redistributed political 
and economic power across the continent over the last 20 years.

That redistribution has created winners – especially Germany – and 
losers, especially the countries of the E.U.’s southern periphery. But the 
cock-up of a half-baked monetary union has been so bad that it has achieved 
something truly spectacular: Not only are populist, Eurosceptic forces 

http://www.spiegel.de/international/germany/former-german-finance-minister-peer-steinbrueck-the-global-economy-still-has-deep-seated-structural-problems-a-717248-3.html
https://books.google.com.sg/books?id=KcdLAQAAQBAJ&printsec=frontcover&dq=vaclav+klaus+on+the+eurozone+speech&hl=en&sa=X&ved=0ahUKEwj7t5T_3aHgAhXMfSsKHR6ZCTUQ6AEIKDAA#v=onepage&q=vaclav%20klaus%20on%20the%20eurozone%20speech&f=false
https://www.telegraph.co.uk/news/2016/05/14/boris-johnson-interview-we-can-be-the-heroes-of-europe-by-voting/
https://books.google.com.sg/books?id=GB8xDwAAQBAJ&pg=PT322&lpg=PT322&dq=%E2%80%9CWhy+do+entrepreneurs+appear,+not+continuously,+that+is+singly+in+every+appropriately+chosen+interval,+but+in+clusters?+Exclusively+because+the+appearance+of+one+or+a+few+entr
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ascendant in the countries that lost out from monetary union, they are 
also increasingly ascendant in the countries that have benefited the most 
from the Euro.

IntegrAtIng regIons. 
the proCess, the wInners And losers
Though it has taken two decades since the introduction of a common cur-
rency for the flaws in the E.U.’s current design to be fully exposed, much 
of the problem could have been – and in some cases was – predicted with 
the help of relatively basic macroeconomic ideas.

An economically integrated region can be a single nation, a federal state, 
or a group of nations with trade arrangements ranging from a free trade area 
up to a currency union. While the legal format may vary, what is relevant 
is that the economy of distinct areas is integrated: There must be freedom 
of movement for goods, services, capital, and people. This requires barriers 
to these movements to be largely removed. That includes both tariff and 
non-tariff barriers, including, potentially, competitive currency devaluation33. 
In such a context, regional policy must be used to aid the development of 
the less successful regions, the losers of the economically integrated union.

Classical economic theory explains how these lowered impediments to 
economic movements enable the market to find more efficient resource 
allocations and to collectively generate higher levels of wealth. In a virtuous 
competitive cycle, the inefficient producers disappear, enabling the most 
efficient to grow, attracting capital and human resources, reaping econo-
mies of scale and achieving further competitive advantage in the process. 
A local economic ecosystem progressively develops around the new in-
dustry leader, and a regional cluster with a dedicated ecosystem emerges. 
Whole industries and their associated chain of economic activities become 
geographically concentrated, enabling superior value creation, sometimes 
culminating in monopolies.

33  Devaluation allows the least productive states to cheapen exports and make imports 
more expensive. In doing so they correct the productivity imbalance that has accumulat-
ed and allow for the productive capacity (labor, factories) to have an increased use (more 
production, less unemployment). The cost of the devaluation is paid by all consumers that 
will be able to afford less foreign goods. This is the opposite of a fixed rate in a. Monetary 
Union, where devaluation cannot take place. There the productivity differential accumu-
lated results in higher unemployment and factories closure. The price is no longer paid by 
consumers, who can import foreign goods cheaply, but by the least productive that lose 
their current employment or are forced to accept lower remuneration. The natural social 
repartition of the pain is thus fundamentally different between the two systems, although 
this can be alleviated by specific policies.
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This implies that the less efficient regions are left to either specialize in 
lower value activities, or, worse, are “hollowed out.” This entails that whole 
territories will lose their established industries and fail to establish new 
ones. They will lose their best people, who will move elsewhere in search 
of better opportunities. They will fail to attract capital for new projects 
and fail to gather the resources to support infrastructure investment. In 
sum, they will lose all or part of their economic potential, leaving their 
inhabitants with the unhappy choice of either sticking around with poor 
employment prospects or moving elsewhere to find better prospects.

Consider the case of the information technology industry. Silicon Valley’s 
pre-eminence prevents a similar tech cluster from developing in, say, Alaska 
or Florida. Attracted by specialized knowledge and plentiful capital, the 
best Alaskan and Floridian software engineers inevitably flow to the Bay 
Area, compounding local success there. Florida is left specializing in tour-
ism and agriculture, and unemployment becomes endemic in Alaska. 
Ultimately, drastically different economic outcomes are observed, with 
a limited number of locations “grabbing” the highest value-adding activi-
ties. Other regions lose part of their original economic potential and must 
settle for lower value-adding activities.

regIonAl polICy’s role In IntegrAtIng regIons
This is not only economically optimal, but it is also politically acceptable 
on a national level, because it allows a country like the United States to 
make the most out of its resources by distributing them efficiently. In 
general, a few brilliant software engineers scattered across Alaska will not 
be able to create as much value as they could by joining the tech ecosys-
tem in California, which specializes in maximizing the output of brilliant 
software engineers. Because Americans share a sense of national identity 
and a long tradition of providing aid between regions, inter-regional re-
sentments have remained within a politically acceptable level, at least for 
the last century and a half.

That may not be the case everywhere and for all time. Specializing areas 
with high-value, industry-specific clusters brings many benefits, but nec-
essarily comes at the cost of other regions being left out. If the identity of 
these left-out regions is strong enough, and the inhabitants see themselves 
as victimized by the process wherein their specific region is losing out from 
regional specialization, this then becomes a political issue. Depending on 
the strength of the political opposition generated, the economic zone may 
become politically unsustainable if the losing regions no longer accept the 
outcome. This is why the economic zone, to preserve its very existence, 
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will need to find ways to alter the natural laissez-faire result. That will 
require the provision of assistance to the losing regions to preserve some 
of their economic potential (and even develop it if possible), as well as 
to support remaining residents. This is in essence the structural object of 
regional policy.

Regional policy will also have a place in preserving an economic zone in 
the case of an asymmetric shock.34 If some external economic conditions 
change suddenly and adversely impact one specific region, support will 
need to be provided on a temporary basis to this region while it restructures 
itself. The need for regional aid can be alleviated for asymmetric shocks if 
other mechanisms of pain-sharing are put in place between the different 
parts of the economic zone. In this case, regional policy plays more an 
inter-regional insurance role than a structural support role.

Regional integration comes at a cost. This cost should be compared with 
the alternative. If the economic zone was not open, traditional methods to 
achieve some of the same aims would be raising tariff or non-tariff barriers, 
including competitive currency devaluation. These would indeed make one 
region more competitive or preserve its industrial capacity or attractiveness.

to pAy or not to pAy for regIonAl polICy
Consider the case of the European Union, a region undergoing economic 
integration. It is no coincidence that regional policy spending in the EU 
went up with the creation of the Single Market. It is no coincidence that 
the failure to establish mechanisms of direct support for weaker states in 
the currency union has already led to a crisis. Nor is it a coincidence that 
the lack of a pain-transferring mechanism has led to gargantuan state spe-
cific crises. Or that populist parties have taken power in some of the Euro 
zone’s economically losing regions.

A good point of comparison is the United States which has several ad-
vantages when it comes to the sustainability of its economic integration.

The federal government directly and indirectly redistributes wealth between 
the wealthiest regions (typically up to 5% of the state GDP) to the poorest or 

34  “A harvest failure, strikes, or war, in one of the countries causes a loss of real income, 
but the use of a common currency (or foreign exchange reserves) allows the country to 
run down its currency holdings and cushion the impact of the loss, drawing on the re-
sources of the other country until the cost of the adjustment has been efficiently spread 
over the future. If, on the other hand, the two countries use separate monies with flexible 
exchange rates, the whole loss has to be borne alone; the common currency cannot serve 
as a shock absorber for the nation as a whole except insofar as the dumping of incon-
vertible currencies on foreign markets attracts a speculative capital inflow in favor of the 
depreciating currency.” (Mundell)

https://books.google.com.sg/books?id=6-p5Zad8UoEC&pg=PA46&lpg=PA46&dq=Mundell+1973+%E2%80%9CA+harvest+failure,+strikes,+or+war,+in+one+of+the+countries+causes+a+loss+of+real+income,+but+the+use+of+a+common+currency+(or+foreign+exchange+reserves)+allows+th
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most cyclically affected states (typically up to 10% of the state GDP). This is 
done via a variety of means, from lower tax intake from the poorest regions, 
to federal government spending on infrastructure or military activity, among 
others. Further, the U.S. has a number of private market pain and risk transfer 
mechanisms in place, such as a common stock market to a common credit 
market. Critically, the mobility of people across U.S. states is high, a natural 
economic mechanism that mitigates concentrated unemployment.

These are elements that make the cost of regional policy and political 
sustainability lower in the States. Despite that, it has a significantly larger 

FIGURE 3.6 – INTERNAl mIGRATION RATE, E.U., U.S.

FIGURE 3.7 – UNEVEN UNEmPlOYmENT ShARING IN EUROzONE

(intereconoMics)

(oecd)

https://archive.intereconomics.eu/year/2013/5/the-optimum-currency-area-theory-and-the-emu/
http://www.finfacts.ie/irishfinancenews/article_1026292.shtml
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regional support (state assistance) budget than the EU does, particularly in 
times of crisis. This is possible for the U.S. because it is not only an integrat-
ed economic area but also, and more importantly, a cohesive political entity 
where, while regional identities do exist, they are trumped by a sense of 
common belonging. It is thus normal and accepted that ad hoc transfers in 
time of crisis, and prolonged multi-decade support of hollowed out regions 
will take place. This is not the case in Europe. The continent should need 
a larger regional support budget than the U.S., for migration is lower and 
mechanisms for transferring financial pain are less robust. Yet its regional 
policy and transfer budgets are minimal, and the subject of acrimonious 
debate. This is understandable. While some common European identity 
exists, its people simply do not look at themselves as primarily belonging 
to the same European unit, sufficiently sharing the same sense of destiny 
so as to pay for each other’s wellbeing. (Intereconomics)

hollowIng out In An IMperfeCt 
CoMMon CurrenCy unIon: An exAMple
Until exchange rate parities were fixed, the European Single Market allowed for 
free movement of people, goods, services, and capital, while also retaining an 
adjustment mechanism. If and when a country was becoming uncompetitive 
compared to the others, and began accumulating balance of payment deficits, 
it would simply devalue its currency. These moves would be a series of “one-
off” affairs, if a country was systematically growing its productivity below the 
rates of its neighbors, as in Italy, or a true one off, like when Belgium was faced 
with a systemic shock due to the collapse of its ironworks industry.

These competitive devaluations largely worked, although some side effects 
included higher long-term nominal interest rates for the countries that used 
them on a repeated basis. It was a safety mechanism in an otherwise inte-
grated market, but admittedly one that prevented the Single Market from 
becoming a fully integrated economic zone, as European industry clusters 
would not be fully concentrated or reflect long term competitive trends.

From a European standpoint, this status quo was thought to be subop-
timal, and it was assumed that the gains from creating a common currency 
would far exceed the costs. To be fair, the introduction of the Euro initially 
did generate material gains for all member countries. As clusters started to 
specialize, largely in Germany, peripheral countries that had gotten used to 
the use and abuse of devaluations by their national central banks benefited 
from massive interest rate reductions, which provided a financial opportu-
nity for their companies to invest and retool, and for national governments 
to reduce interest payments on large public debt.

https://archive.intereconomics.eu/year/2013/5/the-optimum-currency-area-theory-and-the-emu/
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Unfortunately, investments were not geared towards increasing future 
productivity, and the pain from the increasing specialization of industry was 
quickly felt in the regions that were being hollowed out. Speculative real 
estate booms and rising property prices did ensue, but far from improving 
productivity, they further eroded long term competitiveness in a peculiar 
form of “Dutch disease.”35 The savings from falling interest rates was largely 
spent on vote-buying exercises through social security spending. This of 

35  Dutch disease is a situation where the price of services (more generally, goods that are 
not traded internationally) increases relative to the price of industrial products (goods 
traded internationally), leading to a higher return on capital in (domestic) services than 
in industry (and industry-related services) and resulting in a transfer of capital to services, 
deindustrialization, declining sophistication of the economy, and external deficits. (Arthus)

FIGURE 3.8 – lAbOR PRODUcTIVITY PER hOUR, E.U.

(intereconoMics)

FIGURE 3.9 – lAbOR cOST INDEx, E.U.

(intereconoMics)

https://baobab.uc3m.es/monet/monnet/spip.php?article756
https://archive.intereconomics.eu/year/2013/5/the-optimum-currency-area-theory-and-the-emu/
https://archive.intereconomics.eu/year/2013/5/the-optimum-currency-area-theory-and-the-emu/
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course was unsustainable, for it perpetuated the very conditions of lower 
productivity growth compared to the most efficient regions in the Single 
Market, such as the Netherlands or Germany. (Alberto Martín)

Part of the reason why social spending immediately increased within 
the peripheral states is that the trade pain was quickly felt, impacting 
their economic activity, industry, and employment – triggering several 
forms of automatic social spending, like unemployment benefits. Yet the 
fiscal transfers between states in the Eurozone were severely limited. The 
budget of the E.U. represents about 1% of GDP, and only a fraction of 
this budget goes to regional aid. Further, it has to be split between all 
states, so that underperforming regions within the best performing states 
would also receive support, dampening the efficacy of transfers in easing 
inter-state inequalities.

But it has been difficult to increase transfers within the Eurozone, because 
there has been no political support among the “winners” to entertain mas-
sive and sustained aid for the ‘losers’ of European unification. Ultimately, 
that political reality, together with false national accounting, led to the 
Greek financial crisis, which required a substantial one-off bailout to avoid 
the precedent of a state leaving the Euro.

The Greek political and economic crisis was incredibly harsh, and the 
limited nature of intra-EU solidarity was on full display. But Greece was 
a small affair. The country represents a tiny percentage of the European 
economy. The real problem of the transfer of industrial activity becomes 
clearest when looking at the Italian economy, the third largest in Europe.

FIGURE 3.11 – REAl EFFEcTIVE ExchANGE RATE, EUROzONE

(iMf)

https://dornsife.usc.edu/assets/sites/1003/docs/Housing_Paper_T._Schmitz.pdf
https://www.imf.org/~/media/Files/Publications/WP/2018/wp1810.ashx
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The more integrated the market becomes, the more intense the phe-
nomenon. In a single market with a currency union, where currency 
movements can no longer help correct sustained trade deficits, negative 
outcomes will be even more abrupt and dramatic. Without the ability 
to adjust and protect marginally less competitive industries through 
occasional devaluation, whole segments of Italian industry withered 
away. Northern Italy’s production capacity was essentially limited to 
small and medium-sized enterprises serving as suppliers to German 
firms at the top of the value chain. What was left of Southern Italy’s 
economic prospects fell by the wayside altogether. On an aggregate level, 
Italian industrial production remains, twenty years later, about 15% 
below its level at the time of the Euro’s introduction, while Germany’s 
is 40% higher.

This is not to deny that the globalized market achieves an economic 
outcome that, in aggregate, is superior. However, the distribution of these 
gains among participants can lead to some being worse off than in a “pro-
tected” environment. Silicon Valley benefits from global dominance, but 
the regions that failed endure endemic reconversion issues. This becomes 
unsustainable in markets where regional identity supersedes any global 
sense of belonging. Over time pockets of discontent grow until majorities 
in losing regions dissent from the prevailing political and economic con-
sensus. This is exactly what happened in Italy, where the Lombard League 
and the 5 Star Movement gained a majority in the 2018 elections. This 
should not be viewed as an aberration or a mistake, but rather the logical 
consequence of inadequate intra-European support to compensate the 
losers of integration.

MItIgAtIng AsyMMetrIC loCAl CrIsIs IMpACt In 
A sIngle eConoMIC regIon
The ability of an integrated economic region to sustain itself is dependent 
on its ability to address long-term structural issues as well as asymmetric 
shocks. The latter requires government intervention on a large scale, but 
the task becomes much easier if the region is financially integrated. The 
problem for the Eurozone, as a recent European Central Bank (ECB) re-
port on financial integration makes clear, is that its regional “pain sharing” 
capacity is relatively low.

In the United States, just over a third of any asymmetric shock is ab-
sorbed by the specifically affected U.S. state; the rest of the “pain” is trans-
mitted and shared through federal fiscal policy (15 percent), credit markets 
(14 percent) and capital markets (36 percent). When a given state goes 

https://www.ecb.europa.eu/pub/pdf/other/ecb.ebart201803_03.en.pdf
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into recession, the federal government automatically becomes a net con-
tributor to the local economy via a combination of automatic stabilizers, 
including lower tax collection and increased expenditures. The financial 
sector absorbs and distributes the rest. Out-of-state creditors lose on their 
extended loans to the affected state’s bankrupted industries and consumers. 
Pension funds and insurance companies from the rest of the country lose 

FIGURE 3.12 – RISk ShARING TRANSmISSION IN EUROlAND

FIGURE 3.13 – RISk ShARING TRANSmISSION IN U.S.

(ecb)

(ecb)

https://www.ecb.europa.eu/pub/pdf/other/ecb.ebart201803_03.en.pdf
https://www.ecb.europa.eu/pub/pdf/other/ecb.ebart201803_03.en.pdf
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on their equity and bond holdings from the impacted state’s corporations. 
(Pierfederico Asdrubali)36

By contrast, the ECB measurement shows that over 80 percent of a eu-
rozone country’s shock would be retained domestically, with less than 20 
percent of the economic pain shared with the rest of the euro zone. Yet 
such sharing is critical to the political sustainability of a common curren-
cy because the fiscal straitjacket imposed by the E.U.’s debt and deficit 
limits, together with the national central banks’ inability to devalue cur-
rency, means economic crises cannot be easily mitigated or addressed by 
traditional macroeconomic policies37.

The ECB indicators not only reveal that the level of financial integra-
tion in the euro zone is the same as it was 15 years ago but also that the 
concentration of credit would worsen the local impact of a crisis, possi-
bly though a geographically localized banking crisis. Indeed, since the 
last financial crisis, European banking has “renationalized.” Cross-border 
mergers & acquisitions among financial institutions in the euro zone have 
been steadily declining and compare very unfavorably to the United States. 
Further, in Europe, the level of domestic government and corporate bonds 
held by financial institutions within the issuing country is now higher than 
at the euro’s inception. That means that much of government debt is held 
by same-nation banks, rather than dispersed throughout the euro zone; 
a crisis in, say Italy, would be most acutely felt by Italian banks and the 
Italian economy, and so forth38.

To compound the problem for the country impacted by the shock, high-
skilled young graduates can migrate in search of opportunity, leaving a high-
er proportion of benefits-supported, low skilled labor behind. Countries 
no longer able to defend themselves through traditional economic tools 

36  One standard deviation in GDP transfer (smoothed) through capital markets (capital 
channel), loans (credit channel), fiscal support (fiscal channel), and price adjustments (price 
channel). Unsmoothed is the proportion of the shock ‘retained’ by the local economy.
37  This is reminiscent of the Gold Exchange standard. While it forces a necessary discipline 
on governments prone to avoid their responsibilities, it also removes a critical adjustment 
variable to face asymmetric shocks or sustained differentials in productivity growth. Thus, 
the need for some compensatory mechanism, or, as the with the Gold Standard, having 
to deal with a clear risk of implosion as the resulting pain – and lack of gain for some – 
becomes politically unacceptable and unsustainable.
38  A market segregation avoids risk sharing but also contagion. Thus, it increases the 
localized pain, and indeed can lead to a local ‘destruction’ of the economic network, but 
also avoids the spreading of the problems to other states. Consider for instance the S&L 
crisis propagation in the States as an example. Risk sharing optimality depends on the 
relative size as well as the willingness of the other parties to share in the pain.

http://fmwww.bc.edu/RePEc/es2000/1621.pdf
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are left with the liabilities while their human capital is hollowed out. This 
is exactly what happened in Italy, Spain, and Portugal, and to some extent 
in France, since the euro’s financial crisis in 2012, leaving high unemploy-
ment and a political backlash that’s still playing out.

hollowIng out future eConoMIC potentIAl: 
the spAnIsh exAMple
Spain was for a long time the poster child for successful European eco-
nomic convergence under the Maastricht treaty and the Euro. Before 
the financial crisis, it had some of the continent’s best macro-economic 
figures, with a debt under better control than most countries. Part of this 
was an illusion due to a real estate bubble financed by too-low interest 
rates, while part reflected real effort and indeed convergence. But all the 
while Spain was losing its best human capital to Europe’s growing indus-
trial clusters, a phenomenon temporarily obscured by massive migration 
of lower-skilled migrants from Latin America, which resulted in a net 
population increase.

Young Spanish engineers have been increasingly moving to places like 
Germany or England. Who can blame them when starting wages offered 
in Bavaria are twice as high as what they can earn in Spanish industry? 
They are part of a new kind of emigration – that of young, educated, and 
skilled workers moving from 
Europe’s periphery to its core. 
The implications of this move-
ment for the Spanish economy, 
and the eurozone, should not be 
underestimated.

At first glance, it seems Spain 
should be able to hold on to its 
educated and skilled workers 
a little better these days. With 
the Spanish economy recov-
ering, business confidence is 
back up. Economic growth is 
hovering around 3% this year 
and the current account bal-
ance shows a marginal surplus. 
Even Spain’s famously high un-
employment rate is now well 
below 20%.

My young nephew, a brilliant Spanish-
trained engineer, has recently moved 
to the U.S. to complete a Master’s in 
computer science at the University of 
Southern California. Growing up in the 
deprived, if sunny, region of Andalusia, 
his dream was to become a professor 
at a Spanish university. But there was 
no research budget or infrastructure 
to take him down that path within his 
native country. He is now thriving in 
California, and may well achieve his 
goal of obtaining a PhD and doing re-
search. But I doubt he will ever return 
to Spain to teach. How many students 
are raised to get an engineer? How many 
engineers to get a researcher? Why is it 
we repeatedly fail to invest and retain 

valuable Human Capital?
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Unfortunately, these results have been achieved at huge economic and 
social cost and can only be a driver of further job creation if they are com-
bined with much more reform. In order to absorb the shock of the banking 
and real estate crises, the government incurred a ballooning government 
debt, from 69% of GDP in 2011 to close to 100% today. At the same 
time, despite some labor market reforms and tax cuts, labor laws remain 
stubbornly restrictive. Indeed, Spain recently ranked dead last in an OECD 
review of barriers to entrepreneurship.

Persistently poor employment prospects, meanwhile, have pushed people 
out. Spain, which had positive net migration until 2010, has since seen its 
population decline markedly, with a negative balance to other Eurozone 
countries of about 40,000 people in 2013. Worse, while retirees still come 
to Spain, it is often the more motivated and best-educated youth who are 
leaving. The pattern repeats across the “Club Med” peripheral countries of 
the Eurozone, where the proportion of highly educated citizens emigrating 
from Spain, Italy, Greece and Portugal increased to 41% in 2011-2012, 
nearly double the level of the pre-financial crisis period.

While Europe’s economic core clusters benefit from this free influx of 
working-age, educated talent – human capital at its best – the Spanish eco-
nomic engine, like those of the other peripherical countries, is being deprived 
of fuel. This is a fundamental cause of the lack of productivity growth. The 
best human capital is leaving. Since the 1990s, Italy and Spain have seen 
their productivity gains erode compared to the Eurozone “core” countries.

One could argue that the only meaningful support has been the bond 
acquisition program of the ECB that has limited interest rate hikes in 

FIGURE 3.14 – NET mIGRATION FROm SPAIN

(deutsche bAnk, 2014)

https://www.dbresearch.com/PROD/RPS_EN-PROD/PROD0000000000444494/The_dynamics_of_migration_in_the_euro_area.PDF
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countries perceived as riskier. Overall, however, except for ECB and gov-
ernment debt purchase support, net transfers to suffering and adjusting 
member countries have been minimal.

Peripheral countries like Spain are learning this the hard way, with little 
or no fiscal policy room left. As the rising popularity of anti-establishment 
parties show, this may no longer be socially and politically sustainable, with 
populist and separatist parties gradually gaining ground.

how MuCh do polItICAlly unIted regIons 
pAy In regIonAl polICy?
It is enlightening to compare Germany’s attitude to its Eurozone partners 
to its handling of East German reunification. When it was incorporated in 
the Federal Republic, East Germany was in dire straits and simply could 
not compete with the currency exchange that was imposed. This led to 
the hollowing out of large parts of its economy, with massive migration 
to what had been West Germany.

The German government however undertook a massive investment and 
restructuring program. It rebuilt infrastructure and implemented devel-
opment programs. As this did not prevent the immediate hollowing out, 
large transfers were put in place and maintained for more than 20 years 
to ensure that a reasonably comparable level of living was achieved even 
in the most unproductive places. Despite massive annual transfers of close 
to 5% of West Germany’s GDP, it took 25 years for migration from the 
East to the West to finally stop. Over the last 25 years, the total volume of 
transfers has reached close to an eye watering $2 trillion. This was financed 

FIGURE 3.16 – E.U. bUDGET NET cONTRIbUTIONS

(cepr)

https://voxeu.org/article/budget-related-cross-border-flows-eu-versus-us
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by interregional transfers as well 
as a “solidarity tax” of 5.5% on 
income (ECFin) (CSMonitor).

These massive wealth trans-
fer programs were only possi-
ble because national identity 
trumped regional identity with-
in Germany, making such sacri-
fices politically palatable. Had 
they not been in place, it is en-
tirely possible that East German 
local political opposition would 
have emerged against the inte-
gration and its concomitant hol-
lowing out. Indeed, even with 
these transfers, it is noticeable 
that Germany’s “extreme” or 
populist parties fare better in 
the former East Germany.

To put things into perspec-
tive, the European Union’s bud-
get stands at about 1% of GDP. 
Out of this, about a third is 
spent on regional policy, which 
has to be distributed across all 
countries, including the wealthi-
est member states. Various stud-
ies have indeed put the level of 

transfer from “net beneficiaries” to “net contributor” in the EU at about 
0.25% of GDP. In other words, the German budget “cohesion” transfers 
were 20 times higher than today’s intra-European transfers as a percentage 
of GDP. Or to put things in another light, intra-European transfers are 
half the size of the EU member states’ cumulative spending on overseas 
development assistance (about 0.5% GDP).39

Another comparison can be given with the U.S., a well-established 
ongoing fiscal and monetary union. While the level of federal support 

39  We are here comparing the “federal” transfer portion of the European Union’s budget 
(regional aid) to the sum of the national budgets for aid to developing nations. While 
the institutional source of these expenses is admittedly different, the comparison of the 
economic flows is striking.

This was not always the case. As a teen-
ager in the ’80s, I remember visiting 
Spain and driving along the first true 
highways ever built along the country’s 
southern coast. These highways, as ad-
vertised by big boards along the con-
struction sites, were made possible by 
a cohesion transfer fund established by 
the E.U. for new members. In effect, the 
E.U. was paying for a large percentage 
of the infrastructure investment need-
ed to facilitate new economic activi-
ties while markets were being opened 
and integrated. But the budget for this 
fund did not grow with the Euro in-
troduction. In fact it was diverted to 
needier Eastern European countries as 
the E.U. expanded. Regional Support 
to southern countries – and subsidized 
infrastructure investment – was reduced 
precisely when the Euro came into be-
ing. No new funds were raised for direct 
transfers to accompany the imposition 
of a single currency and the removal of 
devaluation as an adjustment mecha-
nism. Infrastructure constructions were 
replaced by massive home building in 
a low interest rate fuelled bubble.

http://ec.europa.eu/economy_finance/publications/pages/publication1437_en.pdf
https://www.csmonitor.com/World/Europe/2014/0419/25-years-later-western-Germany-is-still-pumping-money-to-the-east
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will vary tremendously by state, reaching up to 10% of a recipient state’s 
GDP (Mississippi, New Mexico), it is on average about 1.5% of GDP. 
This is again about 6 times what the E.U. currently spends on intra-union 
transfers. During crisis years, as in 2009-2010, this amount can increase 
by a multiple in the U.S. as its federal budget can run a deficit, while the 
E.U. cannot.

Whichever way you look at it, the European Union, and in particular 
the Euro zone, is built on the cheap, with annual cohesion transfers well 
below any comparable international situation. The inability, because of 
the lack of political cohesion, for the Euro winners to transfer part of 
their gains to the “losers” translates into extreme socio-economic pain in 
the countries that have given up their ability to pursue competitive de-
valuation. This in turn leads to localized populist movements of various 
strains, from a populist coalition taking power in Italy to local separatism, 
as in Flanders, Lombardy, or more forcefully in Catalonia, where the latest 
round of major secessionist unrest came in 2018.

froM wIn-wIn to lose-lose?
By failing to confront these issues at the outset with a regional policy 
featuring proper transfer mechanisms, the conditions were created for 
a “blow up” of the hollowed states. The economic conditions in these states 
will deteriorate inexorably. It is easy to see that the political classes in the 
hollowed states, benefiting from lower interest rates, will be tempted to 
buy short-term peace with social benefits spending financed via massive 
borrowing, allowing them to continue profiting privately until states go 
bankrupt, forcing some sort of dramatic action.

This means that the hollowed states will, predictably, generate a sover-
eign state crisis after years of inaction, and that nonperforming loans will 
necessarily accumulate in the local banking sector.

The answer from a central banking authority in these circumstances, 
will be, as we have seen, to buy time by lowering interest rates. But this 
will be an arbitrage between the indebted hollowed-out country and the 
“savers nations.” The savers nations are of course the ones that benefited 
from the economic concentration to start with.

Ultimately, the savers will lose part of the capital gain they were ex-
pecting, for the economic situation has truly taken a downturn in the 
hollowed-out states. This will either take the form of a “blow up,” such 
as in Greece, or a drastic reduction in the interest rates paid to the savers.

The ECB’s dovish monetary policy in recent years can be better un-
derstood in this context: the 2015 QE extension was a clear reaction 
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to a sovereign spread crisis.40 The negative interest policy of course 
touched a popular nerve through its increasing impact on German 
household savings, creating widespread resentments that are starting 
to have political ramifications. It is important to remember that the 
rise of the German far-right AfD party started not with immigration 
(which added fuel to the fire), but with some German savers’ increas-
ing unease about the Euro, and in particular the negative interest rate 
which acts as a stealth tax on savings. Faced with the AfD’s rise, other 
mainstream German parties have been forced to react. Components of 
the Christian Democratic Union and the Christian Social Union have 
now also openly challenged the ECB.

German critics of ECB policies are not new. To start, German econo-
mists, politicians and business leaders had expressed concerns that the ECB’s 
set of unconventional measures41 were subsidizing the wrong policies in the 
European periphery, preventing necessary reforms. As the ECB intensified 
QE, concerns were raised that this was effectively monetary financing, 
a breach of the EU’s founding treaty. Then increasingly low interest rates 
were criticized as generating bubbles, weakening the profitability of the 
commercial banks and allowing a Japanese style “zombification”42 of the 
private sector.

The ECB, led by Mr. Draghi, ignored German criticism and concentrat-
ed on preventing the sovereign spread crisis from turning into a Greek-style 
scenario on a massive scale. The German member of the ECB board has, 
reportedly, been systematically put into a minority with a few other coun-
tries – a dangerous precedent given the importance of the German economy 
in Europe. The ECB in fact rejects “en bloc” all the German arguments, 
and has even produced a policy paper rebuttal in which it claims that:

The “argument that central banks’ low nominal interest rate policies 
expropriate the saver is flawed … if low interest rates are a conscious and 
appropriate reflection of weak inflation and growth dynamics, there is no 
40  At some point markets, following the Greek sovereign crisis, began to doubt the reliability 
of “peripheral” countries and asked for additional interest to buy their obligations. This 
resulted in an increased interest rate differential between the “peripheral” countries and 
the “core” countries, which is in effect Germany. The difference in interest rate between 
Germany and these countries is what is referred as the sovereign spread crisis.
41  The de facto monetary financing of fiscal deficits, along with the massive acquisition 
of government bonds, even corporate, bonds.
42  Zombie companies should have gone into bankruptcy but continue to survive through 
various subsidies even if they have no hope of recovery. By this process, resources are not 
reallocated and unfair competition is waged on sustainable companies, which are undercut 
by the subsidized zombies.
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reason to believe that they are particular contributors to possible bubbles … 
the current low inflation/low real growth/low interest rate environment 
does not make the life of highly indebted governments particularly easy.” 
And “depositors may, in fact, be amongst the winners from low interest 
rate policies.”

It’s a strained argument, to say the least. But the ECB is in a difficult 
position. The burdens placed on it by the structural flaws of the EU are 
unfair. Faced with government inaction and an incomplete monetary union, 
it has done what it can with imagination and gusto. But even when its 
policies failed by its own measures, it has been doubling down, ignoring 
the increasing risks of increasingly ineffective policies. In the process, it 
has ignored or rebuked its largest shareholder and supporter, to the point 
that it is now effectively supporting the emergence of a large anti-European 
party in Germany for the first time since World War II.

The key to understanding the shift in popular mood against the ECB in 
Germany may lie in an analysis of household savings and the logical effect 
of lower rates. As a percentage of disposable income, German savings are 
materially lower than the Eurozone median. But it has among the lowest 
liabilities and has been steadily deleveraging, which implies that it benefits 
relatively from high interest rates. Further, real estate – whose price is being 
propped up by low interest rates – makes up a relatively small portion of 
German household assets, which are instead disproportionately held in 
bank deposits that no longer yield anything.

The obvious negative impact on German savers has been noted repeat-
edly by private sector leaders. The chairman of the board of Allianz, the 
Munich-based financial giant, recently complained that the “ECB is de-
valuing savers’ money.” The head of Munich RE, after criticizing the ECB 
for creating asset bubbles that redistributed to the wealthiest, warned, “The 
people of Germany aren’t stupid.”

In this context, the Alternative for Germany (AfD), a right-wing pop-
ulist party that had opposed the German government’s generous refugee 
policy, started winning elections to the detriment of the mainstream 
CDU/CSU. It is now widely believed that AfD is shifting its focus to the 
negative effects of ECB policies on German savers, potentially threatening 
the leadership of traditional parties. This has forced the parties backing 
the German Chancellor to respond. “The German government must 
demand a change in direction on monetary policy. If things continue as 
they have, it will be a boon for the AfD,” the finance minister of Bavaria 
rightly predicted, asking for “a debate in Germany about the erroneous 
policies of the ECB.”



It is no small feat for the ECB to have created vocal political opposition 
in the country that stood against all for the independence of the central 
bank. To keep on ignoring it could create the political conditions for the 
end of the Euro, and with it, possibly, of the European project as we know 
it. No wonder that the German financial minister said the ECB measures 
could “ultimately end in disaster.”

When even the German elites, the E.U.’s Single Market biggest winners, 
are sounding the alarms, you know it is time for a rethink.
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CoMpetItIon polICy
Monopolies are bad and deserve their reputation when things are 
static and the monopolies function as toll collectors … But I think 
they’re quite positive when they’re dynamic and do something 
new. (Thiel)

History tells us that monopolies that are truly benevolent and 
effective are rare. (Porter)

I talked about the barriers created by monopolies. I said that it 
was the role of government to break up these monopolies and 
that we couldn’t do it alone. (Ito)

MONOPOLIES AND OLIGOPOLIES ARE GAINING IN STRENGTH . THERE 
IS LESS AND LESS REGULATORY ACTION TO CONTROL THEM . THIS 
LEADS TO LARGE PROFITS FOR A FEW AND LOSSES FOR MANY

It is often remarked that we are living through a new Gilded Age. Indeed, 
it is not just spiralling inequality that gives us this sense of historical Deja 
Vu. It is also the return of big monopolies that abuse their market position 
to excessively enrich their managers and owners, while making life a little 
bit worse for everyone else by charging higher prices for inferior service. 
Back in the day, it was railroad and oil trusts, and, later on, the telephone 
monopoly.

Now, increasing industrial consolidation is an issue across many sectors 
of the economy, but it is especially alarming when it comes to the new 
tech monopolies. They continue to grow voraciously while regulators look 
the other way or take half-measures. Consumers end up paying more and 
innovation is stifled, while these new 21st century trusts are snooping 
around in the most intimate details of their customers’ lives.

MonopolIes In theory
One of the key roles of the state as a regulator is to oversee the proper 
functioning of markets. That entails preventing market abuses, chief 
among them the formation of cartels and monopolies. In both cases, 
a company, or a limited number of companies acting in concert, are 
able to extract from consumers a “rent”, that is charge more money than 
a competitive market would allow. In doing so, it provides superior profit 
to a limited number of employees and shareholders. It harms many for 

https://www.businessinsider.com/peter-thiel-tears-into-europe-as-a-slacker-with-low-expectations-2014-9/?IR=T
https://books.google.com.sg/books?id=ehDTCgAAQBAJ&pg=PT379&dq=#v=onepage&q=
https://joi.ito.com/


132

the benefit of a few, which is why the state is charged with stepping in 
for the public good.

It is natural for a company to strive to achieve a monopoly, for its goal 
is to maximize profit, and monopoly rents generate extraordinary profits. 
Further, monopoly rent is not necessarily bad. Schumpeter, for instance, 
insisted that these rents are actually beneficial because they incentivize 
new entrants to challenge the prevailing monopoly in order to capture 
that extra rent, i.e., profit. In other words, the rent earned by a monopoly 
is like a prize, waiting to reward innovation by new entrants who dare to 
try and snatch it away. In the meantime, the monopolist uses its rent to 
perpetuate the status quo, and to overpay its managers and investors at 
the expense of consumers43.

This is indeed a market behavior that regularly occurs. Investors finance 
many start-ups in an effort to challenge Facebook’s or Google’s monopo-
lies and capture their profits. In fact, Google itself was initially a start-up 
designed as an alternative search engine to Yahoo, the prevailing search 
monopoly at the time. Yahoo failed to acquire Google on its way up be-
cause the newer firm’s approach did not fit Yahoo’s search paradigm. Google 
went on to supplant Yahoo as the search monopoly on the strength of sheer 
technical superiority. In this case, consumers benefited from Google’s faster, 
more helpful search technology.

CApturIng InnovAtIon for perpetuAl rent?
The search engine case vindicates Schumpeter’s view, but the economist 
failed to anticipate the way that monopolies can respond in practice. In 
many cases, monopoly rent indeed attracts lots of innovation from entre-
preneurs attempting to claim the extravagant profit captured by the incum-
bent monopolist, but the monopolist acquires the potentially successful 
start-up before the younger firm can displace it. In this case, the incumbent 
consolidates its monopolistic position to the detriment of customers by 
preempting the growth of competitors. We end up with an unchallenged, 
static monopoly rather than a dynamic, changing one.

Today’s monopolists have learned from Yahoo’s mistake, and anti-com-
petitive acquisition has become ever more common. Facebook, for instance, 
bought Instagram, and sought to acquire Snapchat. Indeed, many startups 
base their entire “business model” on creating a sufficient threat or useful 
technology that will force monopolists to acquire them. For their part, the 

43  An unchallengeable monopoly would end up rewarding CEOs at the expense of entre-
preneurs, rather than act as a magnet for innovative disruption led by these entrepreneurs.
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monopolists have developed a “hug to kill” approach44 to avoid having to 
acquire them all.

In fact, it is well established that if a monopolist, by the overwhelming 
advantages conferred by a natural monopoly, or by a policy of acquiring 
or suppressing all emerging threats, can maintain the status-quo, com-
petition and innovation will be ill-served. The break-up of the telephone 
monopoly AT&T led, for instance, to a dramatic drop in call costs as well 
as the provision of multiple services that had not been available before.

The case of the natural monopoly is the hardest to deal with, for there 
are situations where a common system has so many advantages, from econ-
omies of scale to uniformity of use, that a breakup is difficult to justify. 
For instance, it has been argued that the operating system of computers is 
a natural monopoly, as is say Word, for its universal use creates dramatic 
savings in programming, maintenance, and use of word processors across 
multiple platforms.

Beyond the longstanding “traditional monopolies” – think of the Boeing 
and Airbus duopoly – a number of new technological monopolies have 
been forming in recent decades. Microsoft has become a monopoly for its 
OS and Microsoft Office, Google for search, Facebook for social media. 
Tomorrow, Amazon could conceivably achieve local monopolies on the 
distribution of goods. All these companies exhibit a propensity to preserve 

44  A large company will enter into protracted negotiations with a start-up, forcing it to 
use its limited resources in time and legal fees in the process. This ploy will end up with 
low-ball offers for the exhausted small company, or even nothing at all, the potential 
competitive threat having been neutralized.

FIGURE 3.18 – INcREASED cONcENTRATION, U.S.

(council of econoMic Advisers / oecd)

https://one.oecd.org/document/DAF/COMP/WD(2018)67/en/pdf
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their monopoly status through acquisitions. Some also exhibit conglom-
erate-like expansion in attempting to extend their monopolies to closely 
related (or not) activity. The typical monopolist behavior is in its own 
sector – think Boeing’s acquisition of MacDonnell Douglas and Airbus’s 
acquisition of Bombardier. But there are also the expanding monopolies. 
For instance, Google attempted to build a monopoly in map access through 
the systematic mapping and photographing of the world.

Once a monopoly is built, it has special characteristics that make it dif-
ficult to challenge. It has achieved economies of scale, unique control of 
a resource, or a specific “universal” standard or brand recognition. In other 
words, it has raised barriers to entry in a specific business segment so high 
that a new comer cannot enter economically. It can then overcharge as no 
credible competitive threats exist. Why re-enter your private data and relink 
with people if you already have done it with Facebook? Why reprogram 
your application for a new OS? How can you create a plane manufactur-
er from scratch at a reasonable unit cost compared to Boeing or Airbus?

It is doubtful that these monopolies are very good at expanding tech-
nologies beyond their original scope. But because of their staying power, 
aggressive acquisition strategies, and access to resources, they have over time 
been able to slowly expand their monopolies. Again, this is not a favorable 
outcome. Under these conditions, the monopoly rent, rather than acting 
as a prize to entice potential challengers, is used to finance the preservation 
and expansion of a market abuse and maximize profit.

top fIrMs InCreAsed profIts
This has led to higher industrial concentration in recent decades, and 
a profound shift in profit distribution. In 1975, 109 companies collected 
half of the profit captured by all publicly traded firms. In 2017, a group of 

FIGURE 3.19 – TOP FIRmS INcREASED PROFITS, U.S.

(quArtz)

https://qz.com/1040046/30-firms-earn-half-the-total-profit-made-by-all-us-public-companies/
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only 30 companies collected half of that pie. As profit gets concentrated, so 
does the ability to gather resources for research. With the concentration of 
research in a few hands, innovation suffers, and revolutionary thinking gets 
ignored. The competitive push for true technological change is reduced. 
One can wonder if Apple, the world’s first trillion-dollar company, has re-
ally improved on its revolutionary iPhone since its introduction over ten 
years ago. What is certain is that the process of creative destruction has 
been reduced. In the U.S., in the late ’70s, 14% of firms were less than 
one year old, compared to 8% today. (Quartz).

FIGURE 3.20 – EmPlOYmENT ShARE bY FIRm AGE

FIGURE 3.21 – FIRm DYNAmISm, U.S.

(brookings)

(oecd, 2018)

https://qz.com/1040046/30-firms-earn-half-the-total-profit-made-by-all-us-public-companies/
http://www.hamiltonproject.org/assets/files/CompetitionFacts_20180611.pdf
https://one.oecd.org/document/DAF/COMP/WD(2018)67/en/pdf
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Yet this has a direct impact on the well-being of the vast majority, 
as concentrated industries charge higher prices while investing less. The 
U.S. Federal Reserve documented that mergers lead to systematic price 
increases but minimal efficiency gains. In fact, there is considerable evi-
dence that whenever there are fewer than six competitors in an industry, 
prices rise.45 Less competition leads to higher prices that maximize the 

45  See John Kwoka’s studies of 3000 mergers across various industries, where 95% of 
mergers in industries with six competitors or less led to price increases (Kwoka).

FIGURE 3.22 – INcREASED cONcENTRATION AND PROFIT, U.S.

FIGURE 3.23 – lARGEST FIRm RETURN ON cAPITAl, U.S.

(oecd, 2018)

(oecd)

https://mitpress.mit.edu/books/mergers-merger-control-and-remedies
https://one.oecd.org/document/DAF/COMP/WD(2018)67/en/pdf
https://one.oecd.org/document/DAF/COMP/WD(2018)67/en/pdf
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oligopolies profits. But they compromise today’s consumers’ well-being, 
exacerbating inequalities, as well as tomorrow’s economic competitiveness 
and innovation. (Financial Times).

froM trust-bustIng to enCourAgIng Monopoly
While government break-up of monopolies was never exactly a common 
occurrence, it did happen regularly throughout much of the 20th cen-
tury. After the passage of the Sherman Act in 1891, the U.S. broke up 
International Harvester, then Standard Oil, then U.S. Steel, then AT&T. 
But the U.S. government has not taken any such measure since the break-up 
of the phone monopoly nearly 40 years ago. Since then, no major break-
up of new monopolies has been ordered. There have been fines, particu-
larly from the European Commission,46 and divestment requirements for 
certain acquisitions in traditional sectors. But, by and large, no structural 
government action has taken place, allowing monopolies to flourish.

Yet, as monopolies have 
formed and expanded, deterring 
innovation and stifling compe-
tition, strong government ac-
tion has become warranted. It is 
not that Schumpeter ultimately 
is not right. There always comes 
a point where the monopoly 
gets chipped away. Microsoft, 
which had lost its monopo-
ly case with the Department 
of Justice was not broken up. 
While value of its monopoly 
has been limited through the 
emergence of search engines 
and open source operating sys-
tems, it remains by and large 
a predominant monopoly, and 
it is charging customers heavi-
ly for it. A state intervention in 
due time would have accelerated 
innovation and saved customers 
money.

46  The European Commission recently fined Google $5 billion.

When I joined a U.S. insurance tech 
startup as a co-founder during the first 
dotcom boom, it was explained to me 
that that the objective was to get bought. 
It did not make sense to aim to “make it 
big” and IPO, because selling the com-
pany to an existing industry giant was 
a far surer route to riches. This may well 
be realistic management, but it prevents 
the emergence of new challengers to 
monopolies, or in some industries, to 
oligopolies. When creating new com-
panies today, or investing, the dynamic 
I encountered two decades ago is even 
more prevalent. We are facing an ecosys-
tem where start-up founders no longer 
aim to grow their firms into the next 
wave of dominating companies because 
they have been conditioned to sell out 
first. This is not necessarily bad for inves-
tors. Facebook bought WhatsApp and 
Instagram for billions. But it is bad for 
competition and, ultimately, for society.

https://www.ft.com/content/20801f16-f1a3-11e8-938a-543765795f99
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At a minimum, acquisition of start-ups by monopolies should be made 
difficult or even forbidden.

Similarly, investment by monopolies in non-core activity should be 
strongly discouraged or forbidden. The shareholders of monopolies can – 
and should if they believe it worthwhile – invest in new companies in 
new industries that tackle new problems, but monopolies should not 
be allowed or encouraged to expand, for it is long-term detrimental to 
innovation and competition, ending up profiting a few to the detriment 
of the many. Look at Google, which went from search to maps, to email 
and now, through its parent company Alphabet, wants to cure cancer 
and do just about everything else. Amazon, after upending the book 
industry, has expanded to all of consumer goods: Should it use its rents 
to seek to expand its dominion to movie production and cloud com-
puting as well? Finally, special taxes should be levied on monopolies, 
so that their rents can be used to subsidize research and innovation. At 
the extreme, break-up of companies like Microsoft or Google should 
be actively considered.

The lack of intervention by the state to prevent monopoly expansion 
is particularly worrying. It is also a deliberate policy. In the U.S., while 

FIGURE 3.24 – ANTITRUST INVESTIGATIONS, U.S.

(depArtMent of justice)

https://truthonthemarket.com/2010/08/02/monopolization-enforcement-at-the-antitrust-division-by-the-numbers/
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mergers have expanded by over 80% since 2010, the Department of Justice’s 
antitrust operations have had essentially the same budget. In these condi-
tions, it is hard to see how a proper anti-monopoly policy can be enforced. 
The Antitrust Institute reported that “merger control in moderately con-
centrated sectors appears to have virtually ceased.” (Axios)

In that regard, the E.U. is fortunately more active, and has been collecting 
more fines from traditional anti-trust enforcement than the U.S. has. It has 
also been more assertive against the U.S. tech monopolies, although some 
argue that there is an element of trying to “recapture” the monopoly rent 
taken from E.U. consumers. However, none of these approaches provide 
a long-term solution. The only real way to prevent industrial consolidation 
is good old-fashioned trust-busting.

Monopolies and cartels represent one area of microeconomics that is 
reasonably well understood. What is less understood is the use – or abuse – 
of products by new technology companies navigating the uncharted waters 
of cyberspace. In the past, it would have been unheard of to have AT&T 
make money out of recording your telephone conversations, keeping them, 
and selling your information or advertising to you based on them. It would 
have been unheard of to have car companies force you to refuel at their 
gas stations alone. Similarly, the control by new monopolies of news feeds 
has gone largely unchecked and only started becoming an issue after the 
inquiries into Facebook’s role in the 2016 U.S. presidential election. Yet 
this is exactly the kind of business model that has gone unchallenged by 

FIGURE 3.25 – DOj ANTITRUST bUDGET

(Axios)

https://www.axios.com/antitrust-doj-ftc-funding-2f69ed8c-b486-4a08-ab57-d3535ae43b52.html
https://www.axios.com/antitrust-doj-ftc-funding-2f69ed8c-b486-4a08-ab57-d3535ae43b52.html


regulators. There has been very little debate about these practices, let alone 
action to check them.

Government inaction on all these issues, old and new, results not from 
a misunderstanding of what can or should be done, but from a lack of will 
to do it. It is a dramatic abdication of the role of the state. In the mean-
time, a few capture monopoly rents to the detriment of the many, wages 
stagnate, and discontent grows.
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fInAnCe And over-fInAnCIAlIzAtIon
Finance is not merely about making money. It’s about achieving 
our deep goals and protecting the fruits of our labor. (Shiller)

We have this culture of financialization. People think they need 
to make money with their savings rather than with their own 
business. So, you end up with dentists who are more traders 
than dentists. A dentist should drill teeth. (Taleb)

A sound banker is not one who foresees danger and avoids it, 
but one who, when he is ruined, is ruined in a conventional way 
along with his fellows, so that no one can really blame him. 
(Keynes)

FINANCE IS AN ESSENTIAL TRANSMISSION MECHANISM 
IN A WELL-FUNCTIONING ECONOMY . BUT IT HAS GROWN 
OUT OF CONTROL AND IS NOW OVERSIZED . THIS CREATES 
MISALLOCATION AND CRISES . OVER-REGULATION AND 
INEFFICIENT REGULATION MAKE THINGS WORSE

It is not for nothing that “Wall Street” has become a potent symbol of in-
equality and the target of populist discontent. While most workers’ wages 
have been stagnant for decades, those in the financial services sector have seen 
healthy growth from levels that were already above average. What’s more, since 
World War II, the sector has ballooned in size across the developed world. 
In many ways, finance has become a parasite on host economies, drawing 
resources away from more beneficial activities while creating dangerous levels 
of risk for everyone. Ironically, this is due in large part not just to deregula-
tion of finance, but in some cases to over-regulation, which creates byzantine 
rules that benefit the small coterie of insiders who understand them, and 
contributes to a revolving door between state agencies and the big banks. The 
bankers – and realtors and insurers – really are out of control, as they have 
successfully co-opted the people who are supposed to keep them in check.

fInAnCe In theory
The role of finance is to facilitate saving and optimize investments, reducing 
risk and increasing returns. This first requires collecting money through 
deposit banks. People use the banks to deposit their earnings. The excess 
money is invested in loans, or other forms of investment like stock shares, 

https://press.princeton.edu/interviews/qa-9652
http://www.greatthoughtstreasury.com/author/nassim-nicholas-taleb-5?page=1
https://books.google.com.sg/books?id=yI8sxWgPWGcC&pg=PA191&lpg=PA191&dq=A+sound+banker+is+not+one+who+foresees+danger+and+avoids+it,+but+one+who,+when+he+is+ruined,+is+ruined+in+a+conventional+way+along+with+his+fellows,+so+that+no+one+can+really+blame+hi
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owned either individually or collectively, through funds. Investments can 
be made on illiquid instruments or liquid ones (those which can be ex-
changed easily on a stock market). Finance also spreads risk, be it through 
diversification or insurance. In Insurance, money is collectively set aside to 
pay for future calamities, allowing projects to go forward that, otherwise, 
would have entailed too much risk for those undertaking them to shoulder 
alone. Insurance also facilitates certain forms of consumption. An otherwise 
reluctant consumer is now willing to buy a house or a car, despite the risk 
of fire or accident, for she knows she will be covered if catastrophe strikes.

over-fInAnCIAlIzAtIon
This is all good in theory, but one has to recognize that the finance func-
tion, while useful and necessary, has a tendency to grow to excess when 
unchecked. In the U.S., the size of the financial services sector has qua-
drupled from about 2% of GDP at the end of World War II to 8% today. 
When you combine traditional finance, insurance and real estate – known 
as FIRE – their total share of output has doubled from 10% of GDP to 
20% over the same period. These are levels, notably, not seen since the 
Great Depression. They had started to correct following the financial crisis 
of 2009, but the onset of quantitative easing pushed them back to pre-crisis 
levels and then beyond. The signs point clearly to a hypertrophy of finance 
as a sector of the economy. Making resource allocation more efficient cannot 
possibly account for such a large part of a well-balanced economy. (Palley)

The first obvious cost of the over-financialization of the economy is the 
misallocation of human resources. This is probably the least understood 
of its effects, but it may be the most socially harmful in the long run. 
Clever, un-needed financial products, which are forced down the throats 
of gullible companies and consumers, are made and sold by some of the 
smartest people in the Western world. More than half the class of 2007 
at Harvard, for instance, went into finance and consulting. (Roosevelt 
Institute) (Huffington Post)

In fact, finance, despite the arrival of new technologies that should have 
dramatically reduced its labor input, has never employed such a large share 
of the workforce. There is a simple reason for this. Smart and hard-working 
people are attracted to finance because it is paying better than ever relative 
to other jobs. Wages in the FIRE sectors have almost doubled since the 
end of the ’70s, while they have stagnated across the rest of the economy. 
(CEPR) (The Conversation)

Not only is a large part of all this human capital intrinsically misused 
because of over-financialization, which incentivizes excessive risk taking 

https://books.google.be/books?id=1JXvDAAAQBAJ&pg=PA112&lpg=PA112&dq=finance,+Insurance+and+Real+estate+(FIRE)+increased+to+20%25+GDP&source=bl&ots=mTf0VpQCcM&sig=5w0-KdOJat75A0NaBqBzinr-Szc&hl=it&sa=X&ved=2ahUKEwjS3IuogITfAhXQJVAKHU3dC744ChDoATANegQICRAB
http://rooseveltinstitute.org/overcharged-high-cost-high-finance/
http://rooseveltinstitute.org/overcharged-high-cost-high-finance/
https://www.huffingtonpost.com/2011/11/15/brain-drain-college-grads-wall-street_n_1069424.html
http://cepr.net/blogs/cepr-blog/the-growth-of-finance-in-graphs
http://theconversation.com/banking-sector-will-be-ground-zero-for-job-losses-from-ai-and-robotics-83731
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FIGURE 3.26 – FINANcIAl INDUSTRY AS % GDP, U.S.

(thoMAs philippon)

in order to justify disproportionate remuneration, but it is also not con-
tributing where it is most needed: in making health care more affordable 
and efficient, in developing new computer and biotechnology services, in 
preserving manufacturing jobs through increased efficiency and innovation 
in the Western world.

Finance, rather than being a respectable means to an end, has become an 
end in itself that is hurting the “real” economic growth it is was designed to 
facilitate. Forbes magazine summed it up: “The focus by elites on ‘making 
money out of money’ rather than making real goods and services has led to 
wealth for the few, and overall national economic decline. In a financialized 
economy, the financial tail is wagging the economic dog.” (Forbes) (Orhangazi)

One of the best illustrations of over-financialization can be found in 
lending. In the U.K., for instance, while lending to non-financial business 
has held relatively constant, lending to banks and real estate is ballooning 
and represents 85% of bank lending. That’s right: Only 15% of bank loans 
represent direct lending to businesses, individuals, or the public sector.

Just like a hypertrophied organ whose unconstrained growth threatens 
the host’s equilibrium, finance is expanding, sucking away the resources 
of the society that is hosting it, leading to deadly excesses. Unchecked, it 
is depriving the rest of the body not only of resources, but of the energy 
and stamina necessary for a well-balanced and sustainable development.

https://pdfs.semanticscholar.org/9f5c/a11fb0bc535c6b1b7f4b2e31ae7ab291dd45.pdf
https://www.forbes.com/sites/stevedenning/2014/06/03/why-financialization-has-run-amok
https://econpapers.repec.org/bookchap/elgeebook/12927.htm


144

FI
G

U
RE

 3
.2

7 
– 

SE
cT

O
RS

 A
S 

A
 %

 O
F 

G
D

P 
O

VE
R 

TI
m

E,
 U

.S
.

(w
ik

iM
ed

iA
)

https://commons.wikimedia.org/wiki/File:Sectors_of_US_Economy_as_Percent_of_GDP_1947-2009.png


145

FIGURE 3.28 – FINANcIAl SEcTOR cAmPAIGN cONTRIbUTION

(vAlue wAlk)

FIGURE 3.29 – bANkS lENDING bY SEcTOR OVER TImE, U.k.

(bAnk of englAnd)

https://www.valuewalk.com/2016/10/financial-sector-lobbying-2016/
https://positivemoney.org/how-money-works/how-much-money-have-banks-created/
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exCess
Signs of this excess can be found in several places. Insurance, which should 
be about the reduction of risk, is found to allocate only 30-50% of the 
premiums it collects to the reimbursement of materialized risk, i.e., losses. 
That means that the whole insurance value chain – brokers, insurance, re-
insurance – costs twice as much or more as the total risk they are deemed 
to protect for. This can hardly be deemed efficient or acceptable, and 
represents a staggering amount of money, with insurance premiums ac-
counting for an average 8% of GDP across the OECD. In other words, the 
cost of providing insurance, a notional financial contract with no “reality” 
attached to it, is close to 4% of GDP. That is twice the amount NATO 
expects member countries to spend on national defense.

Other examples of excess are given by certain hedge fund strategies. 
One particular strategy was, for instance, to arbitrage mutual funds using 
time differentials and correlation. Some funds allow investors to go in 
or out on a daily basis, creating an opportunity given that stocks around 

the world tend to move in tan-
dem. Hedge funds made money 
by getting in or out of mutual 
funds at yesterday’s closing pric-
es when they knew the market 
had gone up or down in other 
parts of the world while these 
funds where “closed” for the 
night. This was legal, and it is 
the job of clever hedge managers 
to arbitrage opportunities and 
loopholes such as these for their 
investors’ profit. But it resulted 
in a loss for long-term investors 
in these mutual funds, and no 
economic benefit was provided 
to the collectivity whatsoever.

Another example is giv-
en by The Commodity Futures 
Modernization Act of 2000 
and the derivative trading of 
synthetic products. Under the 
Clinton administration, some-
thing that had been forbidden 

A graduate student in finance, an em-
ployee of Goldman Sachs, came to visit 
and present to a class some “innovative” 
trading strategies his firm was employ-
ing. Investment banks and brokers long 
had a strategy to sell or buy stock based 
on the orders of their customers. It is 
understandably forbidden for banks to 
buy ahead or sell ahead of their custom-
er orders, what is called “front running.” 
But what the bank was doing was, le-
gally, to buy or sell in advance securities 
correlated to the orders they knew they 
would have to pass. So, for instance, 
given that say Intel and Microsoft 
would move closely together, a bank 
with a larger sell order for Microsoft 
would sell Intel in advance first. That 
of course, undisclosed in the elaborate 
and thrilling presentation, would push 
Intel’s stock lower, which pushed down 
the correlated Microsoft share price, re-
sulting in a slight loss for the client sell-
ing Microsoft stocks through the bank.
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since the great depression became legal again: Investment banks could 
trade in derivatives of positions which had no natural counterparty.47 The 
idea was that this would enhance market liquidity. What happened how-
ever is that there were a lot of risky trades on positions that had no real 
counterparty on either side. This of course led to huge brokerage profits, 
but it amounted to little more than betting. All betters thought they were 
making money and paid disproportionate wages to their employees to 
reflect this. When the betting results finally had to be accounted for, large 
amounts of losses had to be recognized, notably on synthetic derivatives 
of mortgages. This resulted in large financial companies’ bankruptcies, 
creating a systemic risk to the whole financial system that had to be bailed 
out. (Huffington Post)

Examples like this, unfortunately, could fill their own book. Yet they 
are only anecdotal, and miniscule compared to the moral hazard problem 
created by large financial entities. The idea of being too-big-to-fail, the 
belief that the state will pay if things go wrong, and that in the meantime 
the high-risk, high-profit, high-compensation approach will prevail is un-
fortunately all but true. It has proven to be the case over and over, while 
the regulations imposed to tackle it have often only made things worse.

overCoMplex IneffICIent regulAtIon
One prime example of counterproductive bank regulation is the Basel 
Rules. Revised several times over the years, their basic, sound, principle is 
that banks should be required to hold sufficient capital reserves to account 
for moral hazard, the natural tendency to poorly manage risk that falls 
on others. The sufficiency of those reserves is measured by a combination 
of risk-weighted assets, to prevent undue risk taking, and risk-weighted 
capital, to measure accurately the safety provided by the capital cushion. 
Simply put, the more risks one bank takes on its books, the more capital 
it should have.

This principle might seem simple enough, but it has led to ever-more-com-
plicated forms of regulatory arbitrage. In the process, by changing the in-
centives, the regulation has sometimes created more risk-taking. For in-
stance, it has been documented that the introduction of the second round 
of Basel rules, known as Basel 2, led undercapitalized banks in countries 
with low yields on government debt, deemed to be zero risk, to make loans 
in the most risky way (real estate, small and medium business) in order to 
47  A natural counterparty would be an entity that has the opposite risk in their natural 
course of business. For instance, oil producers and oil-consuming airlines are natural 
counterparties in oil price hedging contracts.

https://www.huffingtonpost.com/paul-blumenthal/how-congress-rushed-a-bil_b_181926.html
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compensate for being pushed into a low yielding corner for a large part of 
their assets. Because they were forced to hold a certain level of boring, no-
risk, low-yield bonds, they all rushed to make the rest of their portfolios 
riskier – and in theory more profitable. The results were as predictable as 
they were lamentable. It created bubbles, and, indeed, banking crises in, 
for instance, Sweden and Japan.

As always, the next round of regulation tilted incentives the other way, 
and what we now observe is that banks have stopped lending to small and 
medium-sized businesses, creating a capital desert, a hidden liquidity trap, 
in this vital area of the economy. Even opening bank accounts has become 
a challenge for these businesses. The result has been the growth of a shadow 
banking sector that caters, at high prices, to the needs of these underserved 
segments. But this shadow banking is unregulated, creating still more prob-
lems. It has led, for instance, to massive defaults – and bankruptcy – in the 
peer-to-peer lending sector. It has been reported that in China, in the space 
of three years, half of P2P operators faced default, bankruptcy or closure. 
While there was little leverage or systemic risk, gullible investors have lost 
huge amounts of money. (South China Morning Post)

In practice, one can always observe that a change in regulation attracts 
some form of distortion or arbitrage. This is not a new phenomenon. Under 
the Byzantine Empire, for instance, the emperor set the sea loan, which 
included insurance if the shipment was lost at sea, at 12%. This resulted 
in extra risk-taking, with mariners embarking on voyages to dangerous 
destinations, knowing that the cost of their insurance had been capped 
by decree. (James B. Greenberg)

Modern regulations are not better, they are just more complex, leaving 
more opportunities to arbitrage legally, while ultimately contributing on 
an aggregate level to an inferior outcome, because they have only created 
another form of distortion.

In the face of this, a former central banker has correctly pointed out 
that the solution is to let the market play, with as simple rules as possible 
to avoid opaque and dangerous arbitrage. For that to work, the size of 
individual financial actors has to be limited. This is sometimes referred 
as the Volcker rule. Rather than try to second-guess what the correct 
allocation of resources by financial actors should be, and in the process 
systematically create distortions, it is better to let the market run its nat-
ural course. This will result in bankruptcies, but they can no longer create 
unacceptable systemic risk because the participants are smaller. Knowledge 
that no government bailout is coming will act as a natural deterrent to 
excessive risk-taking.

https://www.scmp.com/business/companies/article/2155357/investors-left-rue-losses-fraudulent-chinese-p2p-lenders-collapse
https://books.google.com.sg/books?id=T9Q3DwAAQBAJ&pg=PA5&lpg=PA5&dq=sea+loan+byzantine&source=bl&ots=2pOEcQM5O9&sig=ACfU3U1qXU_Prd5I0i15AKCTDeCFB2aFmQ&hl=en&sa=X&ved=2ahUKEwjLsYa5nI7gAhUDFYgKHcOvDXsQ6AEwBXoECAQQAQ#v=onepage&q=sea%20loan%20byzantine&f=fals
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We are unfortunately not 
taking that path, and what can 
be observed is a constantly high 
concentration of financial firms 
in all sectors. This consolidation 
creates systemic risk where it did 
not exist before. For instance, be-
fore the 2008 crisis, hedge funds 
were numerous and small, and 
their failures had no systemic im-
pact during the crisis. Since then, 
the hedge fund ecosystem has 
been destroyed, and in its place, 
we have witnessed the emergence 
of a few very large funds whose 
bankruptcies would be major events with systemic significance.

Because the systemic risk is ever more present, we observe central banks 
and regulators going out of their way to support the largest financial firms 
in times of crisis, creating ever more incentives for higher risk taking.48 
This results in ever larger financial crises that require massive government 
intervention to preserve the stability of a system that continues to grow 
more imbalanced.

Since the ’70s, financial crises have occurred with an increased frequency, 
at an average cost of 15% of GDP. Half of the 15% cost usually comes in 
the form of government interventions to bail out banks. Not only is the 
frequency increasing but the costs are as well. The last financial crisis was 
even bigger, but its rescue morphed into something else. At the peak of the 
intervention, the U.S. government guaranteed or lent up to $12 trillion, well 
over half of annual GDP. The U.K. government lent a similar 1.7 trillion 
pounds. But in the U.S. and the U.K., as in most countries, the money used 
for the bailout has been all but recovered. This is not because the crisis was 
mild in any way, but because it was so bad, and the system came so close to 
collapse, that the state intervention had to morph from a financial bailout 
to an asset reinflation and liquidation injection program known as QE, an 
unprecedented move by the central banks to avert a calamitous collapse. 
This insured that the direct financial intervention was refunded. But, this 

48  To be fair, there have been some initiatives, like the living will, to force large institutions 
to explain how they can be wound up in a time of crisis, but that does not fundamentally 
address the moral hazard question. For the moral hazard is “tails, I win, heads you lose”, 
and explaining how your loss unfolds does not resolve this one-sided optionality.

On the bright side, this does create op-
portunity for a fortunate few. I oversee 
a fund lending to small- and medi-
um-sized companies in Asia. For many 
years it has been able to achieve superior 
risk return. We were able to lend at over 
10 percent interest with over 100% in 
collateral, something that finance text-
books would claim is impossible. This 
is not because we were “smart” in any 
special sense, but because banks, pushed 
by ill-considered legislation, had all but 
deserted their traditional lending role. 
Small and medium-size businesses were 

left desperate for financing as a result.
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FIGURE 3.30 – WAGE ShARE FINANcE, INSURANcE, REAl ESTATE (FIRE)

FIGURE 3.31 – REAl WAGE OVER TImE, FIRE VS PRIVATE SEcTOR

(cepr, 2016)

(cepr, 2016)

http://cepr.net/blogs/cepr-blog/the-growth-of-finance-in-graphs
http://cepr.net/blogs/cepr-blog/the-growth-of-finance-in-graphs


over-prolonged program is far from free, and indeed raises significant issues, 
as we will discuss later. (CEPR, 2008) (Bloomberg, 2010)

One might wonder, in the face of these ballooning crises, why regulators 
are enacting all kinds of byzantine measures that ultimately lead to more 
arbitrage and risk-taking, even after we saw a near total collapse of the sys-
tem with the 2008 crisis. The answer is unfortunately simple. First, regula-
tors have not been able to hire the best people, as they are unable to offer 
competitive compensation and tend to be led by political appointees. Even 
when some are, unequivocally, smart, dedicated, and hard-working, they are 
up against an industry armed with the best lawyers, lobbyists and political 
connections, paid for by obscene profits (Washington Post). Consider, for 
instance, that in the 2016 election cycle in the U.S., the finance industry 
spent twice as much on political contributions (to all sides) as any other 
industry (Reuters). It has, in recent decades, become commonplace for 
the U.S. Treasury secretary to come from the ranks of leading investment 
banks. The largest contingent of U.K. lobbyists in Brussels and the E.U. 
work for financial firms. Worse, it is not just that the financial sector can 
place its people at the top of regulatory bodies, but that the regulators 
know that they can ultimately get jobs from banks’ lobbying firms or in 
their ever expanding compliance departments, in a form of revolving door 
soft corruption (LobbyFacts).

This revolving door has solidified implicit state guarantees of too-big-
to-fail financial institutions, which have created a moral hazard, fanning 
crises of increasing size and growing frequency. The next crisis may be so 
bad that states, hopelessly intertwined with big banks, will once again 
rush to bail them out. But this time, populist political forces could finally 
channel enough anger to stop them. The only question is which outcome 
would be worse.

https://voxeu.org/article/cost-resolving-crisis-lessons-35-years-crises
http://www.pbs.org/wnet/need-to-know/economy/the-true-cost-of-the-bank-bailout/3309/
https://www.washingtonpost.com/news/monkey-cage/wp/2016/03/29/how-wall-street-became-a-big-chunk-of-the-u-s-economy-and-when-the-democrats-signed-on/?noredirect=on&utm_term=.8affcf767934
https://www.reuters.com/article/us-usa-banks-lobbying/banks-spent-record-amounts-on-lobbying-in-recent-election-idUSKBN16F26P
https://lobbyfacts.eu/articles/08-03-2016/finance-dominates-uk-lobbyists-operating-brussels-bubble
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western governMents: A CruMblIng 
polItICAl InfrAstruCture

Law has become a business. Health care has become a 
business. Unfortunately, politics has also become a business. 
That really undermines society. (Soros)

High levels of economic inequality lead to imbalances in political 
power as those at the top use their economic weight to shape our 
politics in ways that give them more economic power. (Stiglitz)

The tyranny of a prince in an oligarchy is not so dangerous to 
the public welfare as the apathy of a citizen in a democracy. 
(Montesquieu)

ELECTION COSTS ARE INCREASING, POLITICIANS’ PAY IS LOW . THIS 
RESULTS IN THE BEST PEOPLE NO LONGER LOOKING TO RUN THE 
STATE . THOSE WHO DO ARE SUBJECT TO SOFT CORRUPTION AND 
LOBBYING . COMPANIES INVEST IN POLITICAL CAPITAL TO TILT THE 
RULES IN THEIR FAVOR TO THE DETRIMENTS OF THE MAJORITY

Why have governments not stepped up to properly address the trends that 
are crushing their constituents? Unfortunately, the quality of the people 
leading governments really has declined over the past 50 years, for reasons 
that can be well documented. And the incentives facing those who remain 
in the halls of power have become more perverse. Political maintenance 
costs are up, rewards for political participation are lower, and the eroding 
power of soft corruption has become pervasive. In other words, just like 
our bridges, our political infrastructure is crumbling.

polItICs: expensIve but not fInAnCIAlly rewArdIng
The election process, the maintenance exercise of democracy in Western 
countries, is steadily becoming costlier. This increase reflects at least in part 
the growth of voting populations and the economy.49 As a result of this 
increased cost, more stringent limits on election spending are generally 

49  Aggregate election costs have gone up, but, normalizing for population and economic 
growth, it has been argued that some elections, such as the parliamentary election costs 
in the U.K., have been stable, and the presidential elections in the U.S. only somewhat 
more expensive.

https://www.pbs.org/wgbh/pages/frontline/shows/crash/interviews/soros.html
https://www.rollingstone.com/politics/politics-news/the-price-of-inequality-interview-with-joseph-e-stiglitz-51549/
https://socialsciences.mcmaster.ca/econ/ugcm/3ll3/montesquieu/spiritoflaws.pdf
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imposed, especially in Europe, leading to more controlled political elec-
tions expenditures.50 In absolute terms however, getting elected has clearly 
been an increasingly expensive affair, an arms race of spending in extensive 
marketing campaigns. (NPR)

Nevertheless, while the cost of getting elected has tended to increase, the 
pay of elected and high-level officials has remained more or less stagnant. 
Members of Congress earn less today in constant dollars than they did in 
the ’90s. In the U.K., an MP is now getting about 2.5 times the median 
wage, a multiple that has collapsed since the ’70s. In sum, not only are 
politicians not well paid, but their pay has deteriorated, while the cost of 
getting elected has increased with the size of the economy.

If you pAy peAnuts, you get Monkeys?
At first glance, of course, this could seem like a positive development, as 
politicians’ wages are, after all, a cost to taxpayers. But this could hardly 
be more wrong. If the cost of getting elected has steadily gone up, and the 
reward has remained stable at best, the incentives for bright young minds 

50  As an illustration, Emanuel Macron spent about $20 million to get elected in 2017, 
slightly outspending Marine Le Pen, while Donald Trump spent $400 million, outspent 
nearly two to one by Hillary Clinton. “Reweighting” Macron’s spending to take into 
account the smaller French economy (19 trillion to 2.5 trillion), one obtains an election 
cost for Macron of about $150 million. (Washington Post)

FIGURE 3.32 – U.S. cONGRESS ElEcTION cOST OVER TImE, U.S.

(brookings)

Table 3-1

Nominal 
Dollars

2016
Dollars

Nominal 
Dollars

2016
Dollars

2016 1,516,021 1,516,021 10,464,068 10,464,068
2014 1,466,533 1,486,795 9,655,660 9,789,066
2012 1,596,953 1,669,382 10,351,556 10,821,044
2010 1,434,760 1,579,196 8,993,945 9,899,359
2008 1,362,239 1,518,564 7,101,029 7,915,916
2006 1,259,791 1,499,795 8,835,416 10,518,659
2004 1,038,391 1,319,328 7,183,825 9,127,413
2002 911,644 1,216,237 3,728,644 4,974,434
2000 845,907 1,178,999 7,198,423 a 10,032,938
1998 677,807 998,027 4,655,806 6,855,374
1996 686,198 1,049,664 3,921,653 5,998,879
1994 541,121 876,335 4,488,195 7,268,544
1992 556,475 951,945 3,353,115 5,736,073
1990 423,245 777,213 3,298,324 6,056,778
1988 400,386 812,303 3,746,225 7,600,340
1986 359,577 787,418 3,067,559 6,717,478

The Cost of Winning an Election, 1986-2016 (in nominal 
and 2016 dollars)

House Winners Senate Winners

https://www.brookings.edu/VitalStats 1

https://www.npr.org/sections/itsallpolitics/2015/08/19/432759311/2016-campaign-tv-ad-spending
https://www.washingtonpost.com/news/wonk/wp/2017/04/14/somebody-just-put-a-price-tag-on-the-2016-election-its-a-doozy
https://www.brookings.edu/wp-content/uploads/2017/01/vitalstats_ch3_tbl1.pdf
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FIGURE 3.34 – FUNDING ElEcTION SOURcES, U.S.

FIGURE 3.33 – lObbYING VS cONGRESS SAlARIES, U.S.

(center for responsive politics)

(wAshington post)

entering politics have deteriorated. This help explains what has been hap-
pening in the Western world.

First, honest and qualified people who would have pursued civil service 
and politics in the past no longer do so, for the costs of political life have 
ballooned, while the rewards have remained paltry, especially compared 
to the skyrocketing compensation elites can receive for their skills in the 
private sector. You’re not just imagining it: The politicians really have 

https://www.opensecrets.org/resources/dollarocracy/04.php
https://www.washingtonpost.com/news/the-fix/wp/2015/04/21/why-more-money-is-spent-on-lobbyists-than-on-congress/
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FIGURE 3.36 – U.S. cONGRESS mEmbERS REAl WAGE OVER TImE

FIGURE 3.35 – lObbYING PER SEcTOR

(vox, 2014)

Lobbying spending by sector 1998-2014

(congressionAl reseArch service)

gotten worse. Essentially, a brain drain from the civil sector to the private 
sector has taken place.

Second, because of this vacuum, careers in civil service and runs for office 
are becoming options that are often only feasible for those who already come 
from wealth. Not having to carry the debt of student loans or mortgage and 

https://www.vox.com/2014/7/30/5949581/money-in-politics-charts-explain
https://fas.org/sgp/crs/misc/97-1011.pdf
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FIGURE 3.37 – mPS REAl WAGE OVER TImE, U.k.

(independent pArliAMentAry stAndArds Authority)

mPs’ annual pay as multiple of Uk average earnings 1911-2011

health care bills, they can contend with the low income and, in the case of 
elected office, poor job security, that these positions offer. The compound-
ed effect is that overwhelmingly people in politics and the highest level of 
civil service come from wealthy, or wealthier than average, backgrounds, 
whatever their abilities. The average wealth of a U.S. House representative 
is $8 million, or over 100 times the median wage. (Legbranch)

It is not necessarily a bad thing, far from it, that some of our politicians 
had been successful business people that no longer need an income and 
are ready to spend part of their time in government. They not only bring 
skills and experience, but a private sector perspective that can be extremely 
useful. But this raises the issue of over-representation of the wealthiest in 
making decisions that affect us all and are not of an economic nature. It 
also raises fears that government leaders, even if only because of training 
and background, will favor some special interest. For instance, in the U.S., 
recent Treasury secretaries have overwhelmingly been career bankers.

soft legAl CorruptIon
Worst of all, because the cost of getting elected is so high, and the income 
comparatively low, this has also encouraged several forms of soft corruption. 
The amount of time and money spent by lobbyists on elections through 
various contributions to campaign funds has steadily increased all over 
the Western world.

There is also the well-known, and growing, problem of “revolving door” 
soft corruption. Politicians and regulators who are friendly to industry can 
expect a “golden parachute” exit when their time in government is up, landing 

https://www.theipsa.org.uk/media/1414/mps-pay-and-pensions-a-new-package-july-2013-final.pdf
https://www.legbranch.org/2017-9-29-how-wealthy-are-our-representatives
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FIGURE 3.38 – SOURcE OF cOmPANIES INcREASE IN PROFITS

(hArvArd business review)

plumb private sector gigs doled out by the people they had been charged 
with overseeing. We have seen politicians receiving board memberships, 
million dollar conference appearance fees, inflated “book deals,” or massive 
contributions to the “charities” and “foundations” they run as arms of their 
political empires. In the case of Bill and Hillary Clinton, they have profited 
from all of the above (Forbes). This is legal, and may very well have been 
done in good faith, but it creates the wrong incentives for the next generation 
of politicians at the helm of the state. (Financial Times)

It is by no means an exclusively American phenomenon. Is it normal 
that a former deputy prime minister of the UK government is hired, no 
doubt on very favorable terms, by Facebook to defend it and interact with 
governments?51 What kind of message does this send to today’s ministers 
charged with overseeing Facebook in the face of recent scandals? This is 
unfortunately just one recent burial in the graveyard of political integrity. 
The examples of this custom are all too numerous, ranging from Tony Blair’s 
paid appearances,52 to David Cameron receiving Chinese money for his 
investment funds, to the Clinton Foundation’s large corporate and foreign 
government donations, to the former head of the European Commission 
51  Facebook hired former deputy prime minister Sir Nick Clegg as vice-president of global 
affairs and communications in October 2018 (BBC).
52  It was reported that Mr Blair commanded a fee of as much as £250,000 for private 
speeches and appearances. (Telegraph)

https://hbr.org/2016/05/lobbyists-are-behind-the-rise-in-corporate-profits
https://www.forbes.com/sites/danalexander/2016/11/08/how-bill-house-hillary-clinton-made-240-million-how-much-earnings-rich-white
https://www.ft.com/content/38f96af2-277d-11e8-9274-2b13fccdc744
https://www.bbc.com/news/technology-45913587
https://www.telegraph.co.uk/news/politics/tony-blair/10551183/Tony-Blairs-fortune-boosted-13m-by-bumper-year.html
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FIGURE 3.39 – lObbYING ExPENSES OVER TImE, U.S.

(center for responsive politics)

taking a job at Goldman Sachs.53 The list is large and includes all party 
affiliations. All of this is legal and may well be justified. Yet each time it 
happens, the confidence of the public in the system is a little more shaken, 
and each time the system reveals itself to be slightly more compromised, 
a bit more tilted. While an accounting of the numbers involved is hard 
to come by, the intensification of soft corruption is unfortunately clear.

Over-extended monopolies and special interests actively seek state pro-
tection and lobby to prevent state interference. To do this, they invest in 
“political capital.”

Indeed, recent studies have estimated that the increase in operating mar-
gins for U.S. corporations for the last four to five decades from lobbying and 
regulation has been over 1%, a rate which is several times greater than the 

53  The appointment of former EU Commission President, Mr José Manuel Barroso, as 
non-executive chairman of international operations of and adviser to Goldman Sachs 
was criticised by the European ombudsman which acts as the EU’s public administration 
watchdog. (Guardian)

https://www.opensecrets.org/lobby/
https://www.theguardian.com/world/2018/mar/15/european-commission-rebuked-jose-manuel-barroso-ex-chiefs-goldman-sachs-job


I was first introduced to the notion of 
political capital while a researcher at the 
University of Tokyo. One of my lab re-
searchers was a bright Harvard PhD 
student. Studying why companies were 
making donations to political parties and 
individuals, he had documented, in Japan 
and the U.S., that this was indeed a prof-
itable investment for companies to make. 
An investment whose effect on the bottom 
line over the long term could be favorably 
compared to marketing or research.

returns those firms see on R&D. 
Lobbying, open and less open, 
has become big business all over. 
Consider, for instance, that it is 
estimated that the European 
Commission, with a staff of 
about 31,000 civil servants, is 
being lobbied by no less than 
30,000 lobbyists in Brussels.54 
That is a one-to-one ratio, i.e., 
that for each civil servant whose 
job is to design, implement, and 

control the rules of the game, there is one person whose only job is to in-
fluence the process in favor of private special interests. It is estimated that 
75% of European laws are influenced by lobbyists. Lobbying to inform and 
to represent interests, including corporate interests, is legitimate. But if the 
number of lobbyists exceeds the staff looking at the issue, if the political 
apparatus has to rely on lobbyists to gather the necessary information, this 
becomes an issue, even if there is no undue influence.

Investment in political capital is both legal and rewarding for private 
corporations. But there is a big difference between investing in political 
capital and investing in R&D or brand equity or human capital. Ultimately, 
the gains to private firms from investing in political capital are private 
gains, which more often than not, will come at the expense of the public, 
directly or indirectly.

In effect, what has happened is a progressive but certain deterioration 
of the ‘upper’ civil service, no longer recognized nor properly financed, 
a steady increase in political appointees with an agenda at its head and an 
auctioning off of influence in the political process, with various groups 
buying political capital through various elaborate strategies. This goes a long 
way in explaining the structural deficiencies that have made governments 
increasingly unable, or perhaps unwilling, to address the needs of substan-
tial majorities of their constituents in recent decades.

54  Similarly, the U.S. House has about 8,000 staffers while there were about 12,000 lob-
byists registered in 2014. (Washington Post)

https://www.washingtonpost.com/news/the-fix/wp/2015/04/21/why-more-money-is-spent-on-lobbyists-than-on-congress
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eConoMIC CyCle
It is by no means farfetched or paradoxical to say that progress 
destabilizes the economic world, or that it is by virtue of its 
mechanism a cyclical process. (Schumpeter)

… Joseph Schumpeter thought inevitable and even beneficial what 
he called ‘creative destruction’ – the cyclical process by which the 
system eliminates the people and institutions which are mentally 
too vulnerable for useful economic service. Unfortunately, 
the process has larger and less benign effects, including the 
possibility of painful recession or depression. (Galbraith)

THE ECONOMIC CYCLE IS AN ESSENTIAL SELF-REGULATION 
MECHANISM . GOVERNMENTS HAVE TRIED TO AVOID THEM TO 
DIMINISH POLITICAL STRESS . AVOIDANCE WAS EVEN MORE 
NECESSARY GIVEN THE STRUCTURAL POLICES AGAINST THE MAJORITY

the eConoMIC CyCle: 
growth stress And restruCturIng pAIn
The start of an economic cycle can be triggered by a number of factors. 
Typically, a new source of demand will appear. It could be from a new 
market that opens up, new demand by the government, reinvigorated 
consumers who have cleared their balance sheets and are clearing existing 
stocks, or the aggregation of inventions enabling an innovation that can 
then be diffused, and for which an untapped demand appears.

As companies respond to the new demand, they start ramping up pro-
duction and investment, employing more people. If the people cannot 
be replaced by machines or acceptable imports, labor becomes a scarcer 
resource. Wages start going up, and companies, trying to preserve profits, 
start raising the prices charged to consumers. This triggers inflation. At 
that point interest rates may be increased to make money scarcer and slow 
an “overheating” economy. In that case, consumers reduce their demand, 
stocks begin piling up, and the weakest companies are pushed into restruc-
turing of some kind, in turn pushing some of their workers to leave for 
better paying jobs or even into unemployment.

This brief overview of how an economic cycle typically would work 
contains several important lessons. First, the business cycle is inherently 
a path to growth, for it allows for the reallocation of resources, human and 

https://www.dallasfed.org/~/media/documents/research/ei/ei0103.pdf
https://en.wikiquote.org/wiki/Creative_destruction
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financial, across sectors and companies. The second is that this process is 
by its very nature painful. The growth phase will involve much stress as all 
resources will be used at their maximum capacity, while the restructuring 
phase implies job losses.

The impact of the economic cycle on company restructuring is so profound 
that for a long time the best indicator of the downturn in economic activity 
was the credit spread, i.e., the extra margin of interest rate to be paid on loans 

FIGURE 4.1 – hIGh YIElD SPREAD AND ThE bUSINESS cYclE

(blooMberg, st louis federAl reserve)

FIGURE 4.2 – YIElD cURVE AND ThE bUSINESS cYclE

(federAl reserve bAnk of st louis, 2018)

https://jeroenbloklandblog.com/2016/02/10/13-recession-charts/comment-page-1/
https://research.stlouisfed.org/publications/economic-synopses/2018/06/01/recession-signals-the-yield-curve-vs-unemployment-rate-troughs
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to riskier companies.55 While other economic indicators may be lagging or take 
a while to become available, the market price for lending to companies that may 
fail is available in real-time on trading screens. It reflects the very nature of the 
business cycle, which is the restructuring and end of companies and activities 
that no longer make sense in the great reshuffling of resource allocation.

reduCIng the pAIn, At Any Cost?
It is natural, and an important object of political and economic policy, to 
try to make the adjustment pains along the economic cycle less painful. 
This can be done in many ways, such as the creation of a social safety net 
or retraining programs that will provide for laid-off workers and prepare 
them for being rehired during the next cycle, possibly in another industry. 
The government can postpone some investment during the “good years” in 
order to create additional demand during the “bad years,” creating bursts of 
activity in some sectors that will help limit the downward pressure on the 
overall economy by sustaining activity. Automatic stabilizers can be created, 
such as progressive tax mechanisms that lead to lower levels of government 
intake during bad years and higher intake during good years.

However, there is an inherent problem with trying to alleviate the pain 
of the economic cycle. Reducing the pain may change economic actors’ 
behaviors as well as disincentivize necessary restructuring. If companies 
were to know that they would be bailed out by government, say, they 
would take on much more risk. This is typical of banks that, because of 
their importance to the economy as a whole, have over the cycles con-
sistently increased their leverage, possibly displaying a well-tuned moral 
hazard strategy based on government bailouts.56 Since the last financial 
crisis, this has been commonly referred to as the “too big to fail” problem. 
Similarly, non-portable unemployment insurance benefits may prevent 
employees from pro-actively looking for safer companies to work for if the 
jobs are located in other states, or otherwise reduce geographic mobility.

Indeed, monetary policy has become so entrenched that financial sig-
nals have been altered. Consider the “yield curve,” the representation of 

55  This is why the riskier bond issuers are called ‘high yield’ in the financial markets, as 
they have to pay more to compensate for the extra-risk and the associated defaults.
56  To balance these, regulatory requirements are put in place, forcing the bank to al-
legedly hold sufficient capital to cover the whole cycle. Banks however have a success-
ful record, through off-balance sheets, derivatives or other means to circumvent these 
measures. Yet higher level of equity in the financial system has strong social benefits 
which, when accounted for together with other effects, make this equity relatively in-
expensive. (Admati)

https://www.parisschoolofeconomics.eu/docs/guesnerie-roger/admati-demarzo-hellwig-pfleiderer2011.pdf
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interest paid by governments relative to the duration of the borrowing. 
It is typically and logically an upward curve, as one pays more to borrow 
longer term. But when a recession is coming, investors anticipate that that 
short-term interest rate will go down during the recession. They thus move 
their assets to longer-term maturities. This increased demand for longer 
dated bonds pushes long term interest down, to the point that they yield 
less than short-term interest rates that have not been reduced yet. Once 
the recession hits, the central banks react and cut the short-term interest 
rate, allowing for the yield curve to become positive again. With mone-
tary policy hyperactivity since the ’90s, the inversion of the yield curve 
may have gone from a predominantly concurrent indicator to a leading 
indicator of recession.57 With QE, it has been steadily flatter, even in the 
recovery period.

This is what has been happening over recent economic cycles and down-
turns. The 1998 crisis, beyond Asia, was more or less sidestepped thanks to 
an aggressive monetary policy and lower interest rates. This helped inflate 
the dot com bubble, which burst a few years later; which in turn had to be 
mitigated through renewed monetary easing. The bubble shifted to a new 
asset class yet, bigger than ever, with the lowered interest rate paving the 
way for real estate speculation and the 2008 crisis.

This illustrates that with government debt steadily rising, fiscal policy (the 
use of government spending and receipts) has become less feasible and the 
role of monetary policy (the use of interest rates) in addressing economic 
crises has become steadily more important.58 This in turns leads to higher 
risk-taking, more asset bubbles and more extreme monetary policy, culmi-
nating with the QE experiment. This increasingly risky intervention has 
enormous side effects. It triggers asset inflation and exacerbates inequality. 
It also encourages financial speculation and moral hazard. And it prevents 
the normal reallocation of resources during a recession from taking place.59

57  The market increasingly anticipates the lowering of interest rates in the normal course 
of events, incorporating its anticipation of an aggressive monetary policy response. (Federal 
Reserve Bank of New York). The expectation of these rate changes seems to have become 
increasingly early as monetary policy has become more aggressive and more used relative 
to fiscal policy. In the last recession the yield inverted 16 months in advance, compared 
to an average of 10 months, the earliest on record.
58  The trend is for the fiscal policy stimulus to become less important, as the margin of 
movement of the government is reduced through automatic spending as well as contin-
uous deficit.
59  The more aggressive the counterbalancing policy to alleviate a recession, the more it can 
be and is expected by market participants, the less likely is the restructuring of industries 
and economic activity to take place.

https://www.newyorkfed.org/research/capital_markets/ycfaq.html#Q2
https://www.newyorkfed.org/research/capital_markets/ycfaq.html#Q2


Why this constant urge to intervene? In large part this happens because 
the business cycle does not follow the set rhythm of election cycles, and 
political leaders prefer offering inadequate short-term band-aids to painful 
but necessary fixes that voters may punish them for. But this meddling for 
short-term political gains comes with long-term economic costs.

Ultimately, the next crisis appears to always be worse, because the pain 
from the last crisis has been anesthetized rather than the underlying illness 
dealt with. Western societies have, in effect, become addicted to economic 
pain-killers. The longer we tolerate this addiction, the harsher the even-
tual withdrawal is going to be – that is if the addiction doesn’t kill these 
societies first.
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fIsCAl polICy
And to preserve their independence, we must not let our rulers 
load us with perpetual debt. (Jefferson)

My advice would be, as you consider fiscal policies, to keep in 
mind and look carefully at the impact those policies are likely 
to have on the economy’s productive capacity, on productivity 
growth, and to the maximum extent possible, choose policies 
that would improve that long-run growth and productivity 
outlook. (Yellen)

The Keynesian idea is once again accepted that fiscal policy and 
deficit spending have a major role to play in guiding a market 
economy. (Samuelson)

The spirit of a people, its cultural level, its social structure, the 
deeds its policy may prepare – all this and more is written in its 
fiscal history, stripped of all phrases. He who knows how to listen 
to its message here discerns the thunder of world history more 
clearly than anywhere else. (Schumpeter)

FISCAL POLICY IS A KEY POLICY TOOL . WESTERN GOVERNMENTS 
HAVE INCREASED SOCIAL SPENDING TO UNPRECEDENTED LEVELS . 
THEY HAD TO HIDE THE PAIN CAUSED BY WRONG STRUCTURAL 
POLICIES . THIS HAS RESULTED IN HIGH TAX ON MIDDLE CLASS 
INCOME . WHICH IS AND WAS HIGHLY DETRIMENTAL . BUT THAT 
WAS NOT SUFFICIENT AND LED TO HIGH DEBT . TO THE POINT THAT 
THERE IS SEEMINGLY NO POSSIBLE FISCAL POLICY LEFT

Western governments, by and large, have used and abused fiscal policy 
since the 1970s. State spending has ballooned. Rather than investing in 
infrastructure, education, or research, these spending increases have gone 
mostly to social spending, which has provided short-term relief for put-up-
on majorities while compounding their long-term problems.

This spending was financed in part by raising taxes on work and con-
sumption, which disproportionately fell upon the working and middle 
classes even as taxes on the wealthy and corporations stagnated or declined. 
These poorly designed changes to the tax system made marginal labor ac-
tivities economically unviable, pushing up unemployment, which in turn 
necessitated more social spending.

http://tjrs.monticello.org/letter/1383
https://www.wsj.com/livecoverage/janet-yellen-congress-jec-november-2016
https://www.forbes.com/2009/02/19/milton-friedman-keynes-opinions-columnists_paul_samuelson.html#5562da807e24
https://books.google.com.sg/books?id=t61SJFv39XcC&pg=PA101&lpg=PA101&dq=The+spirit+of+a+people,+its+cultural+level,+its+social+structure,+the+deeds+its+policy+may+prepare+%E2%80%93+all+this+and+more+is+written+in+its+fiscal+history,+stripped+of+all+phrase
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What wasn’t financed with taxes was financed with debt. Rather than 
pay down debt when economies were booming, Western governments have 
allowed ever larger debts to accumulate over several business cycles. Debt 
levels are now so high that these governments have essentially exhausted 
their abilities to enact fiscal policy. As we saw with the last financial crisis, 
the burden of bailing out an economic system in crisis fell on the shoul-
ders of monetary policy, which has now become the only game in town. 
This, to say the least, does not bode well for the West’s prospects of facing 
down its next crisis.

fIsCAl polICy In theory
Fiscal policy, how the state collects and spends money, should be guided by 
a relatively simple set of principles. The state should collect the revenues it 
needs with parsimony, trying not to overburden the population, economy, 
or taxpayers. It should do so in the least harmful way, to avoid interfering 
with or disrupting the economy. It should do this in an equitable way, 
avoiding taxes on those who cannot pay, and making a distinction between 
revenues that have been earned with hard work and those that have not. 
These revenues should first be used primarily to pay for the core functions 
of the state, the backbone of our society, including the administration of 
justice, policing, and defense. It should then be used for investing in the 
economy of the future along the sort of long-term time horizon that only 
the government of a nation can have. This means funding education, re-
search, and infrastructure. Finally, fiscal policy should support the most 
vulnerable citizens, providing a safety net in case individuals face temporary 
downfalls or long-term incapacitation.

Counter-cyclical fiscal policy can and should also be used to lessen the 
impact of recessions, though not to eliminate them altogether. But budget 
deficits should not, over the economic cycle, be allowed to surpass net in-
vestment. Doing so would create a debt that would not pay for itself and 
would redistribute wealth upwards, as wealthy bondholders profit from 
the interest paid by all taxpayers.

fIsCAl polICy: the reAlIty
While these principles sound simple enough, in reality fiscal policy has 
departed starkly from them since the first oil crisis in the 1970s.

In their willingness to smooth over business cycles and their efforts to 
“buy votes” with government handouts, Western nations have increased 
their budget deficits over the past four decades. Decreasing inflation made 
debt financing seem less costly as deficits piled up. The deficits, which 
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allowed governments to achieve a Keynesian juicing of their economies, 
alleviating the pain of the structural changes we have been looking at, 
gradually increased the national debt as a percentage of GDP. In advanced 
economies, national debt grew from below 40% of GDP in the 1970s to 
above 100% of GDP in recent years60.

While the beneficial impact of fiscal stimulus to dampen the excesses 
of the business cycle cannot be denied, neither can the fact that constant 
deficits create mountains of debt. The deficits, rather than being employed 
on an exceptional basis at the bottom of the cycle have become structural 
in nature, occurring throughout the economic cycle. Western countries 
are rarely in budget surplus and thus end up building debt over the cycle.
The increase of the debt-to-GDP ratio is a fundamentally negative devel-
opment for the lower and middle classes. The debt acts as a transfer of 
wealth from average taxpayers to the better off. The mechanism of this 
wealth transfer is relatively simple, as the interest paid to finance payment 
to the bond holders is funded by the general budget. Thus, bondholders, 
by definition people with savings, receive payments financed by the tax 
collected from the general population. Effectively, the debt sucks in a per-
centage of income revenues and spits it back out to wealthy savers in the 
form of interest payments.

The impact of the deterioration of fiscal policy has been blunted by 
quantitative easing, so we do not yet fully feel it. The massive acquisition 
60  This is the political economy analogy of the forest fire syndrome – stop small fires and 
you have to deal with major belated and unexpected conflagrations, the natural course of 
events returning with a vengeance, as in California recently.

FIGURE 4.3 – PUblIc DEbT AS % GDP, 1880 TO 2015

(iMf)

https://www.iiw.uni-bonn.de/en/fiscal-risk-conference-2017/frc2017/c.-mulas-granados
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FIGURE 4.4 – NATIONAl DEbT INTEREST PAYmENT AS % GDP OVER TImE

(oecd)

FIGURE 4.5 – FEDERAl SPENDING VS REVENUE OVER TImE, U.S.

(office of MAnAgeMent And budget)

of government bonds by the central banks has pushed interest rates down. 
That has translated, despite a higher national debt, in lower interest rate 
payments. The U.S. federal spending on the national debt interest pay-
ments, as a percentage of federal spending, has, for instance, dropped from 
about 20% in the ’90s to 10% today. Nonetheless, because of the rise of 
the aggregate debt, interest payments on national debt represented about 
2% of GDP for the advanced economies. If central banks halt or reverse 

https://www.economicshelp.org/blog/5866/economics/debt-interest-payments-as-a-of-gdp-and-tax/
https://www.whitehouse.gov/wp-content/uploads/2019/03/hist01z2-fy2020.xlsx
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FIGURE 4.6 – OEcD DEFIcIT AS % GDP IN 2017

(oecd)

FIGURE 4.7 – GOVERNmENT SPENDING AS % GDP OVER TImE

(ourworldindAtA org)

https://data.oecd.org/gga/general-government-deficit.htm#indicator-chart
https://ourworldindata.org/government-spending
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QE, interest rates would increase substantially and interest payment as 
a percentage of the economy would shoot up like never before. In effect, 
QE is allowing us to temporarily deny the reality of the debt until QE is 
resolved, either by cancellation of the debt acquired by the central banks 
or in some other way.

Over the last century, government expenditures as a proportion of the 
economy have steadily risen alongside the rise of economic progress and 
democracy, reflecting higher demands on the government as well as a central 
role for the state in promoting economic development and social cohesion. 
The level of government spending as a percentage of GDP has always varied 
somewhat within the Western world.

In the ’70s, government spending as a percentage of GDP in the OECD 
ranged from 20% in Japan to 35% in the UK, levels at which they had 
been fairly stable since the end of World War II. After the ’70s and the 
oil shock, however, government spending as a proportion of the economy 
increased steadily in all industrial countries. While these figures continue 
to fluctuate, they are now generally in a range of 35% to over 50% of 
GDP, with France being the largest spender among the G7.61 The U.S. is 
at the lower end of the range with total spending (local, state, and federal) 
hovering between 35% and 40% of GDP in recent years.

61  It is worth noting the recent German exception, where expenditure as a percentage of 
GDP has been decreasing over time for a bit more than a decade.

FIGURE 4.8 – GOVERNmENT SPENDING AS % GDP 2016

(oecd)

https://data.oecd.org/gga/general-government-deficit.htm
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These are increasingly unsustainable numbers. This spending62 has to 
be financed by taxes, increased debt, or debt financing63. Not only does 
over-taxing or racking up debt damage the economy, and, potentially, so-
cial cohesion, it also means that in times of crisis the ability of the state to 
swoop in and prop up the economy has deteriorated as states are already 
overextended. In effect, too much government spending on a permanent 
basis reduces the ability of the state to pursue an active, counter-cyclical 
fiscal policy.

spendIng
Fiscal policy is not simply the net increase or decrease in deficits and debt. 
The form of government spending and the taxes levied to finance it are 
equally important. For instance, if deficit spending is used to finance long 
term investments that would improve the economy over the long term; it 
may benefit wealthy bond holders but it would benefit society as a whole 
even more. It would thus be a win-win. This is often referred as the golden 
rule. A country can run a deficit provided that the deficit is invested in 
long-term projects, such as infrastructure. In today’s knowledge economy, 
one could argue that research and development or education should be 
included in that category. That is not what has been happening.

socIAL sPENDING cRoWDs ouT sTATE INvEsTmENT
For all the manifold reasons discussed in previous chapters, populist resent-
ment has been steadily building for decades. Elites, seeking to prolong the 
status quo as long as possible, have resorted to a time-honored solution: 
disbursements from the public treasury to pay for the temporary mollifi-
cation and distraction of the downtrodden masses. The ancient Romans 
called this “bread and circuses.” We call it social spending. While it has 
the benefit of relieving short-term political pressures, it fails to address 
underlying structural problems and, in fact, exacerbates them.

This spending now accounts for a majority of national budgets in de-
veloped countries, accounting for over 20% of GDP in the OECD as 

62  Consider that the metric used here is GDP rather than GNP. This means that the 
amortization of capital investment is not included as an expense. If the amortization of 
capital was included, reflecting ‘real life’, the percentage would be even higher.
63  Debt financing relates to the state using its monopoly of currency issuance to pur-
chase or finance the deficit it is running. This is a use of seigniorage rights, has long been 
believed to fuel inflation, and is de facto a form of taxation. As an extension, Modern 
Monetary Theory argues that the level of unemployment in the economy is, in fact, the 
result of deliberate money supply restriction by the state, which holds a monopoly on 
currency issuance.
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FIGURE 4.9 – PUblIc SOcIAl SPENDING AS % GDP

(ourworldindAtA)

FIGURE 4.10 – FEDERAl SPENDING bY cATEGORY

(heritAge foundAtion)

https://ourworldindata.org/grapher/social-spending-oecd-longrun
https://www.heritage.org/budget-and-spending/report/federal-spending-the-numbers-2012
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a whole. By comparison, state spending on education, research and infra-
structure, which one could consider investments in the future, represents 
less than 10% % of GDP64 in OECD member states. In other words, 
OECD governments spend more than twice as much on short term social 
consumption as they spend on investment. Fifty years ago, these figures 
were roughly equal.

The largest component of social spending is pension payments, which 
have been steadily rising with the aging of the population. But when you 
consider the demographic implications, the opposite policy choice should 
have taken place. Governments, rather than decreasing investments to pay 
for increasing pensions outlays, should have encouraged investments that 
would later have paid for increased retirement spending.

The OECD governments should have, but did not, increase investment 
in anticipation of the demographic change that is now belatedly setting 
in. Fundamentally, aging populations imply that fewer workers have to 
support more retirees, which can only be done by being more productive, 
which requires investment. This is typical of the lack of long-term vision 
in Western governments that have gotten used to buying votes (using bor-
rowed money) rather than earning popular support via good governance.

ENTITLEmENT sPENDING
The largest increase in government spending has been on entitlement pro-
grams (health, old age, incapacity-related benefits, family, unemployment, 
64  According to the OECD, Public spending in these categories is approximately as 
follows (in percent of GDP): 4.5% education (2016); 2.337% research (2016); 0.75% 
infrastructure (2014), or a total of roughly 8% GDP.

FIGURE 4.11 – SOcIAl SPENDING AS % GDP 2017

(oecd)

http://www.oecd.org/els/soc/OECD2016-Social-Expenditure-Update.pdf
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and housing), which have increased from about 10% of GDP in the ’70s 
to about 25% of GDP today65.

At first glance, one would assume that higher social spending by 
governments would buy social peace and prevent popular contestation 
of the system by the less well off. This was indeed the case for a long 
time, but government social spending has now reached levels never 
seen before.

It is because the governments were not able or willing to foster housing 
supply, to control monopolies, to restrain immigration and trade with 
low income countries, to control health costs, that they resorted to higher 
social spending instead. But the cost of these increases has become unsus-
tainable. The next time there is a need for a burst of government spending 
to mitigate a recession or address some other crisis, states might not have 
the means to keep the social peace.

65  The largest increase has occurred in Japan (5% GDP to 23%) and the lowest in the 
United States, which, at 12% of GDP to 20% of GDP, is still considerable. But the record 
spenders are France and Italy.

FIGURE 4.12 – SPENDING VS REVENUE bY cATEGORY, U.S.

(oecd)

http://www.oecd.org/els/soc/OECD2016-Social-Expenditure-Update.pdf
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mIssPENDING: THE ExAmPLE oF mAAsTRIcHT TREATy 
INTEREsT REDucTIoN GAINs
If one considers the Maastricht criteria – which set limits on the monetary 
and fiscal policies of EU member states – the evolution of government 
spending is particularly striking. On the surface, these were meant to 
reduce national debts. The deficits may have been reduced, but this was 
achieved by slashing investment while increasing social spending. In 
effect, most southern European countries have followed the opposite of 
the golden rule. Let us call it the “leaden rule” because it has dragged 
these societies down.

Initially, the debt reductions imposed by the Maastricht straitjacket 
led to savings on interest. But governments allocated all of the money 
that was saved on servicing debt, and then some to social spending. 
Infrastructure, education and research budgets were cut. These cuts ag-
gravated the long-term problems of these countries by further reducing 
their long-term competitiveness, creating a vicious cycle. Indeed, the 
reductions in national debt have proven, unsurprisingly, temporary. 
These countries, sapped of human capital and infrastructure, have re-
peatedly failed to bounce back from economic downturns, which have 

FIGURE 4.13 – SOcIAl SPENDING bY cATEGORY, OEcD

(ourworldindAtA)

https://ourworldindata.org/government-spending
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dealt severe blows to their GDPs several times since the Maastricht cri-
teria were adopted.66

According to the European Commission’s database, from 1995 to 
2015, Germany reduced social expenses by 0.5 percent of GDP. In the 
same period, Italy has increased social expenditures by over 6 percent of 
GDP and France by close to 4 percent of GDP. Italy essentially spent all 
of its interest rate savings – and France’s governments a multiple of their 
interest rate savings – on social programs, chief among them pensions 
and health. In 2012, pension expenses accounted for 15.8% of GDP in 
Italy and 13.8% in France, close to double the OECD average of 7.9%. 
(OECD)

This is critical to understanding the current conflict within the 
European central banks. The euro was billed as heralding a new era in 
which Europe’s more profligate members would accept German fiscal 
orthodoxy, enshrined in the Maastricht criteria. The Maastricht strait-
jacket would encourage fiscally prudent behavior while lowered interest 
66  Indeed, the volatility of the economic swings in southern countries has increased (think 
of the 20% GDP drop in Greece), and their long-term economic growth prospects have 
been reduced (Industrial production in Italy all but stagnating for over 20 years).

FIGURE 4.14 – SOcIAl SPENDING VS INTEREST GAINS E.U.

(Author cAlculAtion, dAtA oecd)

http://www.oecd.org/els/soc/OECD2019-Social-Expenditure-Update.pdf
https://data.oecd.org/gga/general-government-spending-by-destination.htm#indicator-chart
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rates would allow for reduced national debts and renewed infrastructure 
investment.

The subsequent drop and convergence in rates brought material sav-
ings for government budgets across the euro zone, including Germany’s. 
Interest payments made by governments dropped across the board, but 
predominantly in southern periphery countries. In Italy it dropped by 
a staggering 7% of GDP67.

In short, European states benefited from a prolonged decline in interest 
payments, only similar in magnitude to what QE has delivered. But while 
these countries were realizing big savings through reduced interest costs, 
they misallocated these savings. In fact, they simultaneously reduced in-
vestment and increased social spending. This was done to meet the budget 
criteria imposed by Maastricht while at the same time providing support 
to citizens as ferocious German competition, no longer stopped by protec-
tive devaluations, pauperized entire regions. This, and the buying of votes 
through handouts at election time.

Having failed to save and invest in the good times, countries were forced 
to borrow even more when the 2008 financial crisis hit. Italian debt-to-
GDP now stands at 130 percent; Portugal’s is similar, and France’s is over 
95 percent. Had it not been for the ECB intervention to massively acquire 
these countries government bonds, interest rates paid on their debt would 
67  For Germany, interest rates dropped from 3.4 percent of GDP 20 years ago to 1.5 per-
cent. French government interest payments dropped by 1.3% to 2% of GDP and Italy’s 
payments fell by a 7 percentage points, from 11.1% of GDP to 4.2%.

FIGURE 4.15 – PUblIc INVESTmENT SINcE mAASTRIchT

(dAniel gros)

https://www.researchgate.net/publication/277236706_Europe_for_Growth_For_a_Radical_Change_in_Financing_the_EU_CEPS_Paperbacks_April_2011/download
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have increased in line with their increased sovereign default risk. De facto, 
these countries no longer have the capacity for an expanded fiscal policy.

EDucATIoN sPENDING
Over the last century, governments’ education spending rose from about 1% 
of GDP to 5-6% of GDP by the 1970s, a level around which it has hovered 
since. The level of tertiary education spending has marginally increased 
from a level of 1.4% of GDP in the ’70s to about 1.6% of GDP today.

A similar story is observable all around the Western world. In the E.U., 
for instance, government spending on educations stands at about 5% of 
GDP on average. Higher education accounted for one-fifth to one-third 
of expenses, or roughly 1.5% of GDP on average. (Eurostat)

According to the OECD, private expenditure increases spending on 
education in the EU by 0.3% of GDP and, in the U.S., by 1.7% of GDP. 
In other words, U.S. universities are mainly funded by private expenditure 
and without it would find themselves in as poor a state as their European 
counterparts. Japan and Korea have similarly high private funding for 
tertiary education, at about 1% of GDP, and total spending on tertiary 
education of 1.5% and 2.3% of GDP respectively.

FIGURE 4.16 – NUmbER OF STUDENTS IN hIGhER EDUcATION

(u s  census)

https://ec.europa.eu/eurostat/statistics-explained/index.php/Government_expenditure_on_education
https://www.census.gov/content/dam/Census/library/publications/2016/demo/p20-578.pdf
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On the surface of it, these figures are comforting, with both the general 
education budget, and higher education budget, stable.

In reality through, a deeper analysis reveals a severe shortfall in high-
er education. Higher education is clearly the most expensive per pupil. 
In the E.U., annual spending on higher education per student is about 
10,000-15,000 euros, with a wide inter-country range. In the U.S., a year 
at university costs between $20,000 at the lower end of public universities 
to about $50,000 at the higher end of private universities.

In fact, in tertiary education, both the cost and the student population 
have exploded in recent decades. In the U.S., between 1970 and today, 
the percentage of people 25-29 years old that have completed a four-
year college education has approximately tripled from 10% to over 30%. 
Indeed, master’s degrees are now as common in the U.S. as bachelor’s 
degrees were at the beginning of the ’70s. In the UK, the equivalent 
figure rose from the mid-teens to 35% in the same period. Similarly, in 
Europe, in 2017, about 40% of 30-to-34-year-olds had completed some 
tertiary education.

FIGURE 4.17 – hIGhER EDUcATION ANNUAl cOST, U.S.

(college boArd)

https://trends.collegeboard.org/sites/default/files/2017-trends-in-college-pricing_0.pdf


184

FI
G

U
RE

 4
.1

8 
– 

PU
bl

Ic
 S

Ec
TO

R:
 T

U
IT

IO
N

 F
EE

 V
S 

lO
A

N
S/

G
RA

N
TS

/S
ch

O
lA

RS
h

IP
S

(o
ec

d)

https://www.oecd-ilibrary.org/docserver/eag-2018-25-en.pdf


185

While the percentage of students in university tripled, the cost of education 
increased even more. Public tuition in the U.S. increased from about $2000 
in the ’70s to just shy of $10,000, adjusted for inflation, today. In the mean-
time, public spending, adjusted for inflation, has been stable, not increasing in 
line with economic growth. Adjusted for inflation, the cost of private tuition 
grew at a rate well above economic growth, from about $12,000 to $40,000.

In Europe, the state is still overwhelmingly “offering” education, but 
not paying for it. This results in low tuition and low public subsidy, with 
students and the state getting exactly what they pay for: little to nothing. 
Poorly financed public universities are unable to maintain research and 
education at an adequate level. This has led to the emergence of private 
higher education.

But this private education is financed by publicly guaranteed loans. In the 
U.S., and to some extent in the U.K., publicly guaranteed loans have de facto 
financed the tuition increases. Because for-profit education is poorly regulated, 
it sometimes leads to scams, with those who graduate from some of the less 
reputable institutions (and many don’t even get that far) often failing to find 
suitable employment. As a result, an ever-higher number of loans go bad, 
leaving the state holding the bag. Having failed to invest, having used badly 
structured financing mechanisms, the government is likely to have to pay an 
even higher bill at the end, but without much of the economic and social 
benefits to society. Meanwhile, an entire generation of students has either not 
gone to a properly funded university or has been saddled with enormous debt.

FIGURE 4.19 – SPENDING ON TERTIARY EDUcATION IN % GDP

(econoMist, 2018)

https://www.economist.com/graphic-detail/2018/09/12/higher-education-spending-is-falling
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INFRAsTRucTuRE sPENDING
Government expenditures, in particular public investment, have been 
crowded out by social spending in all Western countries. Benoit Cœuré, 
a board member of the ECB, summarized it well while visiting the University 
of California, Berkeley: “Public investment, in particular in infrastructure 
and education, […] an additional source of stronger growth of current 
as well as potential output, is also not being accorded much of a role, as 
advanced countries tend to see this as a preferred source for cutting high 
public deficits.” (Cœuré)

But the unfortunate political reality is that infrastructure, no matter how 
critical for the long-term well-being of economies, is the easiest budget 
line to cut as it is only in the long term that the negative consequences will 
be felt. Meanwhile, that extra room in the budget gets spent on programs 
that bring instant gratification.

Since the ’70s, U.S. federal spending on transportation and water in-
frastructure has decreased from 2.5% of GDP to 1.5% of GDP, while 
maintenance budgets have simultaneously fallen. According to Federal 
Reserve figures, net federal government non-defense investment and net 
state and local government investment68 are at their lowest level since 
World War II. They have fallen to a quarter of the level of the early ’70s. 
(Congressional Budget Office)

Similarly, in Europe, governments continue to underinvest in digital 
and transportation infrastructure. The European Investment Bank recently 
reported that government investment remained at a 20-year low of 2.7 
per cent of EU GDP. The larger countries – France, Italy and Germany – 
reduced investments by between 15 to 20 percent over that period. The 
Chief Economist of the EIB concluded: “Much more needs to be done 
to put the issue of infrastructure spending into the political narrative, to 
explain that it’s for the good of the long-term health of the economy.” 
(EIB) (Financial Times)

Indeed, the level of infrastructure spending has been so low that even 
maintenance was not properly funded, leading to a number of mishaps from 
the closing of tunnels in Brussels69, to train accidents, to the collapse of via-
ducts. In Italy alone, 11 bridges and viaducts have collapsed between 2013 
to 2018, causing scores of casualties. Italy is well known for having had to 
limit maintenance of its infrastructure because of budgetary issues (Reuters).

68  As a share of GDP from 1947 to 2013.
69  It was reported that in 2016 alone, more than 200 tunnel closure incidents took place 
in Brussels (New Mobility News)

https://www.ecb.europa.eu/press/key/date/2015/html/sp151121.en.html
https://www.cbo.gov/sites/default/files/114th-congress-2015-2016/reports/49910-infrastructure.pdf
http://www.eib.org/attachments/efs/economic_investment_report_2018_en.pdf
https://www.ft.com/content/51524ab4-cf77-11e7-9dbb-291a884dd8c6
https://www.reuters.com/article/us-italy-motorway-collapse-spending-anal/italy-bridge-collapse-the-financial-facts-behind-the-fury-idUSKBN1L0273
https://newmobility.news/2017/08/25/brussels-tunnels-closed-200-times-last-year
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FIGURE 4.20 – TRANSPORTATION INFRASTRUcTURE SPENDING AS % GDP

(eno center for trAnsportAtion)

FIGURE 4.21 – NET PUblIc INVESTmENT AS % GDP, U.S.

(An econoMic sense)

https://www.enotrans.org/article/70-year-trend-federal-infrastructure-spending/
https://aneconomicsense.org/2014/11/16/already-low-public-investment-has-fallen-sharply-under-obama/
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In the U.S., the Federal Highway Administration estimated in a 2013 
report that 25% of the country’s 600,000 bridges should be replaced or 
profoundly modified.70 The same goes for airports, pipelines, and most 
other categories of critical infrastructure. In fact, the U.S. Society of Civil 
Engineers has given the country’s infrastructure a grade of D+ (ASCE, 2017).

And yet infrastructure investment would more than pay for itself over 
time. An IMF study concluded that in advanced economies, increases in 
infrastructure investment of 1% GDP raises output by 0.4% immediate-
ly and by 1.5% within four years. In a period of anemic demand, this is 
significant. Further, it means that economic output is raised without any 
long-term increase in the debt-to-GDP ratio (IMF).

Whether spent on roads, high-speed rail, or even ensuring that all cit-
izens have fast internet access, government investments would pay off 
handsomely.

deCreAsIng InfrAstruCture InvestMent: 
the belgIAn exAMple
According to a recent report, Belgium’s investment in infrastructure from 
2010 to 2013 was about 0.6% of GDP, a new low. In fact, the country’s 
infrastructure investment has been declining since the 1980’s when it was 
twice its current level.

Belgian infrastructure has been so undermaintained that according to 
the country’s leading newspaper, one out of four kilometers of rail track, 
one electric substation out of five, and half of the railway crossings need to 
be replaced. Meanwhile, 80% of bridge masonry dates back to WWI and 
the average age of tunnels is nearly 90 years old. Recently Brussels tunnels 
had to be closed to traffic for safety reasons after 20 years of non-mainte-
nance, creating massive traffic jams. The National airport was well outside 
Brussels when it was built in the 1940s, but the city has expanded close 
enough to it that it now presents traffic and noise nuisances to residents, 
who can rightfully ask after 70 years why a new airport has not been built 
at a further distance. The European Commission summarized the situation 
simply: ‘substandard infrastructure and lasting bottlenecks that undermine 
productivity growth’. (Le Soir, 2016)

To understand this mess, aggrieved Belgians need look no further than 
fiscal policy. Public investment has been crowded out by bailouts for senile 
industries, debt servicing, and social spending. As the investment budget 

70  Out of 607,000 bridges, 85,000 were found to be functionally inadequate and another 
67,000 structurally deficient.

https://www.infrastructurereportcard.org/americas-grades/
https://www.imf.org/en/News/Articles/2015/09/28/04/53/sores093014a
https://www.lesoir.be/art/1189962/article/economie/2016-04-23/infrastructures-belges-delaissees-par-investissements-publics
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shrank, infrastructure was the first to get cut. The last nails in the coffin 
were the poorly devised budget rules of the Maastricht criteria. Rather than 
a golden rule which would have allowed for financing of projects aimed 
at the future, this approach took a basic accounting view that expenses 
needed to be balanced. It failed to account for the future revenues that 
investment expenses would generate, or indeed the damage to growth that 
slashing investment would cause. As a result, the Belgian government, like 
many in Europe, cut not only investments but also basic maintenance.

Indeed, this was not a unique Belgian, or even European, phenomenon. 
According to the IMF, advanced economies’ public investment decreased 
from 5% of GDP in the ’60s to 3% in 2012. Not surprisingly, reports indi-
cate the quality of their infrastructure has stagnated or deteriorated. (IMF)

Economists like to differentiate between the impact of efficient and inef-
ficient public investments. The former create much more growth, paying 
for themselves and beyond, while the later just add to overcapacity, costing 
more than they yield. The good news is that we have been underinvesting 
for so long that there are now plenty of opportunities to pursue the most 
efficient public investments – to pick the proverbial low-hanging fruits. 
With so much infrastructure so badly needed, there is little risk of wasting 
money on bridges to nowhere.

Given the chaos caused by the crumbling infrastructure, the Belgian 
government is finally moving to restore at least part of it. A new plan for 
repairing the country’s crumbling tunnels over the next 15 years has been 
put forward, which led, in a typically Belgian surrealistic approach, to 
a large celebratory rave party in a newly refurbished tunnel. This is a good 
first step, but it is not nearly enough.

how to tAx, or why It MAtters how you skIn the CAt
Nearly as important as how the money gets spent is how the money was 
collected in the first place. Taxation – state capture of produced income or 
retained wealth – should pursue several objectives. It should be minimally 
disruptive to the economy and it should avoid causing resource misalloca-
tions, or even worse, causing resources to sit idle. It should be an instrument 
for reinforcing other governmental aims, such as breaking monopolies or 
capturing part of “miraculous” windfalls. And it should be socially just, 
promoting a cohesive society where wealth is recognized as legitimate.

In order to respect this broad mandate, one would have to tax “unde-
served” wealth harshly, through taxation on wealth and, in particular, in-
heritances. Gains from rents incurred by virtue of extraordinary situations, 
such as factitious real estate supply shortages, or monopolistic behavior 

https://www.imf.org/external/np/pp/eng/2015/061115.pdf
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in say pharmaceuticals, need to be captured by the community, both as 
a source of income and as a deterrent. Setting customs duties aside, con-
sumption should only be taxed after these other revenue sources have been 
exploited, possibly with a variable rate depending on the damage done to 
the environment (a Pigouvian tax) or the necessity level of some goods 
as opposed to others (i.e., taxing luxury goods at a higher rate than basic 
necessities). Taxation on income should come as a last resort. In particular, 
taxes that make marginally profitable jobs nonviable – causing unemploy-
ment and shadow economy participation – should be avoided at all costs.

Western governments have been falling short of these ideals.
Overall, taxation in the OECD has markedly increased since the ’70s, from 

about 25% of GDP to about 35% of GDP by the late 90’s, a level around which 
it has hovered since then. The greatest increase has occurred in Japan (18% 
of GDP to 30%), and the highest taxing countries in the G7 are France and 
Italy (40-45% of GDP). The U.S. federal government alone has maintained 
a relatively steady taxation level around 25% GDP. (OECD)

A misunderstood aspect of the growing populist dissent is this increased 
taxation, especially on work and means necessary to work, as perhaps best 
illustrated by the Tea Party movement in the U.S. The level of taxation and 
the taxation mix has become steadily more hostile to a middle class striving 
to achieve a higher status through work. This in turn has led to the growth of 
the “shadow” economy as people tried to circumvent an increasingly hostile 
tax environment while their basic expenses increased and wages stagnated.

WEALTH, GIFT, AND EsTATE TAx
While taxation went up, not all forms of taxation increased in the same 
way. Taxation on idle wealth and inheritance, has in practice, if not dis-
appeared, become marginal.

While the “death” tax may appear to be unfair, for gains that were al-
ready taxed get taxed again, it can also be argued to be the fairest tax. The 
estate recipient performed no work that will justify the fact he or she is now 
getting wealthy. Not only does it discourage the recipient from working 
and contributing as aggressively as he or she otherwise would have, it also 
sends a strong signal, particularly with a high income tax, that the system 
is not just unequal but fundamentally unfair. This is particularly the case 
if the creation of new wealth, through income, is severely taxed.

Successive governments have created and enhanced loophole after loop-
hole, which citizens rationally exploit. De facto, despite high headline rates 
and increased wealth concentration, the amount of estate tax collected as 
a percentage of the economy is at historical lows. Wealth taxes as such 

https://data.oecd.org/tax/tax-revenue.htm


193

exist only in a couple of countries, leading to tax arbitrage. It is true that 
wealth taxes generate questions as to the valuation and somewhat inquis-
itive nature of the assessment. That could be addressed by a fixed tax on 
real estate and securities, for instance. But there again, with the notable 
exception of the U.S., taxation on real estate has become largely symbolic. 
The starkest example is given by the UK, where the local councils’ fixed 
real estate taxes have essentially become a poll tax rather than a tax on real 
estate’s value, a practice that has as a side effect the encouraging of a real 
estate bubble. Inheriting in the most valuable part of London has become 
a non-taxable event. Even in the U.S., where real estate taxation is “real” 
and has contributed to maintaining some sense of sanity on real estate 
prices, severe distortions, as introduced by Proposition 1371, exist.

Overall, and incredibly, while both total wealth and real estate values 
have grown by several multiples in the OECD since 1970, total property 
taxation72 has remained steady at around 2% of GDP per year. So rather 
than having a ‘cyclical’ view of property tax, increasing it during bubbles 
to prevent excess, the opposite was, faction effect, done. Meanwhile tax on 
production, particularly social taxes on labor, has risen with devastating 
effects. (Tax Foundation) (OECD)

coRPoRATE TAx
Corporate taxes have fallen in the developed world since 1970, even as 
corporate profits have grown. In the U.S., for instance, from 1970 to 
2015, companies’ after-tax profit as a percentage of GDP increased from 
approximately 5% of GDP to 8.5%. Simultaneously, the intake from cor-
porate taxation dropped from 3.4% of GDP to 1.9%. In other parts of 
the developed world the explosion of corporate profits has offset declining 
corporate tax rates, leading to a marginal increase in total corporate tax 
revenues from 2.2% of GDP in 1970 to 2.8% in 2015. (U.S. Bureau of 
Economic Analysis) (Tax Foundation)

So, on an aggregate basis, while companies’ profits are higher than ever, 
the amount of corporate tax collected as a percentage of the economy is 
closer to historic lows. It would have been normal to expect the opposite, 
that swelling profit would translate into higher relative fiscal contribution, 
but it hasn’t. The beneficiaries have been company owners, that is, the 
wealthiest among us.

71  Proposition 13 resulted in properties transacted long ago paying significantly less tax 
than neighboring properties (California)
72  Including taxes on wealth, transfers of property, etc.

https://taxfoundation.org/estate-and-inheritance-taxes-around-world
https://www.oecd-ilibrary.org/economics/household-financial-assets/indicator/english_7519b9dc-en
https://fred.stlouisfed.org/series/W273RE1A156NBEA
https://fred.stlouisfed.org/series/W273RE1A156NBEA
https://taxfoundation.org/higher-corporate-tax-revenues-lower-tax-rates
https://www.californiataxdata.com/pdf/Prop13.pdf
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TAxEs oN coNsumPTIoN AND WoRk
While tax rates or revenues levied on wealth and corporations have fallen, 
taxes on labor and consumption have grown.

Consumption tax comes in two large categories. Sales tax and Value add-
ed tax (VAT). VAT is more cumbersome to administer, but it has two great 
advantages. First, it does not favor a distribution model by reducing the 
number of transactions along the distribution chain. Second, it acts as a level 
field both in imports and exports by not penalizing domestic companies.

Consumption taxes have grown steadily as a source of government in-
come. In 1965 they accounted for 12% of OECD countries tax revenues, 
compared to over 20% today. Consumption can worsen inequalities as 
consumption is a necessity for all, but for wealthy savers it affects a smaller 
portion of their income. To alleviate this, different range of taxes accord-
ing to the category of goods have sometimes been introduced. (OECD)

More striking have been the tax burdens piled on top of workers, a re-
markable practice for governments that are supposed to be encouraging 
full employment rather than disincentivizing it.

The increase in taxation on individual income has primarily taken place 
through social security taxes on wages. In the OECD, direct taxes on wages 
increased only marginally from 1970 to today, going from slightly over 
9% of GDP to between 10% and 11%. But social security contributions 
nearly doubled from around 5% of GDP to 9%. They account for half 
of the total increase in the taxation during this period. Overall, taxes on 
labor increased by close to 50% from approximately 14% of GDP to 20%.

This increased taxation and emphasis on taxing income, particularly of 
low wages through social security taxes, results from governments that are 
desperate for revenues and prefer to use “hidden” taxes on wages rather than 
increase more visible sources of taxation, even when they are less damaging.

The direct and indirect tax hikes on working people have led to several 
disruptions in the economy. The tax wedge is computed by looking at 
what an individual receives after all taxes, compared to what his employer 
is paying him.

The tax wedge increase has been dramatic, and there have been a number 
of countries where, for an average factory worker, it has reached 50% once 
all taxes and contributions paid by both employer and employee are taken 
into account. In the OECD, the tax wedge for an average single individual 
in 2016 stands just short of 40%, that is that employees get paid about 
two-thirds of what they really cost. In some countries like Belgium, the tax 
wedge is over 50%. Of course, for higher salaries the numbers would be 
considerably higher, but the levels for even low-wage workers are astounding.

https://read.oecd-ilibrary.org/taxation/consumption-tax-trends-2018_ctt-2018-en#page20
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The growth of the tax wedge has contributed to increased unemploy-
ment for the most vulnerable, especially wherever unemployment benefits 
have been generous, as the incentive to work has been diminished through 
state intervention. It has been estimated that an increase in 10% of the tax 
wedge leads to increase in unemployment of 2% of the adult population. 
Labor tax is putting a number of the less skilled in a situation where they 
either become unemployed or unwilling to work, for they are taking home 
barely enough compensation to survive. (Nickell)

Another consequence has been the growth of the undeclared (otherwise 
referred to as non-observable or “shadow”) economy and the do-it-yourself 
economy. By definition, the size of the shadow economy is difficult to es-
timate and a matter of debate. What is clear is that the size of the shadow 
economy in OECD countries today is large.

More important is its evolution. Even in a country as well organized and 
with as strong a sense of duty as Germany, it is estimated that the size of 
the shadow economy has tripled since the ’70s, with the shadow economy 
reaching 17% of GDP and the do-it-yourself economy 5% of GDP by 2005. 
The shadow economy of course includes illegal activity, but also activities 
that have been crowded out from legal reporting because of the high level 
of tax, in particular the tax wedge. The DIY economy is another symptom 
of high taxation, as the high cost of labor induced by the tax wedge pushed 
many consumers to undertake activities they are not qualified for in order 
to avoid the outrageous cost of specialized labor. This phenomenon at least 
partially explains the success of chains like IKEA, which offers consumers 
cheap furniture they must assemble themselves. (Buhn)

The pitfalls of the shadow economy, and its growth in recent decades, 
go well beyond a problem of tax collection. On the one hand it creates 
unfair competition for some of the least productive people in our society 
who remain on the ‘legal side.’ At the same time, it also pushes a large 
number of citizens into illegality, potentially losing all social protection 
in the process. This has been good for the most well-off, who are now 
able to hire nannies and maids at bargain prices without paying taxes and 
without following basic labor laws. But it also creates a class of laborers 
at the margins of society having all but de-officialized some professions. 
Are there really still officially declared maids and nannies in the OECD? 
Clearly a vast majority are undeclared. Many of the citizens have been 
pushed into earning their livings illegally by an oppressive, ill-conceived 
tax system designed to extract from the weakest. This is allegedly done to 
finance social security, but, ironically, it pushes vast numbers of citizens 
into lives of social precariousness.

https://www.cesifo-group.de/DocDL/cesifo1_wp1109.pdf
https://www.cesifo-group.de/DocDL/cesifo1_wp2021.pdf
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FIGURE 4.28 – TAx WEDGE 2018: EmPlOYEE DIREcT cONTRIbUTIONS, OEcD

(oecd)

http://www.oecd.org/tax/tax-policy/taxing-wages-brochure.pdf
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FIGURE 4.29 – TAx WEDGE bREAkDOWN, OEcD

(oecd)

http://www.oecd.org/tax/tax-policy/taxing-wages-brochure.pdf
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THE GovERNmENT REsPoNsE: IGNoRE AND TAx sHIFT
It is relevant again in understanding the populist wave to contrast the in-
creased tax burdens on labor and consumption (from just above 20% of 
GDP in the OCED in 1970 to more than 30% of GDP today) affecting 
the majority, and the decrease in corporate tax alongside stable wealth taxes 
despite higher profits and wealth. It is difficult to avoid the conclusion 
that the majority has been taxed substantially more and owners of capital 
less. Of course, capital being mobile in a globalized world, this may have 
been, if not the only route, certainly the easiest for governments to take 
in order to prevent capital flight.

Some governments are starting to at least alleviate the effect of this taxation 
policy by changing the mix between consumption tax and labor tax. It is still 
taxing the majority, but at least in a less hurtful way. The idea is to shift income 
taxes to sales taxes on goods and services. This is a good idea, for it encour-
ages production over consumption and ‘equalizes’ the cost of producers with 
foreign competitors selling in the developed market but failing to contribute 
to the social protection in these markets. Indeed, a number of projects have 
looked at levying a ‘social VAT’ (value added tax) that would shift the cost of 
social protection contributions entirely to the consumption side.

cAsE sTuDy: jAPAN
In contemplating the end of fiscal policy, it is worth considering the case of 
Japan. Its government has always spent significantly more than it has taken 
in, with deficits of 4-5% of GDP the norm in the ’70s and even during 
the late ’80s bubble (but these were years of higher inflation and higher 

FIGURE 4.30 – ExPENDITURE VS SPENDING AS % GDP, jAPAN

(oecd)

https://www.slideshare.net/oecdeconomy/japan2015revitalisingjapan
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growth, limiting the deficit’s impact on the debt to GDP ratio). Since the 
bursting of the bubble, successive Japanese government have embarked on 
a series of fiscal stimulus programs. Social spending increased from 10% 
of GDP in the early ’90s to 25% today. Part of this has been due to the 
aging of the population, but a large part results from politicians’ efforts to 
ease the pain of the post-bubble meltdown and to ‘buy votes’, for instance 
by providing overgenerous programs to the country’s electorally overrep-
resented countryside.

As a result of additional social spending, the deficit has risen to close to 
10 percent of GDP every year since 2010, and the national debt has risen 
from just above 60% of GDP in 1990 to well over 200% today. Public 
debt interest payments, despite a very low interest rate, represent a quarter 
of the national budget. Health, pension and other social spending repre-
sent another third. After transfers to local government, the central state is 
left with only about a quarter of its total budget to fund all its functions. 
Social spending can no longer keep up, and the poverty rate among the 
working age population has jumped from the low teens to the mid-teens.

the AdjustMent vArIAble: debt
Year after year, from the 1970s to the end of the 20th century, the pressure 
to increase social outlays to compensate for increased pressure on the most 
vulnerable in society has led to tax increases and significant deficits. After 
they reached the maximum tolerable level of labor tax and increased debt 
levels, Western governments started to control spending by the beginning 
of the millennium, only to be pushed back into the red on account of the 
2007-08 financial crisis.

FIGURE 4.31 – SOcIAl SPENDING AS % GDP, jAPAN

(oecd)

https://www.slideshare.net/oecdeconomy/japan2015revitalisingjapan
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As a result, the debt-to-GDP ratio in OECD states has steadily increased, 
except for occasional periods of stagnation. In the U.S., the national debt 
has increased from below 40% of GDP in 1970 to over 100% today, a level 
not seen since World War II.

The increase of the debt-to-GDP ratio has had significant consequences. 
Interest payments, particularly in the ’80s and ’90s, have crowded out states’ 
normal budgets. This has sometimes been formalized through the adoption 
of ill-considered constraints (think of the Maastricht criteria), and sometimes 
just been forced upon states by the markets. In all cases the result has been 
cuts in the wrong kind of spending. It is much easier to cut education and 
infrastructure spending than to say, increase the pension age in line with 
increased life expectancy. But the result has been a corrosion of long-term 
economic growth potential, as well as of the sovereignty of the state.

It is striking that some of the most fragile states in Europe, such as 
Belgium and Italy, are among the most indebted. Given these nations’ 
inherent lack of cohesion, their governments have historically used and 
abused budget deficits to a greater extent than their more unified conti-
nental neighbors. As deficits have accumulated into burdensome debts, 
these states have largely been crippled. This, in turn, has fanned the flames 
of separatist movements, as the wealthiest regions realized they were over-
taxed yet receiving little state investment, or even normal state functions.

FIGURE 4.32 – DEbT TO GDP RATIO OVER TImE, G20

(cepr)

https://voxeu.org/article/century-public-debt-and-what-have-we-learned


Fiscal policy has been so badly abused that states have, in a sense, mis-
managed it out of existence. In effect, the debt-to-GDP ratio, the highest 
since WWII, is so elevated that there is little room to increase deficits. 
Doing so would create a spike in interest rates that would itself generate 
more damage. We already got a glimpse of this brave new world in the last 
crisis, when fiscal policy was abandoned, or rather became conditional to 
monetary financing, and monetary policy become the “only game in town.” 
In the next chapter, we will explore the consequences of this new reality.

FIGURE 4.33 – G7 DEbT lEVElS

(ifsd)

http://www.ifsd.ca/en/blog/last-page-blog/untangling-public-debt
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MonetAry polICy
All money is a matter of belief. (Smith A.)

By a continuing process of inflation, governments can confiscate, 
secretly and unobserved, an important part of the wealth of their 
citizens. (Keynes)

In the economy of the cuckoo people that populate central 
banks, everything is possible. What you have is gigantic bubbles. 
(Faber)

ONCE OUT OF FISCAL POLICY, MONETARY POLICY WAS USED . 
THIS HAS LED TO VERY LOW REAL INTEREST RATES . WHICH HAS 
CREATED MORAL HAZARD AND BUBBLES . AND REPEATED CRISES 
AS THE BUBBLES BURST

In addition to fiscal policy, states exert control over the supply of money 
and the prevailing rate of interest through central banks. For more than 
40 years, central banks in the developed world have made containing in-
flation a top priority, and have largely succeeded. They have been helped 
in this task by globalization, trade, and immigration, all of which have 
helped to keep the prices of consumer goods and services from swelling too 
greatly. But low inflation has had side effects: It benefits wealthy lenders 
at the expense of producers and borrowers, and it has made government 
debts more burdensome, further constraining the capacities of states to 
enact fiscal policy. It is time for the central bankers to reassess the way they 
wield their wizardry. As we shall see in the next chapter, they were the only 
ones left who could have staved off the last crisis, and even their awesome 
powers have been fading.

the MAgIC of Money
Money is little more than an ingenious collective delusion that facilitates 
exchange in time and space. A public good of the mind, it is fundamentally 
immaterial, even if it can be ascribed to a material support, for it has no 
existence of its own except in the collective cognizance. A virtual reality, 
it only exists because we all agree to pretend it does.

Despite its fundamentally immaterial nature and deceptive essence, it 
is one of humanity’s most essential inventions. It is the metric of finance, 
the measure by which we save, consume, and invest. It is what allows us 

https://www.thefinancialphilosopher.com/2011/11/money-is-not-wealth.html
https://www.pbs.org/wgbh/commandingheights/shared/minitext/ess_inflation.html
http://www.marcfabernews.com/2013/04/marc-faber-in-economy-of-cuckoo-people.html#.XFuRTvx9hBw
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to indirectly but tangibly transfer resources among us, but also to defer 
consumption, allowing unconsumed resources to be invested and to create 
future growth in the process by collectively funding capital goods.

It is the oil that lubricates economies, and the glue that holds together 
societies. It is of critical importance, but also very fragile. If the collective 
faith in its legitimacy is undermined, the illusion of its existence may be 
compromised and collapse. Money can best be understood as a form of 
religion, in that it allows for an improved outcome for all, changing behav-
iors and making things possible that would not be possible otherwise, all 
on the simple yet critical basis of faith. Like any religion, it has its guard-
ians of the temple, the central bankers. While seemingly all powerful, its 
potency uniquely depends on the intensity of the faith of the believers. If 
its adherents flock to other faiths (i.e., other forms of currency) or become 
agnostic (put their resources into real assets), it loses its value.73

The guardians of the temple regularly have to intervene to conjure and 
channel the power of money. With the liturgy of central bank gatherings, 
mundane affairs deliberately shrouded in mystery, they make money more 
or less abundant, more or less expensive. They change the interest rate and 
the amount of currency in circulation depending on what they deem to 
be “good,” which varies with circumstance. Oracles of the economy, they 
see into the future and interpret the tea leaves of the economic forecast, 
making sometimes unintelligible comments that affect market prices de-
pending on the prevailing interpretation of the last utterance, as if they 
held some magic power. Once upon a time, these guardians of the temple, 
were unglamorous technocrats – low-profile, highly skilled civil servants. 
They have had quite a run since the stagflation crisis of the 1970s, achiev-
ing their place as putative demigods, tasked not only with explaining to 
the commoners the intricacies of economies, but with being omniscient, 
to foretell and to safeguard our economic futures. Indeed, with growing 
regularity, they perform apparently costless miracles by creating money ex 
nihilo, salvaging economies from recessions, and making the faithful (or 
at least the wealthiest among them) seemingly better off.

As always through, power, once given, can be hard to use sparingly. This 
is a problem, because money’s immaterial existence in the collective mind 
relies on trust, and in particular on trust that it won’t be abused. History 

73  This explains why money started with goods that were felt to have an intrinsic value, 
and was denominated in weights of such goods, typically metals. The introduction of fiat 
money, with the end of convertibility into precious metals, “broke” this link to intrinsic 
value and gave money as we now know it its immaterial essence. In the process, it be-
came more efficient and unconstrained, but also more vulnerable to collapse and abuse.
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has shown again and again that the powers in charge of money end up 
abusing the instrument, with grave political consequences. Printing mon-
ey in excess creates seigniorage, a claim on economic resources that is not 
derived from reducing today’s consumption but is, instead, based solely 
on the trick of money printing. This runaway money printing debases the 
currency, putting more money in circulation for the same economic pie of 
goods and services. The issue with the ex-nihilo creation of wealth through 
seigniorage is that there is no production of an economic activity by the 
state, government or central bank, or by commercial banks,74 that corre-
sponds to the value of the new money issued. These institutions gain claims 
on the economy’s production only by producing money out of thin air.

In order to insure price stability, money must be created – or destroyed – 
to accommodate changes in both the size of the economy but also in the 
speed at which we transact, which is known as the velocity of money. 
Monetary policy controls the supply of money to account for these factors 
and maintain reasonable price stability. Producing money in line with eco-
nomic growth assures price stability, for, as the theory goes, the amount of 
money available per unit produced in the economy remains the same. That 
is, provided the speed at which the money is used is constant, an increase in 
the money supply commensurate with economic growth will maintain price 
stability. This requires great skills as a misjudgment has severe consequences.75

Here’s the bad news: The track record of economists and central bankers 
in predicting the future evolution of the economy, or even understanding 
its present state, is poor at best.

“Economists are criticized for not being able to predict the future, but, 
because the data are incomplete and subject to revision, we cannot even be 
sure what happened in the recent past,” former Federal Reserve Chairman 
Ben Bernanke once confessed.76

74  What we refer to as money has in fact two forms – and issuers. One is the “base mon-
ey” including physical money (notes, coins etc.), created by the central bank. But a lot of 
the money supply, and a lot of seigniorage, is created by commercial banks that lend out 
more than they take in in deposits, the so-called multiplier effect. There is thus a private 
banking system seigniorage and a sovereign seigniorage.
75  If the money produced exceeds the growth of the economy, and the velocity of money 
is constant, prices will then increase. This is the traditional process of inflation induced 
by sovereign seigniorage. Critically, and symmetrically, a reduction in the speed of money 
used, would induce deflation.
76  Bernanke May 17, 2007: “we do not expect significant spill overs from the subprime 
market to the rest of the economy or to the financial system.” Jan 10, 2008: “The Federal 
Reserve is not currently forecasting a recession.” Dec 5, 2010: “I wish I’d been omniscient 
and seen the crisis coming.”
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So how did the central bankers gain such an aura? The answer lies largely 
in two developments. The first is the over-financialization of the economy, 
which gave central bankers excessive short-term power via their mandate 
to set interest rates. The second is states’ abdication of fiscal policy, vic-
tim of its excessive use, which has left monetary policy as the only game 
in town. In other words, central bankers became the only actors whose 
actions, justified or not, correct or not, mattered not only to markets but 
to the economy at large.

The central banks have several ways to exert monetary policy. 
Predominantly, they can decrease or increase interest rates. They do this 
by changing the rate at which they accept deposits, or by buying or sell-
ing bonds (open market operations). The former is an indirect, the latter 
a direct, way of creating money. Higher interest rates will attract more 
deposits, which will mean more money is returned – or “sterilized” in the 
central bank jargon – and therefore taken out of circulation.

Another way central banks exert monetary policy is to act on banking 
system leverage by changing the propensity of financial intermediaries to 
create money through the multiplier effect. This can be done, for instance, 
by changing the capital requirements for banks to make loans, changing 
the risk ratio of their capital, or even by making a set of more complicated 
or easier compliance issues to take in deposits. All of these will in practice 
affect the multiplication of money done by the financial sector.

In order to boost the economy, traditional central bank policy, referred 
to as “orthodox,” has been to lower interest rates, directly or indirectly. 
And when the economy overheats, and inflation starts occurring, orthodox 
policy calls for increasing interest rates.

froM InflAtIon to deflAtIon
After the oil shock and the inflationary boost of the ’70s, monetary pol-
icy initially took a tight posture. This led to a disinflationary period that 
started in the ’80s. The decrease in inflation has had multiple components 
that made the phenomenon structural in nature.

To start, the end of the Cold War and the integration of Russia and 
China into global markets and trade networks brought tremendous com-
modities and industrial capacity into the global economy. This meant that 
while these regions eventually became new consumers, they more rapidly 
became net producers, at low or very low costs. This occurred directly 
though the export of cheaper commodities and products. It also occurred 
indirectly by opening new sources of competition, notably on low-end la-
bor. This created enormous downward pressure on market prices and thus 
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on inflation. In other words, when everything is getting cheaper – think 
$2 socks made in China at Wal-Mart and call center employees in India 
making a fraction of Western wages – you won’t get inflation.

This tendency has been accentuated by globalization. Lower transport costs 
for goods and new means of delivering services from abroad, along with low-
er tariffs and barriers to entry, all increase competition and keep prices low.

FIGURE 4.34 – REAl INTEREST RATES SINcE 1955

(federAl reserve bAnk of MinneApolis)

FIGURE 4.35 – 10 YEAR GlObAl REAl INTEREST RATE SINcE 1970

(iMf)

https://www.minneapolisfed.org/research/economic-policy-papers/real-interest-rates-over-the-long-run
https://blogs.imf.org/2014/04/01/where-are-real-interest-rates-headed/
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Labor, a critical input in the final price of goods and services, became 
cheaper with a de-unionization trend and the immigration of low skill 
workers. This empowered employers and resulted in stagnant wages.

Lastly, the lack of fundamentally new demand for new products, but in-
creased efficiency at producing existing products, through automation and 
computerization, has also exerted downward price pressure. The Kondratieff 
cycle reflects the idea that, as inventions become innovation, we enter into 
phases of new products that generate new demand. This is followed by 
a period of consolidation when we no longer have new products, but we 
are getting much better at producing existing products for all. All signs 
indicate we are very much in this final phase of the cycle.

wInners And losers of dIsInflAtIon
What is critical in our context is that the decrease in inflation, which 
brought with it a reduced need for price adjustments and thus transaction 
costs, has inherently favored rent holders over producers and facilitated 
both wealth concentration and an increase in long term government debt.

Inflation is a form of wealth “tax.” It erodes away the value of money 
over time, meaning that $100 today, if it sits around as money and is not 
invested, will only buy you, say, $70 worth of goods if you spend it in say, 
five years. Similarly, fixed payments over time lose their purchasing pow-
er. Money that is invested in “real”’ investments tends not to lose value, 
as the price of the goods and services produced can adjust over time. In 
essence, increasing inflation is bad for holders of debt, through the simple 
fact that the debt principal that will be reimbursed (and often the inter-
est) will be worth less in real terms by the time the borrowers pay it back 
several years later.

Inflation, and changes in inflation, also create adjustment problems, as 
different economic actors will attempt to adjust the prices of their goods 
and services in accordance with it. This is a major transaction cost, as the 
ability to rapidly adjust prices will affect producers’ gains or losses regard-
less of the real economic value of their output. As a general rule, those 
producing real value will however be able to impose price increases, even 
if the mechanics of this process may get messy, for example by requiring 
labor strikes. At the opposite end, those benefiting from rent without 
producing, such as retirees, will typically be unable to adjust, or able to 
do so only belatedly. Deflation favors rent extractors and makes it harder 
for workers to impose adjustments.

Inflation is typically a source of income for the money issuer, as more 
money is needed for the same economy. It is thus a source of seigniorage, 
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or tax power from the creation of money, for the government. Furthermore, 
in an accelerating inflation, the government will make further gains from 
the negative real interest rate on its debt, the same mechanism that bene-
fits private borrowers. That is the “real” value of its obligations decreases, 
so the debt decreases.

In reality, we have seen lower inflation. This reduces interest payments, 
improving short term government cash flow, but fundamentally makes the 
debt stock more valuable. It makes the government debt larger in real terms.

As reduced inflation has increased the attractiveness of debt, it favored 
an increased debt ratio all over the economy. This essentially became a fac-
tor in creating credit bubbles, as debt has come to be perceived as a more 
attractive instrument relative to capital. It also sustains companies that 
should otherwise have gone bankrupt long ago.

Lower inflation, with increased debt financing, has also played a critical 
role in the increase in value of real estate. While real estate, as a “hard asset”, 
is often perceived as an inflation hedge, its value is determined by the ability 
of buyers to pay a price, what is referred to as affordability. With nominal 
interest rates lower and long-term debt easier to access, lower inflation au-
tomatically makes it easier to finance real estate acquisitions, and therefore 
drives up real estate prices. This illustrates perfectly the problem of decreas-
ing inflation, as it has meant the same economic goods (e.g., houses) have 

FIGURE 4.36 – REAl ESTATE PRIcE AND 30 YEAR mORTGAGE RATES, U.S.

(cAlculAted risk)

https://www.calculatedriskblog.com/2013/06/house-prices-and-mortgage-rates.html
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become more expensive as people could borrow more to pay for them. This 
monetary policy induced repricing favored homeowners, who had not done 
anything to warrant such an increase in the value of their assets.

So, while the temporary effect has contributed to social stability, long-
term monetary trends have fed the underlying drivers of populism. On 
the one hand, it has rendered workers unable to “reprice” their labor and 
participate in the gains of globalization. At the same time, it has height-
ened the perception – and reality – that wealth is being preserved, and 
compounded, over time. Indeed, real interest payments by states have 
increased on their no-longer-diminishing debts, while states have been 
unable to reduce pension payments, all of which has led to unsustainable 
increased tax pressure on workers.

should we AIM for low InflAtIon?
This leads us to ask if deflation is a bad thing. Central banks, most pub-
licly the European Central Bank, have set an inflation target of 2%. The 
idea of a low single digit inflation target is that it generates just enough 
wiggle room to allow for painless shift in real wages, and not too much 
price movements that would engender social discontent.

There are however several problems with this. To start with, measuring in-
flation is far from a precise science, no matter how many decimal places the 
estimated figure is calculated out to. It involves creating a basket of goods 
and tracking the total price of the goods within that basket. However, the 
goods in the basket can change over time, as new products like automobiles 

FIGURE 4.37 – zOmbIE FIRmS AND INTEREST RATE

(bis)

https://www.bis.org/publ/qtrpdf/r_qt1809g.pdf


and computers become common purchases and other products like VCRs 
become obsolete. The quality of the goods in the basket can change as well, 
making it difficult to determine how much of a nominal price increase on 
a product is due to the newest version’s higher quality and how much is 
due to inflation. We might buy more TV screens now than before, but we 
no longer buy black and white TV screens. Given the inherent uncertainty 
in measurement, it is questionable whether precise inflation targets should 
be used at all, let alone whether extraordinary measures should be taken 
to hit those targets exactly.

There have been times when price have been going down while the econ-
omy was enjoying sustainable growth. These were not by any means dark 
periods of history. Indeed, they balanced out other periods of high infla-
tion. This is important because inflation, just like deflation, alters wealth 
and income distribution. Inflation typically hits the fixed income debt 
holders and the people benefiting from annuities or fixed rent who cannot 
adjust. It is bad, for example, for vulnerable retirees. Deflation is similarly 
a repricing that would favor some over others but is not negative per se.

It is argued that deflation can lead to a dangerous cycle, with a drop in 
price generating another drop and so on. This would put in danger the 
financial system, and in particular banks, which have been lending on 
increasingly leveraged terms on assets that would lose in value. There is 
certainly some truth in that, as a financial crisis would have social costs77. 
Yet it is somewhat doubtful that extreme measures to move inflation at 
the margin do not themselves generate problems78. Such a scenario indeed 
occurred during the financial crisis, when central banks rightly recognized 
that a financial meltdown could take place and that there was a liquidity 
crisis. Following this, central banks pursued monetary creation on an epic 
scale, tripling the amount of money available and injecting it into the fi-
nancial markets, largely through government bonds and other financial 
securities purchases.

77  It can be argued that had the state not capitulated in its role as a supervisor and reg-
ulator to rent-seeking financial institutions, the disinflation period would not have led 
to such conditions.
78  We have, for instance, seen the ECB arguing it had to accelerate QE because inflation 
was at 1.5% and not 2%, without discussion of the fact that the 2% level is arbitrary and 
inflation measurements have a margin of error.
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the only gAMe (left) In town
A snarky but accurate description of monetary policy over the 
past five years is that the Federal Reserve successfully replaced 
the technology bubble with a housing bubble. (Krugman)

Downturns happen … When they happen, the normal playbook is 
to cut interest rates by 500 basis points, but there’s not going to 
be that kind of room. (Summers)

Having been forced into being the only game in town, they 
(central banks) now find that their destiny is no longer entirely 
or even mostly theirs to control. The legacy of their exceptional 
period of hyper policy experimentation is now in the hands of 
governments and their political bosses. (El-Erian)

OVERUSE OF MONETARY POLICY HAS CREATED REPEATED BUBBLE-
BURST CYCLES . IT HAS ALSO HAD SEVERE LONG-TERM NEGATIVE 
CONSEQUENCES AND STARTED RAISING QUESTIONS AS TO MONEY 
SUSTAINABILITY

As a result of the large deficits and growing national debts created by 
excessive fiscal policy, the burden of economic policy has largely shifted 
to central banks and their monetary policy, which has become “the only 
game in town.” Initially, central bankers were reluctant to take on this role, 
but, over time, they have grown worryingly accustomed to it. Monetary 
policy goals progressively shifted from their traditional mandate of fight-
ing consumer goods inflation – which has been pushed down naturally 
by automation and globalization – to stimulating the economy in times 
of recession and bubble bursts.

This stimulation was achieved by the traditional monetary mix of sharply 
depressing interest rates and injecting liquidity. This relieved pressure on 
indebted consumers, the state, and, most of all, over-leveraged companies 
and financial actors. As the crises were alleviated, interest rates were pro-
gressively raised, but each time the new status quo interest rate was lower 
than it had been before.

In fact, the central banks began projecting future rate raises that failed 
to materialize to the extent announced. That does not mean that raises did 
not occur, but rather that they systematically were lower than announced. 
Central banks tried to have their cake and eat it too by projecting an image 

https://www.nytimes.com/2006/08/07/opinion/07krugman.html
https://www.bloomberg.com/news/articles/2018-06-19/krugman-summers-warn-of-disruptive-threats-to-global-growth
https://books.google.com.sg/books?id=sh2oCgAAQBAJ&pg=PA265
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(quArtz; white house; hAMilton et Al  )
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Exhibit 4.3. Inflation measures, 1985-2014. 

 

 

Exhibit 4.4. Fed funds rate and inflation, 1980-2014. 
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of responsible monetary orthodoxy while in fact stimulating the economy 
as much as they could to compensate for the lack of fiscal policy options. 
This disconnect has become abundantly clear. (Cornucopia)

There is no doubt these interventions did alleviate cyclical pain, but they 
also prevented some necessary restructuring, and propelled one bubble 
valuation after another. The LTCM hedge fund and Asian crises of 1998 
were followed by the dot com bubble, which ultimately morphed into the 
real estate uber-bubble.

One of the mechanisms through which lower interest rates stimulate 
the economy is indeed rising home prices. The lower interest rate enables 
home buyers to borrow more money while paying the same amount of 
interest. This leads to higher bids on properties, as people compete to 
the maximum of their ability to acquire the basic need of a home. While 
these may create a feel-good wealth effect, the value of the house having 
increased relative to the income of the household, this is yet another long-
term source of social dissent.

To understand the long term negative social effect, it is worth remem-
bering that these increases are for the same goods, i.e., that they are best 
understood as asset price inflation. As with all inflation, consumers end up 
paying more, particularly affecting the low and middle classes, which are 
unable to “produce” real estate but constrained to consume it at a higher 
price. Homeownership is ubiquitous among the wealthiest, but far less so 
among the lower income deciles. With property prices up, rents go up, taking 
a disproportionate toll on the lowest budgets. As prices go up, prospective 
homeownership becomes less attainable. As for homeowners, single-dwelling 
homeowners do not benefit from the increase in rent. Their fixed mortgages 
payments are unaffected by the rising rental market or property value. The 
real ‘winners’ are landlords who own many properties. They will take in 
higher rents and see capital appreciation on their holdings.

Since the financial crisis of 2008, which briefly exposed the over-finan-
cialization of the economy and the aberrant price of real estate, even more 
massive monetary policy, referred to as quantitative easing, or QE, was 
undertaken. This was necessary at the time to avoid a system-wide collapse. 
But it once again reflated bubbles, to the point that real estate prices caught 
back up and have now exceeded the highs reached at the peak of the last 
bubble, while the valuation of the stock market is now sky-high.

After the Volcker years, where the Fed proved its credentials by setting 
interest rates high enough to cut inflation, monetary policy entered a new 
world. The fundamental issue was that expansionary fiscal policy and its 
concomitant deficits were increasingly recognized as unsustainable. Deficits 

https://cornucopia.cornubot.se/2016/07/riksbankens-nya-igelkott.html
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had been growing steadily in the Western world, with increased social 
spending. This spending was critical to preventing populist unrest, or as 
we now see, merely delaying it. This was recognized, for instance by the 
Maastricht treaty “forbidding” excessive deficits. This framework created 
a natural vacuum for monetary policy to fill, be it in Europe with inter-
est rate reductions in all, but especially in peripheral countries, as well as 
in the U.S. It all seemed benevolent at the time, as Alan Greenspan and 
Bill Clinton entered into a deal to cut interest rates in exchange for lower 
fiscal deficits.

What was missed is that, overwhelmingly, the deficit reductions were 
not sufficient to materially diminish the national debt over the long term 
and “recover” the fiscal policy tool. Any margin reacquired would quickly 
evaporate. In the meantime, lower interest rates encouraged misallocation 
and bubbles. Indeed, when the LTCM crisis hit in ’98, the reaction was 
mainly to cut interest rates and “reflate” a bubble that morphed into the 
internet craze. When that bubble burst in 2001, interest rate cuts were 
again at the forefront, reflating a real estate bubble. By this time neither 
traditional fiscal policy nor monetary policy had enough firepower even 
to postpone the problem, let alone solve it.

This “traditional” monetary and fiscal policy process thus had to be 
abandoned with the financial crisis of 2007-09 and the sovereign spread 
crisis in Europe, or at least to be complemented by something more drastic. 

FIGURE 4.39 – INTEREST RATES AND REAl ESTATE bUbblES, jAPAN & U.S.

(the econoMist)

https://www.economist.com/finance-and-economics/2008/08/21/lessons-from-a-lost-decade


Fearing a financial system breakdown79, ineffective monetary policy and 
unsustainable fiscal stimulus, the central banks embarked upon an “un-
orthodox” policy referred to as quantitative easing. It involved massive ac-
quisitions of all kinds of financial assets, starting with government bonds, 
but including corporate bonds and mortgage back securities. The object 
was to increase the money supply in order to prevent a liquidity crisis and 
to support economic activity.

This previously unheard-of policy had two key consequences. First, 
the massive acquisition of assets meant that assets price rose inexorably. 
The rise of asset prices overwhelmingly benefited those who held assets. 
In other words, the distributional effect of QE systematically favors the 
wealthiest. Central banks may point out that the indirect effect favors ev-
erybody (but then it would indirectly also favor asset prices), yet there is 
little escape from this reality.

And second, the arbitrary decision to de facto create this much more 
money has pierced the “veil” and led to questions about the nature and 
sustainability of money. There is little doubt that this has fed the “real asset” 
price bubble and the cryptocurrency mania that has unfolded as people 
have been driven to seek alternatives to easily manipulated fiat money.

79  The stock market crash from 2007 to 2009 destroyed about $16 trillion, or close to 
a quarter, of American households net worth. (Money Morning)

FIGURE 4.40 – INTEREST RATE cUTS SUPPORT STOck mARkET, U.S.

(Mises institute)

https://moneymorning.com/2015/06/26/2008-stock-market-crash-causes-and-aftermath/
https://mises.org/library/keeping-bubble-boom-going
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qe: Money InfInIty And beyond
The Fed contributed to the financial crisis, keeping interest 
rates too low for too long. I give them credit for responding and 
stabilizing the economy and the financial sector during the crisis. 
But then they tried to do too much with quantitative easing that 
went on forever, just dramatically exploding their balance sheets. 
(Brady)

The U.S. government has a technology, called a printing press 
(or today, its electronic equivalent), that allows it to produce as 
many U.S. dollars as it wishes at no cost. (Bernanke)

If unlimited borrowing, financed by printing money, were a path 
to prosperity, then Venezuela and Zimbabwe would be top of the 
growth tables. (Stelzer)

The Nasdaq bubble and crash were followed by the real estate 
bubble, then subprime crash, which led to the unprecedented 
printing of trillions of dollars in an attempt to prevent a global 
depression. (Kiyosaki)

2008 FINANCIAL CRISIS HAPPENED WHEN WE WERE OUT OF 
FISCAL AND MONETARY POLICY . WE SHIFTED TO MONETARY 
FINANCING . AND EVENTUALLY FULL MONEY PRINTING – QE – TO 
SAVE THE SYSTEM . THIS HAS TRIGGERED ASSET INFLATION AND 
NOT CONSUMER GOODS INFLATION . SOCIAL CONSEQUENCES 
HAVE BEEN DRAMATIC, WITH ARTIFICIAL WEALTH INCREASE OF 
THE WEALTHIEST . ASSETS HAVE BEEN HUGELY MISALLOCATED, 
PLANTING THE SEEDS FOR THE NEXT CRISIS . MONEY STATUS 
WOULD BE CHALLENGED IF QE IS REPEATED

qe or the MonetAry hAIl MAry pAss
As the 2007 crisis unfolded, the policy options facing decisionmakers 
were grim. Housing prices were collapsing, mortgages defaulting and the 
financial sector crumbling. These may all have been fine, necessary and 
overdue corrections, but for the fact that a financial crisis overshoot can all 
too easily spin out of control. The specter of a Great Depression, triggered 
by a run on banks, loomed all too close for comfort.

Obviously, a strong fiscal stimulus and nationalization of the banks was 
the first port of call. But, as we have seen, in many countries fiscal policy 

https://www.cnbc.com/2016/04/12/cnbc-digital-video-us-representative-kevin-brady-sits-down-with-cnbcs-chief-washington-correspondent-john-harwood.html
https://www.federalreserve.gov/boardDocs/speeches/2002/20021121/default.htm
https://www.weeklystandard.com/irwin-m-stelzer/indicators-for-the-trump-economy-are-good-but-is-there-trouble-ahead
https://www.newtimes.co.rw/section/read/19882
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was a compromised option, not to mention the legal (Maastricht Treaty 
and others) and political (polarization and legislative dysfunction in the 
U.S.) constraints that put a timely, fully effective, traditional fiscal action 
out of reach. Nevertheless, and fortunately, a central bank financed fiscal 
stimulus led by the U.S. was put in place.

As the crisis unfolded, governments threw in the last fiscal stimulus they 
possibly could and rushed to coordinate the rescue of the banking sector. As 
a result, the debt-to-GDP ratio quickly reached historic highs not seen since 
World War II. Simultaneously, as usual since the mid-’80s, central banks entered 
into a monetary stance that was as accommodative as possible and cut interest 
rates. But having already set short-term interest rates at a low level to start with, 
the interest rate cuts were not large and rapidly hit the wall of 0% real interest, 
which is where monetary policy stops making sense. Below 0%,80 it technically 
becomes cheaper to hold cash than to hold bank deposits or government bonds. 
Yes and no. Companies cannot transact in millions of dollars using cash. There 
was a TSY auction where bonds sold at negative interest rates.

At that point, paradoxically, the very policy meant to help the banks, low-
ering interest rates, creates the risk of an implosion of the banking system 
with massive withdrawals leading to a full-scale run on the banks. Observed 
in the West in the ’30s and in Japan at the beginning of the ’90s, this individ-
ual hoarding of cash creates a liquidity crunch for banks and rapidly erodes 
both the monetary multiplier and the monetary aggregates. Distrustful of 
failing financial institutions people line up for withdrawals and buy safes to 
keep them at home. To meet these withdrawals, the banks rush for cash by 
selling off any liquid assets in a tumbling market. (The Telegraph)

Lower baseline interest rates created another problem. The lower the in-
terest rate is to start with, the more ineffective interest rate cuts are, in an 
unsurprising reduced marginal effect. Paying 1% or nothing on one’s debt 
has a lower effect than a drop from say 5% to 4%. A study from the central 
bank of Australia reviewing interest rate cuts in low interest rate environments 
summarized it well, if phlegmatically: “Both conceptually and empirically 
there is support for the notion that monetary transmission is less effective 
when interest rates are persistently low.” (Reserve Bank of Australia)

So, following decades of abuse of fiscal policy and mismanaged monetary 
policy, we stood on the brink of collapse with no sustainable traditional 

80  Or below it, to account for holding costs. It is impossible for large amount of cash to 
be held by institution, leading either to the acceptance of a negative rate or the alternative 
hoarding of cash into other assets. Indeed, there was a TSY auction where bonds were sold at 
marginally negative interest rates, and other such examples have been seen elsewhere, such as in 
Switzerland where 10 years bonds were auctioned at implied negative interest rates. (Reuters)

https://www.telegraph.co.uk/finance/personalfinance/savings/3163645/Financial-crisis-Home-safe-sales-soar-as-trust-in-banks-collapses.html
https://www.rba.gov.au/publications/confs/2017/pdf/rba-conference-volume-2017-borio-hofmann.pdf
https://www.reuters.com/article/swiss-treasury/update-1-switzerland-sells-10-year-bonds-at-negative-yield-as-deflation-fears-deepen-idUSL5N0X52TR20150408
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policy option to confront a meltdown of the economy and the financial 
markets. Even the creditworthiness of Western nations was put to the test. 
In the Eurozone, credit spreads81 for the peripheral countries reached new 
highs. Market distrust of government and banks was rampant – and justified.

81  The difference between what Germany pays and what the other countries of the Euro 
Zone pay for borrowing money on the bond market.

FIGURE 4.41 – FED FUND RATES IN QE

FIGURE 4.42 – US mORTGAGE DElINQUENcY RATES

(federAl reserve bAnk of sAn frAncisco)

(MortgAge bAnkers AssociAtion / reserve bAnk of AustrAliA)

https://www.frbsf.org/economic-research/publications/economic-letter/2018/december/review-of-unconventional-monetary-policy/
https://www.rba.gov.au/speeches/2009/sp-so-150409.html
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It is in that context that the decision to rush into QE, first by the 
U.S. then the E.U. and Japan, has to be understood. It was a last, des-
perate measure to forcibly inject liquidity into the economy by massive 
acquisition of government bonds, and in some cases, even corporate 
bonds. This was, in terms of scope and symbolism, as drastic as the 
abandonment of the gold standard by President Franklin D. Roosevelt 
in 1933. It was a renunciation of orthodoxy, a leap into the unknown. 
Central bankers embraced the unthinkable to save the farm, even if all 

FIGURE 4.43 – hOUSEhOlD NET WORTh AND 2008 cRASh, U.S.

FIGURE 4.44 – bANkS’ ShARE PRIcES

(Money Morning)

(blooMberg / reserve bAnk of AustrAliA)

https://moneymorning.com/2015/06/26/2008-stock-market-crash-causes-and-aftermath/
https://www.rba.gov.au/speeches/2009/sp-so-150409.html
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the consequences were not and could not be fully understood then – 
or even now. The Federal Reserve chairman at the time summed it up 
well: “The problem with QE is it works in practice, but it doesn’t work 
in theory.”

Ten years later, it can now be seen that QE has not fully worked in 
practice. While it successfully staved off a financial collapse, the poli-
cy has also exacerbated inequality and harmed the economy’s long-term 
growth prospects. Most alarmingly, it has been left in place for a decade, 
keeping interest rates near historic lows. As a result, when the next crisis 
hits, central banks will not be able to go any lower. In other words, after 
governments exhausted fiscal policy, 10 years of QE has now exhausted 
monetary policy as well.

whAt Is qe?
QE can best be understood as an attempt to push down the throat of the 
financial system money, any amount of money, until liquidity – and con-
fidence – can be restored. In the process, it is also an attempt to “reboot” 
the economy by pushing up asset prices, reflating them. Such reflation, by 
creating a wealth effect, should then boost consumption, and ultimately, 
consumer prices.

To most economists, QE was a form of helicopter money, an old idea 
whose time had come (Financial Times). The notion was first floated by 
the late economist Milton Friedman in 1969:

“Let us suppose now that one day a helicopter flies over this community 
and drops an additional $1,000 in bills from the sky, which is, of course, 
hastily collected by members of the community. Let us suppose further 
that everyone is convinced that this is a unique event which will never be 
repeated.” (Friedman)

Central banks direct money injections would force money to circulate 
more freely, spurring economic activity and inflation. Traditional Monetary 
policy relies on the banks transmitting to the real economy their lowered 
borrowing costs, but QE would also boost wealth and liquidity.

The mechanism for injecting money in the system is critical to QE. 
Several approaches could have been taken, and were to some extent 
tried. One could have given a lump sum of money to each citizen. 
Former Fed Chairman Ben Bernanke had previously suggested it could 
come in the form of a tax rebate financed through central bank pur-
chases of government debt. In Singapore, the government successfully 
experimented with this, giving citizens money in their social security 
savings accounts. The money also could have been “lent,” in one form 

https://www.ft.com/content/9b3c71f8-d97f-11e5-a72f-1e7744c66818#axzz40yv8OJ3X
https://books.google.com.sg/books?id=FwA7DwAAQBAJ&pg=PT17&lpg=PT17&dq=%22Let+us+suppose+now+that+one+day+a+helicopter+flies+over+this+community+and+drops+an+additional+$1,000+in+bills+from+the+sky,+which+is,+of+course,+hastily+collected+by+members+of+the+
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or another, to industrial companies, as was done in Korea.82 This was 
not the route most central banks took, probably on account of some 
combination of logistical convenience, legal hurdles, and the need for 
speedy action.

The major central banks, from the Fed to the ECB, the BOJ, and the 
BOE all proceeded, under various exotically named programs, to open 
market acquisition of debt, and various forms of lending to banks against 
outstanding fixed income assets on their balance sheets. Concretely, that 
meant that central banks “printed” money with which they acquired on 
the markets, or became exposed to by virtue of central bank guarantees, 
government bonds, government-backed debt, and even corporate debt. As 
a result, both the amount of money outstanding and the central banks’ 
balance sheets exploded. It is estimated that major central banks’ balance 
sheets have quadrupled since 2008 to $15 trillion, supporting the bond 
and stock markets in the process.

82  Korea made a particularly interesting twist on QE. It proposed that the central bank 
QE recapitalize the state banks that would then finance the restructuring of Korea’s 
heavy industry. This would directly prevent a financial meltdown, boost demand and 
ensure that necessary restructuring take place in the best conditions. “The govern-
ment and the central bank are in agreement in that the bank will play a central role 
in expediting the corporate restructuring effort” as it is “one of the most critical tasks 
for our economy.” Choi Sang-mok, Vice Minister of Strategy and Finance. (Korea 
Economic Daily, 2016)

FIGURE 4.45 – FED AND mAjOR cENTRAl bANk ASSETS

(yArdeni reseArch inc )

http://www.yardeni.com/pub/peacockfedecbassets.pdf
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eArly doubts
The West’s various programs all ended up with national central banks pur-
chasing large chunks of government debt. Having acquired up to a third 
of outstanding government debt, they had effectively financed government 
deficits and debt, dramatically reducing interest rates on the rest of this 
debt in the process.

This generated some uncomfortable questions about what QE really was. 
Was it not simply a monetary financing program, a bit of thinly disguised, 
old-fashioned money printing used to bail out governments desperate for 
financing? Central banks vehemently denied the obvious, but the German 
Constitutional Court ruled that the ECB decisions governing “the asset 
purchase programme violate the prohibition of monetary financing and 
exceed the monetary policy mandate of the European Central Bank”. 
(Bundesverfassungsgericht)

Further, Friedman had warned that rational consumers were likely to 
save their windfall gains. For him, if you perceived it as a one-off, if your 
future earnings prospects were not improved, you would simply not con-
sume the helicopter money, or perhaps consume only a small fraction. 
Economic activity will not be spurred by monetary magic.

What about if QE was extended, prolonged over ten years, as it was. 
Would expectations be changed? If consumers perceive that an endless sup-
ply of money will be given for free, money will no longer have any value. 
Consumers will switch to new currency forms, whether foreign currency, 

FIGURE 4.46 – FED kEY QE DATES

(yArdeni reseArch inc )

https://www.bundesverfassungsgericht.de/SharedDocs/Pressemitteilungen/EN/2017/bvg17-070.html
http://www.yardeni.com/pub/peacockfedecbassets.pdf
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Bitcoin, or old-fashioned commodities. Confidence will collapse, leading 
to further reductions in consumption. Money would no longer serve its 
role as an essential price signaling mechanism; its role in the social contract 
would be fatally undermined.

The monetary magic of QE is no answer to longstanding structural 
issues. The deflationary cycle signals that global overcapacity can only be 
absorbed at a lower cost, where it will find renewed demand, or through 
a new cycle of innovation. Trying to tamper with this adjustment will only 
result in misallocation of resources, itself inexorably leading to further bad 
loans, default, and a new credit crisis down the road.

Nobel laureate Robert Shiller, who had forewarned of these asset and 
real estate bubbles, expressed his doubts: “Negative interest rates … can’t be 
a fundamental way to respond to recession. Rather than throw money from 
the helicopter, it is much better for policy makers to create an environment 
for business people to increase investment based on animal spirits.” (Shiller)

qe AChIeveMents And fAIlures

AvoIDING A mELTDoWN AND PRovIDING LIQuIDITy
QE initially saved the day. In conjunction with the last-ditch fiscal stimulus 
and government guarantees, it stopped the financial crisis in its tracks. As 
liquidity flowed in, long-term interest rates decreased while market valuation 
stabilized and then soared. The specter of a new great depression caused by 
a financial meltdown withered away. In the U.S., the Lehman and AIG bank-
ruptcies were contained, and the defaulted positions progressively unwound.

FIGURE 4.47 – FED bAlANcE ShEET RUN AND PROjEcTIONS

(fed)

http://english.hankyung.com/article/2016/02/24/0725501/real-crisis-will-be-with-us-if-people-close-walletsshiller
https://www.jec.senate.gov/public/_cache/files/a3e28cf8-7793-4371-8c83-0614da028bc6/july-2017-fomc-review.pdf
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Similarly, a few years later, a European sovereign debt crisis was avoided 
through a rebooted European QE. The rapidly rising credit spreads on the 
bonds issued by governments on the EU’s periphery following the Greek 
debt restructuring were contained and progressively reversed as the ECB 
vowed to do “whatever it takes.” QE not only tamed the Eurozone’s im-
pending sovereign debt crisis, but it also supported financial institutions’ 

FIGURE 4.48 – FED DOmESTIc SEcURITY hOlDINGS AND cURRENcY

(federAl reserve bAnk of sAn frAncisco)

FIGURE 4.49 – EUROlAND GOVERNmENT bOND SPREAD cRISIS

(pictet)

https://www.frbsf.org/economic-research/publications/economic-letter/2018/december/review-of-unconventional-monetary-policy/
https://perspectives.pictet.com/2018/02/08/spain-3/
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balance sheets. This was critical in countries with high levels of non-per-
forming loans, such as Italy, that simply could not afford to bail out their 
banking system within the European system. QE, as a last-ditch emergency 
tool, has twice prevented a systemic collapse.

Yet QE also proved its limits. A Federal Reserve Bank of St. Louis reviewed 
these “massive central bank purchases.” It recognizes that QE was helpful 
in providing liquidity to financial markets and temporarily increasing some 
asset prices. But its impact on providing liquidity declined with the inter-
vention. Critically, it observes that “There is no work, […] that establishes 

FIGURE 4.50 – ITAlIAN GOVERNmENT bONDS hOlDERS

(citi reseArch, hAver / zerohedge)

FIGURE 4.51 – QE NOT WORkING? jAPAN AND cANADA

(federAl reserve bAnk of st  louis)

https://www.zerohedge.com/news/2017-12-29/italian-bonds-slide-market-realizes-ecb-has-been-only-buyer
https://www.stlouisfed.org/publications/regional-economist/third-quarter-2017/quantitative-easing-how-well-does-this-tool-work
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a link from QE to the ultimate goals of the Fed: inflation and real economic 
activity.” In fact, “casual evidence suggests that QE has been ineffective in 
increasing inflation.” (Federal Reserve Bank of St Louis)

So, QE avoided the worst and bought time at a critical juncture, post-
poning the day of reckoning. It successfully injected liquidity when needed, 
and pushed up financial valuation in the process. But then it was ineffec-
tively prolonged in an effort to “jumpstart” the economy and inflation. It 
continued to be used and abused (QEII, QEIII), until 2016-2018, when 
the Fed started to progressively wind it down and the European Central 
Bank decreased its intensity, and finally announced it would suspend its 
net acquisition.

4.51QE AND coNsumER INFLATIoN
The traditional view of inflation is that it is a monetary phenomenon, as 
described by Friedman. Famously, more money printed for a given level 
of production should lead to inflation, while destruction of money for the 
same amount of goods transacted should lead to deflation. In theory, QE 
monetary expansion should thus have triggered massive inflation. Only 
it did not work.

Janet Yellen, the formidable economist and former Fed chair, famous-
ly described the current low level of inflation as a “mystery”. This is not 
comforting. With QE having multiplied the amount of fiat money issued 
by central banks in just a few years, it is fair to wonder why it did not trig-
ger, after preventing a financial system meltdown, some massive inflation. 
The technical answer is that the money created has ended up, full circle, 
back on the books of the central banks. The more fundamental answer is 
that QE created a wealth increase for the wealthiest, who consume little 
of their revenue, while the middle class and the neediest largely failed to 
reap any benefit, and thus failed to consume more and push prices up in 
the process. (Janet Yellen)

The mechanics of QE meant that the central banks, rather than print-
ing money for goods and services provided to the government, as in most 
hyperinflation stories of bankrupt governments, printed money to acquire, 
at increasing price, financial assets, overwhelmingly the very debt of their 
governments. QE was thus from the start a somewhat disconnected finan-
cial world, rather than “real economy”, affair, and rightly so, as its primary 
aim initially was to prevent a financial meltdown set off by a potential run 
on the banks or the EU’s weakest states.

Financial actors though, finding themselves overwhelmed by the new-
ly minted money, did not proceed to spend it or consume it, but rather 

https://s3.amazonaws.com/real.stlouisfed.org/wp/2015/2015-015.pdf
https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20170920.pdf
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either reinvested it in increasingly expensive financial assets, hoarded 
“real assets” alternatives such as real estate, or simply deposited it back at 
the central bank. Higher deposits, rather than higher “real world” lend-
ing, meant that the money multiplier83 did not kick in. So, if the strict 
monetary aggregate did increase massively, the expanded aggregates were 
in comparison only marginally affected. In a broad sense, incorporating 

83  In normal circumstances, banks lend more than the amount of deposits they receive. 
Thus, as money is created by the central bank, money is ‘multiplied’ through the cumula-
tive over-lending of the financial system. Here, however, the money created and deposited 
at the bank is immediately put back as deposits of the banks at the central bank. There is 
thus no ‘multiplication’ of the original money created by the central bank. Indeed, it is 
as if nothing had happened.

FIGURE 4.52 – FED bAlANcE ShEET AND INFlATION

(trAding econoMics)

FIGURE 4.53 – Ecb bAlANcE ShEET AND INFlATION

(trAding econoMics)

https://tradingeconomics.com/united-states/central-bank-balance-sheet
https://tradingeconomics.com/euro-area/central-bank-balance-sheet
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the banking world, there was little money creation, just wealth-hoarding 
asset price inflation.

The mystery however can only be fully explained by taking into ac-
count one particularly disruptive aspect of QE as it was implemented in 
the Western world. The effects of QE were not uniformly distributed. By 
inflating asset values, it trickled down wealth gains to the wealthiest. In 
the UK, according to the Bank of England, it has been estimated that QE 
brought gains of 1,000 pounds to the bottom decile and 400,000 pounds 
to the top decile.

This reflects the simple fact that the benefits of these asset price increases 
accrued to the wealthiest. In the U.S., the top 10% of households, after all, 
hold close to 80% of the net wealth (OECD). But the wealthiest consume 
the smallest portion of their income, having a higher propensity to save. 
This is particularly the case when the gain is found to be exceptional, rather 
than recurring, as is the case with QE. As for the middle class, its income 
has been capped for decades by cheap foreign imports and an automation 
wave, neither of which is changed by a monetary phenomenon like QE. 
As a result, only a small fraction of the newly created wealth found its way 
into consumption, and when it did, it was limited to luxury goods and 
real estate through higher rent. In 2017, Coutts reported that a “cost of 
living well” index, a measure of inflation for luxury consumption, went up 
6.2%, while in the corresponding period the UK’s consumer price index 
rose merely 2.9%. QE price inflation worked, but only for the wealthiest. 
Thus, the mystery is solved. Simply put, because of the unfair and unequal 
wealth distribution generated by QE’s injection mechanism, little demand 
and consumer price inflation were created. (Coutts)

QE AND AssET INFLATIoN
But by bringing massive nominal money printing, QE did create inflation, 
albeit of a non-traditional kind. It created asset inflation, that is that the 
prices of all the investible assets have been increased beyond their normal 
level. This happened quite mechanically. As the central banks bought gov-
ernment bonds, and other securities, these assets were withdrawn from the 
investable domain. Investors, unwilling to spend their gains, looked for 
ways to reinvest the liquidity generated by their sales to the central banks. 
Logically, they bought among the remaining assets. This pushed these as-
sets’ prices up, be it securities, shares, corporate bonds, government bonds, 
or real investable assets such as housing. The housing market in particular 
became a means of hoarding money, making real estate a financial asset 
rather than an economic one.

http://www.oecd.org/sdd/household-wealth-inequality-across-OECD-countries-OECDSB21.pdf
https://www.coutts.com/insight-articles/news/2017/coutts-luxury-index-lifts-the-lid-on-rising-price-pressures.html
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From 2008 to 2015, the nominal value of the global stock of investable 
assets increased by about 40 percent, to over $500 trillion from about 
$350 trillion. Since the start of QE, the stock exchange entered its longest 
bull market on record, with the S&P growing by over 300% in 10 years 
(creating $18 trillion of paper wealth along the way). This was a logical 
outcome, as not only was money injected through the acquisition of bonds, 
but indeed the stock of government bonds (and others) available for pur-
chase by investors decreased. There was more money to be invested in 
fewer securities, and the price of stock shares logically went up as a result 
of spill-over demand. This of course raises issues, as, for instance, 84% of 
shares in the U.S. are owned by 10% of the population. The growth of the 
money supply, along with lower interest rates, also reduced interest rate 
payments, boosting risk-taking and feeding the reflation of housing prices. 
The increase in real estate prices, which has been largely concentrated in 
the most expensive areas, has had a similar wealth concentration effect. 
While it is true that about two-thirds of U.S. houses are owner-occupied, 
the distribution in the value of those houses is far from equal. Indeed, the 
most expensive 20% of properties (sometimes multiply owned by a single 
owner) account for over 50% of housing wealth. Not surprisingly, this 
has, according to economic historian Mortitz Schularick, been “the decade 
in which wealth inequality has increased the most in U.S. history.” With 
housing a more important asset than securities in Europe, the same holds 
true on the ‘old continent’ but to a lesser extent (CityLab).

Consumer price inflation effects are well known. It erodes savings and 
the value of fixed earnings as prices rise. As economic actors fail to keep up 
with the price changes, the wrong pricing signals generate misallocation of 

FIGURE 4.54 – FED bAlANcE ShEET AND DOW jONES

(trAding econoMics)

https://www.citylab.com/equity/2018/04/is-housing-inequality-the-main-driver-of-economic-inequality/557984/
https://tradingeconomics.com/united-states/central-bank-balance-sheet
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resources. Companies may unknowingly sell at a loss, while workers repeat-
edly have to ask for wage increases just to keep up. The true losers, though, 
are people with savings, which see their value in real purchasing power di-
minished. John Maynard Keynes famously said that inflation is a way for 
governments to “confiscate, secretly and unobserved, an important part of 
the wealth of their citizens.” Critically, inflation creates much social tension: 
“While the process impoverishes many, it actually enriches some. The sight 
of this arbitrary rearrangement of riches strikes not only at security, but at 
the confidence in the equity of the existing distribution of wealth.”

Asset inflation, it turns out, is remarkably similar. First, it impedes 
creative destruction by setting a negative long-term real interest rate. This 
allows companies that no longer generate enough income to pay a positive 
return on capital to continue as usual rather than being restructured. Thus 
the much-noted growth of zombie companies, which are inefficient but 
just viable enough to avoid bankruptcy, is one consequence of asset price 
inflation (Bloomberg).

Second, it also generates artificial winners and losers. The losers are 
mostly found among the aging middle class, who, in order to maintain 
future consumption levels, will now have to increase their savings. Indeed, 
the savings made by working people off stagnant wages effectively generate 
less future income because investible assets are now more expensive. The 
older the demographics, the more pronounced this effect. Germany, for 
instance, had a contraction of nearly 4 percent of gross domestic product 
in consumer spending from 2009 to 2016. No wonder consumer prices are 
not rising in a QE environment. The initial winners are the wealthy, people 
with savings at the beginning of the process, who saw the nominal value of 

FIGURE 4.55 – Ecb bAlANcE ShEET AND DOW jONES

(trAding econoMics)

https://www.bloomberg.com/opinion/articles/2017-05-05/how-zombie-companies-stop-productivity-growth
https://tradingeconomics.com/euro-area/central-bank-balance-sheetstates/central-bank-balance-sheet
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their assets skyrocket. But, as with consumer inflation, the biggest winners 
are states, which now own though their monetary authority a large part of 
their debt, effectively paying interest to themselves, and at a much lower 
rate at that. When all is accounted for, asset inflation is a monetary tax.

The most striking similarity though is to the social disruption and po-
litical unrest caused by previous arbitrary monetary changes. In the ’70s, 
workers were striking to bargain for wage increases in line with price in-
creases. Today, the impoverished middle class, whose wages have been on 
a declining trend for decades, is increasingly angry at society’s wealthiest 
members. It perceives much of their recent wealth to be ill-gotten, not 
resulting from true economic wealth creation, and seeks social justice 
through populist movements outside of the traditional left-right debate. 
The QE monetary disruption acted as a final trigger for the protest votes 
that have been observed in the Western world.

soCIAl ConsequenCes of qe
Historically, massive changes in monetary policy have coincided with 
critical political changes. In this regard, QE was no different, with the 
concomitant rise of populist movements and their concerns about wealth 
inequality. Indeed, central banks have recently tried to fend off charges 
that their actions have exacerbated inequality. (Independent)

FIGURE 4.56 – INcREASE OF zOmbIE cOmPANIES

(bis)

https://www.independent.co.uk/news/business/news/bank-of-england-governor-mark-carney-hard-truths-economy-a7457551.html
https://www.bis.org/publ/qtrpdf/r_qt1809g.pdf
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But the data is damning. A good example is given by the Bank of England,84 
which has tried to assess the distributional impact of monetary policy easing 
using advanced data modelling techniques. In 2018, it published a study 
that sheds light on both what has actually taken place, and how oblivious 
policy makers remain to what has taken place. Interestingly, while the report 
claims that nine years of asset purchases that pumped 375 billion pounds 
($527 billion) into a faltering world economy didn’t widen inequality, its 
very results demonstrate the opposite. (Bank of England)

While the data does shed light on the impact of QE at the household 
level, it is not the exoneration the BOE seems to suggest. “Whatever the 
marginal impact of the extraordinary period of accommodative monetary 
policy on inequality, it was not associated with an overall increase in sum-
mary measures of inequality,” says the BOE report. That is true: If you 
net out the various effects of the period of central bank easing, the result 
is only a marginal change in inequality.

The problem is, not all the effects had an equal impact on the social 
and political environment, and so aggregating them makes no sense at all. 
The BOE doesn’t have to appreciate this nuance – its job is to stick to the 
inflation target – but policy-makers do, because it is their job to offset the 
distortionary impact of QE. So far, that’s not happening.

The study assesses the impact of monetary policy on inequality, mainly be-
tween 2008 and 2014. That was the period of quantitative easing that saw in-
terest rates plunge toward zero and the BOE expand its purchases of financial 
assets. The BOE considers the impact on both income and on wealth (total 
assets, including housing) and the effect across wealth deciles and age groups.

One finding was that young people found their income disproportionate-
ly bolstered by QE, while older people saw interest on their savings stagnate. 
However, as the data shows, older households experienced a greater bump 
up in net wealth, in particular with QE steadily supporting housing prices. 
Those with the means took advantage of low-interest loans and ploughed 
any QE dividend into financial assets or real estate; those who already were 
owners and mortgagors refinanced on the cheap.

84  The BOE is not the only central bank that has attempted to deny the enhanced wealth 
distribution effect of QE and thus to “whitewash” the political implications of that policy 
and its effect on the rise of populism. The European Central Bank, for instance, has put 
online a study claiming that while the “direct” effect of QE indeed enhances the wealth 
of the wealthiest, the “indirect” effect benefited the poorest, particularly through lower 
mortgage rates, and thus in net was favorable to the latter. But it, conveniently, did not 
discuss or incorporate the fact that had the economy tanked (the indirect effect) so would 
have wealth, and thus there was an “indirect” impact on wealth as well. Furthermore, most 
poor families are renters, not house owners. (European Central Bank)

https://www.bankofengland.co.uk/-/media/boe/files/working-paper/2018/the-distributional-impact-of-monetary-policy-easing-in-the-uk-between-2008-and-2014.pdf?la=en&hash=AB17C765D8244FFFBF43E8EF9505FBF10DB65600
https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp2170.en.pdf


240

The overall marginal impact of monetary policy on wealth inequality 
was small, the bank sums up. But that depends on which impact you look 
at. If, in percentage terms, the wealth of the poorest may have increased 
more, this is from a deceptively low basis. The absolute terms are damn-
ing: According to the BOE, the wealth of the top 10 percent of wealthiest 
households has increased because of QE by close to 400,000 pounds, 
while the poorest 10 percent increased by a few thousand pounds at best.

FIGURE 4.57 – QE EFFEcT ON WEAlTh bY DEcIlE, U.k.

(bAnk of englAnd)

https://www.bankofengland.co.uk/-/media/boe/files/working-paper/2018/the-distributional-impact-of-monetary-policy-easing-in-the-uk-between-2008-and-2014.pdf
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Further, the combined income and wealth effect of monetary policy has 
overwhelmingly favored of the middle-aged and elderly, particularly those 
over 50. It was inevitable with quantitative easing that the elderly would 
see their interest income fall, but their total assets were preserved as real 
estate prices appreciated. The BOE study bears this out. Young people, by 
contrast, may have held onto their jobs, but they saw the price of home 

FIGURE 4.58 – QE EFFEcT ON WEAlTh bY AGE, U.k.

(bAnk of englAnd)

https://www.bankofengland.co.uk/-/media/boe/files/working-paper/2018/the-distributional-impact-of-monetary-policy-easing-in-the-uk-between-2008-and-2014.pdf
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FIGURE 4.59 – QE EFFEcT ON WEAlTh, GlObAl

(credit suisse)

FIGURE 4.60 – chANGE IN WEAlTh bY INcOmE POST QE, U.S.

(wAshington post)

https://www.credit-suisse.com/corporate/en/research/research-institute/global-wealth-report.html
https://www.washingtonpost.com/business/2018/10/01/bottom-percent-are-still-poorer-than-they-were/?utm_term=.a6a7cc61e8cb
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ownership rise out of reach, creating what is now referred to in Britain as 
“Generation Rent.” In other words, not only did the poorest benefit far 
less, but the dreams of the youngest to build a stake in society were pushed 
further away. Indeed, home ownership turned out to be a deciding factor in 
the 2017 elections that saw the Conservative government lose its majority. 
QE widened the disparity between owners and renters and the impact was 
felt at the polls. (Bloomberg)

The data is clear, and the wealth effect has overwhelmingly benefited 
the wealthiest. Between 2010 and 2017, the percentage of global wealth 
owned by the top 1% increased from 36% to 46%. In the U.S., ultra-high-
net-worth households85 saw their net worth as a percentage of disposable 
income soar to new heights, reaching 683%.

Indeed, the Federal Reserve, either because it is less susceptible to po-
litical pressure or because it more readily accepts the trickle down wealth 
effect theory, has released its own study of QE’s effects on the net worth 
of different income groups. It found that over 60% of the population had 
lost about a third of their (admittedly meagre) wealth, while the top 10% 
has seen their wealth grow since 2007.

world weAlth ConCentrAtIon
One has to be clear though. This worsening of inequalities was not intended 
by central banks, nor did they have much choice given the financial crisis. The 
BOE’s study finds that the counterfactual scenario, in which central banks 
did not intervene, would have left all groups worse off. If inequality is re-
duced because all households are growing poorer, that’s not a happy outcome 
either. But QE clearly still has profound and highly disturbing social effects.

In a well-functioning economy, wealth rewards positive economic con-
tributions and is not an arbitrary, monetary-induced phenomenon. A large, 
disenfranchised electorate has been a key supporter of populist and an-
ti-establishment candidates from the U.S. to Britain to Italy and France. 
This is not a temporary anomaly, for trust in the fairness of the system has 
been fundamentally shaken, with a majority now believing the economy 
is “rigged.” They will continue to clamor for change (CNN).

This attempt to deflect responsibility for measures that had to be tak-
en in crisis, but that may well have been prolonged unduly, is somewhat 
surprising. The U.S. is having, as usual when it comes to wealth, a much 
more honest debate about this. First, there is no denial that monetary 
policy affected wealth distribution. Indeed, Bernanke has argued that “the 

85  Generally defined as having a net worth of over $30 million.

https://www.bloomberg.com/opinion/articles/2018-03-05/housing-crisis-renters-are-driving-british-voters-to-labour
https://money.cnn.com/2016/06/28/news/economy/americans-believe-economy-is-rigged/index.html
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distributional impact of monetary policy should not prevent the Fed from 
pursuing its mandate to achieve maximum employment and price stability.” 
And QE, beyond the liquidity injection, relies on the wealth effect – which 
causes people to spend more when they see their assets appreciate – and its 
potential trickling down. To quote Business Insider: “One of the key chan-
nels by which quantitative easing works is through the wealth effect. With 
the central bank suppressing interest rates, investors are pushed into riskier 
assets, lifting the value of those assets. This, in turn, makes households feel 
wealthier, encouraging individual spenders to increase consumption.” All 
good in theory, but as Warren Buffet concluded, in fact, “The tsunami of 
wealth effect didn’t trickle down. It surged upward.”

This has understandably raised profound fairness questions. Why would 
the central banks be authorized to use their “public good” monetary power 
to make the wealthy – who overwhelmingly own the stocks and securi-
ties benefiting in price from QE – wealthier? Former Fed board member 
Kevin Warsh explains that QE works as an “asset price channel” that 
enriches a small group of stock owners and not the majority of working 
people. Reviewing the many studies and conferences on the topic, Forbes 
concluded, “International data show wealth inequality is falling globally, 
but not within developed countries with quantitative easing programs.” 
(Brookings) (Forbes)

QE is not the Schumpeterian wealth creation by entrepreneurs being 
rewarded with the benefits trickling down to all of society. It is in fact a dis-
torted and arbitrary magnification of the status quo, the very opposite of 
the social mobility that justifies the need for income differences. Increased 
wealth inequality then becomes not only economically but politically un-
acceptable and unsustainable. Critically, QE has enhanced inequality in 
a blatantly unfair manner, at precisely the time the exasperated lower and 
middle classes had been subject to decades of stagnant wage growth and 
worsening budget strains. Some politicians realize it. “While monetary pol-
icy with super low rates and quantitative easing have provided emergency 
medicine, we have to acknowledge some of the bad side effects. People with 
assets have got richer, while people without have not,” U.K. Prime Minister 
Theresa May said at a Conservative party conference. Either way, QE’s 
stark social consequences have elevated the populist agenda tremendously.

qe’s reAl wInner
When he accelerated QE in 2015 during the sovereign spread crisis, the 
ECB chairman, Mario Draghi, vehemently denied that the ECB was bless-
ing a kind of “monetary financing.” That practice, forbidden under EU 

https://www.brookings.edu/blog/up-front/2015/06/10/kevin-warsh-don-kohn-on-qe-and-inequality/
https://www.forbes.com/sites/jonhartley/2015/06/25/how-federal-reserve-quantitative-easing-expanded-wealth-inequality
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treaty rules, refers to the financing of government expenditure directly 
through money creation. From a legal standpoint, Draghi was technically 
correct, but more on account of semantics86 than substance.

The argument that this doesn’t constitute monetary financing ignores the 
fungible nature of government bonds in the securities market. If a national 
central bank acquires a quarter of its country’s national debt, the state no 
longer has to find buyers for that debt.

Further, if a national central bank states that it will keep this money 
invested in government bonds in the future, as has just been done by the 
ECB87 under its new Principal Reinvestment Policy, the debt purchased 
has effectively been monetized for the foreseeable future, which is exactly 
what monetary financing is. The same is true in the U.S. or in Japan. In 

86  The acquisition of over a trillion euros of government bonds is not strictly direct financ-
ing, which occurs when government spending is financed by increases in the monetary 
base. Legally, for the ECB, monetary financing does not occur here because the sovereign 
bonds, currently being bought in massive quantities by national central banks, are not 
bought on the primary market but on secondary markets.
87  This is, in fact, done at a national level and not at the ECB or European level. There is, 
by treaty and law, nearly no risk-sharing between euro system participants. National central 
banks, the shareholders of the ECB, bear nearly all of the credit risk. They also keep the 
interest collected. If the Euro were to fall apart, the Bundesbank would overwhelmingly 
not have Italian governments bonds; the central bank of Italy would.

FIGURE 4.61 – cENTRAl bANkS ShARE OF GOVERNmENT DEbT

(wsj)

https://www.wsj.com/articles/central-banks-put-squeeze-on-sovereign-debt-market-1467847016
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https://perspectives.pictet.com/wp-content/uploads/2018/04/2018-04-20-Europe-Chart-of-the-week-Debt-and-QE.pdf
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Europe, QE has brought massive money creation and the ensuing seignior-
age tax,88 without materially boosting private sector activity or financing 
any fiscal stimulus beyond interest rate reductions. This stands in sharp 
contrast to the U.S., where monetary policy indirectly financed a fiscal 
stimulus, boosting demand and triggering a recovery. (Forbes)

In order to prevent monetary financing and seigniorage, public ac-
counting rules separate state-owned but independently managed central 
banks from government accounts. Then, the theory goes, the indepen-
dent central bank will not be forced to finance government spending by 
either directly printing money or, indirectly, by systematically purchasing 
the bonds issued by the government to finance its spending. But from 
a consolidated point of view, not only has QE enriched the richest, it was 
a massive bond purchase by the central banks. It can thus be understood 
as a large seigniorage tax on the middle class, fixed-income pensioners in 
particular. QE policy has thus accentuated wealth disparities, enriching 
the wealthiest, taxing the middle class, and dramatically reducing the net 
debt of governments.89

Money for nothIng And troubles for free
Low interest rates induced by QE may have boosted the economy in the 
short term, propelled sky-high financial valuations and subsidized indebted 
governments. But QE never – contrary to some expectations and claims 
by central bankers – spurred any significant consumer price inflation. At 
the outset, the expectation was that QE would eventually create an unac-
ceptable level of inflation, at which point the central banks would wind 
it down. After 10 years, that has shown no signs of happening yet central 
bankers are still using inflation as a measure to know how much more QE 
they should proceed with. As the other negative side effects of QE pile up, 

88 Seigniorage is the profit that is made by the state when printing money, since the 
value of the assets acquired with the new money far exceeds the cost of printing the 
money (Obstfeld). Seigniorage is most obvious when the newly minted currency is used 
to finance government expenses, be it directly or indirectly through government bond 
purchases, and is then best known as monetary financing. While seigniorage tradition-
ally triggers inflation, it does not always do so. If the money, after it is printed and in-
serted into the economy, is held rather than spent, the inflationary effect is effectively 
sterilized. It then has no “real” effect but for the change in ownership of the assets sold 
to the central bank in the process. Indeed, as the IMF has noted, this is precisely the 
case in a deflationary environment where the value of money held by the private sector 
increases. (IMF)
89  This without any debate, conceived and enacted by an unelected central bank techno-
structure that happens to be sociologically from the same class as the main beneficiaries.

https://www.forbes.com/sites/greatspeculations/2015/11/16/quantitative-easing-in-focus-the-u-s-experience/
https://eml.berkeley.edu/~webfac/obstfeld/e202a_f12/seigniorage.pdf
https://www.imf.org/external/pubs/ft/wp/2015/wp15176.pdf
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bankers are largely ignoring those symptoms as they wait for inflation to 
rise. This has been a recipe for QE overdose.

Additionally, QE has created real economic harm by encouraging poor 
decision-making among corporations. The policy’s prolonged distortion 
of interest rates, a key economic indicator, has put us in dire straits. It 
has been sending for over a decade an improper price signal to all eco-
nomic decision makers. As a result, erroneous decision-making in the real 
economy has been increasing. Too low interest rates have pushed already 
over-indebted companies into making increasingly leveraged transactions. 
Simultaneously, the low interest rate is affecting the banks that QE was 
supposed to save by reducing banks’ interest income. Evidence of these 
misallocations abound and will take a heavy toll, with credit default rates 
increasing, while financial institutions have been unable to restore and 
replenish their capital base.

The resulting disequilibrium is real and harming our long-term growth 
prospects beyond a cyclical recovery. It has brought back excessive real 
estate prices. It has incentivized M&A activity motivated by financial 
wizardry rather than real synergies. And it has kept alive economically 
moribund zombie companies, which suck resources from the economy 
rather than give way to creative destruction. All this has resulted in fi-
nancial bubbles abounding in a grossly overleveraged economy. These 
financial time bombs will leave us in a precarious position as the next 
recession approaches. When the bubbles correct, the central banks will 
have little room to further lower interest rate. To make an analogy, cen-
tral banks acted to address a heart attack of the financial system, but by 
prolonging the dangerous medicine far too long, they have generated 
a deadly cancer.

qe’s effeCt on bAnks
Banks are inherently duration transformation engines, making long-term 
loans out of short-term deposits. Steadily lower interest rates mechan-
ically hurt their profitability, because banks make money by charging 
interest. Central banks have inflated asset prices through QE purchases. 
This created money as these financial assets were “monetized,” and led 
to a broadened money base from 2009 to today. But this newly created 
money was stored rather than lent – the opposite of a transformation 
engine role.

As a result, the velocity of money fell. Money velocity is a key economic 
indicator that measures how a currency is being used, and thus its impact 
on prices and growth. Because velocity fell, inflation did not rise, despite 
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the larger money supply. We remain in an unsettled economic situation, 
with more money on our hands – often literally, in the form of cash hold-
ings or short-term deposits.90

Critically, according to a recent paper from the BIS, loose monetary pol-
icy does not affect bank profitability equally in all environments. It turns 
out that when initial interest rates are already low, loose monetary policy 
does greater harm to bank profits than it does when initial interest rates are 
high. In other words, the negative effects are not linear, i.e., proportional. 
They are exponential. To quote the BIS: “These findings have implications 
for the possible unintended side effects of unusually accommodative mon-
etary policy, designed to keep both short-term and long-term rates very 
low for very long periods.” Not surprisingly, when looking at European 
banks, a much stronger correlation is found between low profitability and 

90 From the end of 2014 to May 2018, the European central banks’ (the “Eurosystem”) 
balance sheet expanded by a net 1.5 trillion euros. About 1.4 trillion euro were securities, 
including government and corporate bonds. During the same period, the European bank-
ing system loan and securities holding of euro area residents and non-financial companies 
increased by only 150 billion euros, or about a tenth of the net Eurosystem balance sheet 
increase. It turns out that the difference was an increase of over 1.3 trillion of euro resi-
dents deposits in the Eurosystem. (European Central Bank)

FIGURE 4.63 – GlObAl DEbT lEVEl

(nikkei)

http://sdw.ecb.europa.eu/browse.do?node=9691112
https://asia.nikkei.com/Economy/Global-debt-ballooned-40-in-decade-after-financial-crisis
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the yield curve than is found between low profitability and the level of 
outstanding non-performing loans.

The BIS findings imply that the QE program particularly affects the 
profitability of financial sectors in fiscally sound countries. If this policy 
were to be prolonged much further, it would undoubtedly create the basis 
for a major banking crisis in these countries. The recent difficulties of some 
European banks, with a few Italian banks already having to be rescued, 
reveal just how much stress QE has imposed on them and is foretelling 
what will happen in the next crisis.

bAd CredIt
Historically low interest rates have not only allowed zombie compa-
nies to avoid default, but they have also increased leverage across the 
board. According to the BIS, advanced economies now have total debt 
in excess of 250% of GDP. In these conditions, credit spreads should 
have tightened, but desperate bondholders, eager for yield and some-
times competing with the central banks, have disregarded growing 
credit risk. In normal times, sudden unexpected recent bankrupt-
cies would typically awaken the credit market vigilantes. With QE 
money overflowing, credit spreads have remained abnormally low, 

FIGURE 4.64 – hY bOND SPREADS

(wolf street)

https://wolfstreet.com/2018/02/04/corporate-bond-market-in-worst-denial-since-2007/


251

encouraging ever-increasing stakes in an increasingly risky, and less-
and-less rewarding bet for debt holders. Morningstar summarized the 
situation bluntly, warning, “Not only are credit spreads tighter now 
than in much of the recent past, but the average credit quality of the 
Morningstar Corporate Bond Index is lower than it was much of the 
time” (Morningstar).

With access to more and cheaper debt, but relatively limited organic 
growth opportunities, companies have started embarking on an M&A 
spending spree. Competing fiercely for limited targets, they have offered 
ever higher valuations, with multiples of enterprise values on EBITDA 
now similar to those observed just before the financial crisis91. As the 
economic cycle unfolds, as the Fed attempts to ‘taper’ QE, postposed yet 
inevitable corrections will take place. Many of these deals will ultimately 
generate significant losses.

bAd InvestMent, overvAluAtIon
Private Equity might well become the posterchild of the next economic crisis. 
Yield hungry investors, enriched and starved simultaneously by QE, have 
flooded to this asset class. Unable 
to profitably and rationally in-
vest, these firms have built up the 
largest level of “dry powder” on 
record, in excess of half a trillion 
dollars. Private equity managers, 
rewarded on performance, are on 
a hot seat. This money is burn-
ing their pockets, pushing them 
into ever more perilous invest-
ments92, which could easily turn 
into heavy losses.

91  Low interest rates also meant that the balance between “growth” vs “value” was tilted, 
inducing more deals in steadily overpriced infrastructure and technology rather than in 
traditional restructuring.
92  BCG, a consulting firm, reported “an increasingly challenging environment for private 
equity buyers as they face both record-high target multiples and more competition from 
cash-rich corporate acquirers … Despite low interest rates, this market environment 
challenges private equity buyers to execute operationally in order to achieve their target 
returns.” (BCG)

As a fund manager in catastrophe bonds 
insurance products, I had to recognize this 
trend. Simply put, the risks were no longer 
worth insuring. Continuing would have 
been to bet on catastrophes no longer hap-
pening as historically known, rather than to 
believe that on average it was a profitable 
activity. That is something you can do only 
if you are satisfied with, “tails I win, heads 
somebody else loses.” As a result, I had to 
close down a fund which had a strong track 
record and positive historical performance.

https://www.msn.com/en-us/money/mutualfunds/2018-fixed-income-returns-pressured-by-rising-rates-widening-credit-spreads/ar-BBRWovx
https://www.bcg.com/publications/2017/corporate-development-finance-technology-digital-2017-m-and-a-report-technology-takeover.aspx
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https://www.bcg.com/publications/2017/corporate-development-finance-technology-digital-2017-m-and-a-report-technology-takeover.aspx
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https://www.bcg.com/publications/2017/corporate-development-finance-technology-digital-2017-m-and-a-report-technology-takeover.aspx
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wrong prICe, wrong sIgnAlIng And wrong deCIsIons
QE has for a prolonged time corrupted the economic signals upon which 
economic actors make decisions. This is true for investment, but goes far 
beyond and will ultimately prove very costly.

Consider the price paid for insurance. In 2017, the largest insurance 
losses on record were recorded, exceeding $300 billion. Typically, after 
large cyclical losses, insurance premiums enter what is known as a “hard 
market.” Premiums increase, enabling insurance companies to rebuild their 
capital reserves. Simultaneously, the insurance companies, now capital 
constrained, enter into an enhanced and revised risk exposure selection as 
well as a repricing of the insured risks.

This is not what has happened. Following a brief period when the catastro-
phe bond spreads widened, the market returned to historically low premiums. 
This has been driven by QE yield starved investors flush with money entering 
the market. New issuances were grabbed as if nothing had happened.93

93  Reinsurance firm Aon Benfield reported: “Reinsurance pricing has moved up in lines 
and territories most affected by recent losses, but we expect this trend to be relatively short-
lived, given the amount of new capital entering the sector …This may have long-term 
consequences for the structure of the reinsurance market.” (Aon Benfield)

FIGURE 4.67 – VAlUATION OVER TImE

(bcg)

http://www.artemis.bm/news/new-capital-to-have-long-term-consequences-for-market-structure-aon/
https://www.bcg.com/publications/2017/corporate-development-finance-technology-digital-2017-m-and-a-report-technology-takeover.aspx
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The bypassing of the natural insurance cycle can have serious conse-
quences. Low insurance premiums increase adverse selection by insureds 
that are able to shift their risks onto insurers at ever lower rates. The 
insured benefiting from subsidized insurance premiums will not take 
the steps needed to prevent and limit damage from future catastrophes. 
Insurance companies will not have the opportunity to replenish their 
reserves. All that translates into higher risk taking and a more fragile 
sector.

Manipulating money and interest rates, as QE did, is a dangerous game. 
It corrupts valuation and economic signals. It may well be necessary in 
the middle of a financial crisis, but the more prolonged the distortion, 
the more it is bound to come back in devious, profound, and unexpect-
ed ways. Wherever you look, the distorted signals sent by central bank 
actions appear to have fomented “irrational exuberance” reminiscent of 
the worst episodes of the dot com bubble. The next crisis is coming and 
painful yet necessary corrections are unavoidable. Prolonging distorted 
signaling will only make those corrections more destructive when they 
do arrive.

FIGURE 4.69 – GlObAl VAlUATIONS AND GDP

(nikkei)

https://asia.nikkei.com/Economy/Global-debt-ballooned-40-in-decade-after-financial-crisis
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(dIs)trust In Money
As money issuance continued beyond the first round of emergency QE, 
trust in financial products started eroding. Investors began seeking a “safe 
haven” in “real assets,” be they real estate or commodities. Thus, a spill-over 
effect of QE has been increased real estate prices, not only because of the 
lower cost of servicing the associated debt, but because of the perceived 
safety of that kind of “real” investment.

Simultaneously, a distinctive social trend of disbelief, and distrust of 
fiat money, linked to general distrust of societal institutions, has devel-
oped. A cohesive society and money are after all linked, since money is 
little more than a collective delusion by and for the people. People began 
searching for alternative currencies that were not subject to the “whims” 
of central banks. There was a renewed and intense interest in developing 
cryptocurrency, leading to bubbles.

Indeed, one of Bitcoin’s selling points was that the amount of it in circula-
tion is limited and cannot be increased. In that sense it was likened to a new, 
digital gold, because of its externally set and finite supply. Unsurprisingly, 
central banks and finance ministries clamped down with regulatory inter-
ventions on this unwelcome challenge to their money-issuing monopolies. 
But the warning message contained in the crypto craze is clear. QE has 
eroded the social contract around which money is based, it has fundamen-
tally affected people’s confidence in the common monetary instrument. 
Continued abuse of the money printing monopoly by central banks could 
lead not only to market distortions but to growing defiance of central banks’ 
control of money issuance. This is a threat to “the supreme prerogative of 
government,” as Abraham Lincoln called monetary control.

After qe
Issuing money is addictive. Ten years after the financial crisis, the U.S. has 
just started tapering, and other central banks slowing down, QE. Policy 
makers, faced with weak and dependent economies hooked on QE delay 
the necessary steps. But QE market distortions are becoming ever more 
blatant. The economic damage created by QE’s extended misallocation of 
resources will eventually have to be unwound. Yet governments and central 
banks have failed to use the breathing room they have bought. They failed 
to come up with a bold vision and a strong public investment program in 
infrastructure and human capital that could have truly rebooted demand.

The next recession is coming. It will come with a larger asset bub-
ble than ever before, with seemingly no room for fiscal policy, and no 



sustainable room for monetary policy. Any additional QE may well 
completely erode confidence in the monetary and political system, while 
tapering could well foment the next crisis by triggering an asset correc-
tion, as recently seen.

We thus find ourselves at a critical juncture. The central bankers now 
bear an awesome responsibility. If, in their ivory towers, they ignore the 
political impact of the measures they have taken, continue to whitewash 
the social distortions caused by their once necessary intervention, and 
stubbornly continue sterile debates on outdated economic models based 
on indicators ill-suited to the new economic paradigm, they will exacer-
bate a politically volatile situation. They would like to continue to play 
for time, hoping for a prolonged cyclical recovery or the continued boost 
of a weakening currency, but are quietly fearing an approaching crisis for 
which they know we are unprepared.



V
WAYS OUT?
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ConClusIon
The success of everything depends on intuition, the capacity of 
seeing things in a way which afterwards proves to be true, even 
though it cannot be established at the moment, and of grasping 
the essential fact, discarding the inessential, even though one 
can give no account of the principles by which this is done. 
(Schumpeter)

The difficulty lies not so much in developing new ideas as in 
escaping from old ones. (Keynes)

It turns out that advancing equal opportunity and economic 
empowerment is both morally right and good economics, 
because discrimination, poverty, and ignorance restrict growth, 
while investments in education, infrastructure, and scientific and 
technological research increase it, creating more good jobs and 
new wealth for all of us. (Clinton)

There is a growing global anti-establishment revolt against the 
permanent political class at home and the global elites that 
influence them, which impacts everyone from Lubbock, Texas, to 
London, England. (Bannon)

QE IS THE LAST STRAW . FISCAL POLICY CAN NO LONGER HIDE THE 
EFFECT OF BIASED STRUCTURAL POLICIES . THE SOCIAL CONTRACT 
IS BREAKING UP . WE EITHER EVOLVE, OR DISAPPEAR AS A SOCIETY

The next crisis is coming. There is little time left to avoid a political melt-
down of proportions unseen in our lifetimes. We are reaching the end of 
the road, where we can no longer kick the can further. We have run out 
of fiscal policy and monetary policy. Even QE, if it was to be restarted, 
would trigger a breakdown in the social contract, leading to widespread 
contestations of the legitimacy of property, wealth, and money. The bases 
of our economic systems are shaking and the pain has become intolerable 
even before an inevitable recession has even started.

What can we do? The first step is to give us some space to breath, to 
muddle through the coming crisis. One step in particular can do more 
than any other to firm up the system in one fell swoop: We need to turn 
QE on its head and nationalize its profits, which are held by the central 
banks. This would mean either cancelling the debt owned by the central 

https://www.azquotes.com/quote/725296
http://cas2.umkc.edu/economics/people/facultypages/kregel/courses/econ645/winter2011/generaltheory.pdf
https://www.washingtonpost.com/politics/bill-clintons-speech-to-the-democratic-national-convention-full-transcript/2012/09/06/af97c51a-f7da-11e1-8253-3f495ae70650_story.html
https://www.brainyquote.com/quotes/steve_bannon_809144
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banks, or transferring it into a sovereign fund that focuses on long-term 
investment. This would not be a silver bullet. But it would buy us time.

We need to use that time to rethink the super-structural changes that 
have allowed a few rent extractors to become ever wealthier while the vast 
majority became poorer. And for this we need governments that are refo-
cused on their primary mission, and less susceptible to special interests. 
This, of course, is easier said than done. When they were opposition fig-
ures, populists could content themselves with provocative slogans. Once 
in office, they must produce concrete policies.

The challenge, be it for the populist parties or for those incumbents 
trying to hold onto office and reform from within, is to preserve the real 
gains of globalization while addressing the pressing concerns of the new 
radical majority. They must formulate a new social contract that would 
make the system fairer and make sure the “losers” of the new order have 
a sufficient stake, making the outcomes of economic adjustments win-win 
rather than creating a few big winners and a lot of losers.

Consider the case of Singapore. By almost all accounts, Singapore is 
the best run state on Earth, which has led to an enormous, multi-decade 
gain in wealth for its people. It has not only multiplied real estate supply 
but insured special access to the less well-off. It has made sure education, 
including higher education, is accessible to all, and encouraged the import 
of talent. It has set up a public health system for all. It has maintained 
balanced budgets and invested heavily in infrastructure. Its government is 
efficient and corruption-free. That’s why I recently moved there, to work 
and to observe from within what good governance can do. And yet, even 
in my new home, I see the unmistakable signs of a rising populism. As the 
city has grown, so has the size of the foreign-born population, myself in-
cluded. Unlike in the West, where low skill migration is posing the greatest 
dilemma, Singapore’s immigrants tend to be, thanks to government policies, 
educated and employed. But this creates problems of its own, and local 
people, who have worked hard to create this country have understandably 
felt marginalized at times by these swarms of well-off foreigners.

The increasingly global identity of the city has threatened local identi-
ty, and along with the visible wealth gap between middle-class locals and 
high-flying foreigners, has set resentments on the rise. Foreigners have 
bought up scarce, expensive housing in the city center and let it sit empty 
while conspicuously displaying their wealth. This dynamic was symbolized 
by a recent incident in which a Chinese mainlander driving recklessly in 
a Ferrari crashed into and killed a Singaporean taxi driver. It is difficult to 
think of a place that has gained more from globalization than Singapore, 
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or has more to lose if it is curbed. But even here, the government, care-
fully listening to this social dissent, has been forced to impose limits on 
immigration, and rightly so.

This underlines the limit of what can be done. The logic of populism 
may be deeply rooted in the rational economic grievances of the over-bur-
dened members of society who have now become the dissenting majority. 
But it also incorporates emotional and cultural components that cannot 
be wished away. What can and should be done, with all urgency, is to dial 
down the economic pressure on the dissenting majority and to restore the 
capacity of the state to play its role, not in place of the markets, but as the 
steel skeleton, the provider of structure and infrastructure, within which 
markets operate. This will buy time for politics to address these cultural 
grievances without jeopardizing our economies and the gains we have 
collectively achieved through global economic cooperation.

To start, we have to redefine our analytical tools, and indeed data, 
so as to capture important phenomena that have been disregarded and 
play a critical role in our societies. We have to discard politically correct 
codes in the process, not in order to offend people, but to understand 
on a deeper level the sources of social dissent. We have to redefine the 
very objectives of our societies after decades of overly fixating on top-line 
economic figures – like GDP growth, employment, and inflation – with-
out bothering to truly understand the much more complex realities they 
purport to represent.

Should we aim to expand the economic production in a given territory, 
or the wealth of the inhabitants in this territory (GDP growth, or GDP 
per inhabitant growth)? Should we maximize ‘productive’ employment 
or should we ease the transition of society to a more automated future 
by subsiding ‘non-merchant’ community jobs? If jobs are going to be in-
creasingly automated, how should we invest in human capital to ensure 
long term employment? How can we restore confidence in government 
and restore to states their means of action, including workable budgets 
and top-flight leaders? How can we root out soft corruption? How do 
we finance a health care system for the whole of society, knowing that 
providing premium quality care for all is simply not an economically sus-
tainable model? Should we limit open trade to be only between countries 
of similar wealth per inhabitant? If we don’t, how can we help those left 
in the lurch by the whirlwinds of global trade? How can we ensure that 
anti-competitive models that limit supply and competition, be they in 
real estate or new technology, are broken up, even if they appear to create 
wealth (at least for some)?



It is easier to raise these questions than it is to formulate good answers. 
But raising these issues and triggering debate is an important first step. 
In that light, a list of proposals for consideration follows below. Some are 
provocative in nature, designed to be thought provoking and to generate 
new ideas. The challenge to our societies is imminent and the current mod-
el is politically unsustainable, requiring new solutions. They may not all 
end up being the right answers, but they are designed to force an honest 
reassessment of the prevailing system and in the process prepare us intel-
lectually, whatever our political opinions may be, to confront the choices 
we will soon have to make, to reassess the balance between the benefits of 
globalization and social cohesion.

Ultimately, the real question is whether our societies still have the capac-
ity to evolve, if they can rise to the challenge of transforming themselves. 
Perhaps our societies have reached a point where they can no longer evolve 
sufficiently to adapt to changing circumstances. In that case, history teaches 
us that the majority of dissenters will make erratic decisions – sometimes 
positive, but all too often not – until our political-economic system col-
lapses and a new one emerges sometime in the distant future, following 
an intervening “medieval” period marked by chaos.
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thoughts for debAte
reAl estAte

cAP LENDING To REAL EsTATE By BANks AND sHADoW LENDERs
Real estate prices are nearly directly proportional to the willingness of 
the banks to lend. This has meant that efforts by government to facilitate 
mortgage borrowing – along with banks’ own love for real estate lending, 
if only because of its long-term ascending value as collateral – has led to 
a vicious spiral of escalating prices. Some spirals, like the Japanese real 
estate bubble, have been particularly dramatic, but overpriced real estate 
is a global phenomenon.

More macro-prudential rules, limiting banks’ lending to real estate and 
favoring lending to productive assets, should be put in place. Governments 
should not subsidize real estate lending, be it through interest rate reduc-
tion or implicit guarantees.

INcREAsE REAL EsTATE suPPLy
The supply of new construction, particularly in large cities, but also in in 
rural communities that are prime for development into new centers of ac-
tivity, is subject to too many different authorities. It is also subject to the 
influence of current owners, who have a vested interest in restricting supply.

The number of authorities needed to greenlight new construction should 
be drastically reduced, and decisions should be taken by a single committee 
operating under reasonably brisk timetables. People who would benefit 
from the new supply, or their representative associations, should be given 
a voice in the process.

TAxATIoN oF IDLE REAL EsTATE.
Real estate that is owned for hoarding purposes severely depletes the supply 
available to renters and prospective buyers. This is especially the case in city 
centers. Uninhabited, unrented real estate should be taxed severely, with 
the proceeds going to commuters and displaced communities.

TAx oN GAINs FRom LAND BANkING By coNsTRucTIoN comPANIEs
Constructions companies have in many cases become speculators in their 
own right, owning directly, or through options, a vast stock of land. In 
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order to maximize profits, they then delay development rather than accel-
erate it, in order to gain from land value appreciation.

Incentives should be put in place to ensure construction companies 
are motivated to develop land rather than sit on it and thus benefit from 
restricted supply. One way to do this is to impose taxes on land marked 
for construction that is not rapidly developed.

“INcomE” oF oWNER occuPIERs INcoRPoRATED IN INcomE DEcLARATIoN
Differing tax treatment should not affect the choice between renting and 
owning. It is fundamentally unfair that renters should be somehow taxed 
more than owners for their real estate consumption, but this is what hap-
pens, as renters pay tax on the income they must put towards rent, while 
people who own their homes have no income devoted to rent. This leads 
to two alternatives. Either a reasonable rent allocation should be deducted 
from the income tax paid by renters, or, as is done in a few countries like 
Switzerland, the implicit income from real estate ownership should be 
accounted for in tax declarations. In other words, if you make $100,000 
a year and live in your own home, which would rent at $20,000 at market 
rates, you would end up declaring an income of $120,000 to reflect the 
free rent you’re enjoying. Of course, maintenance costs and any other real 
estate tax paid should be taken into account, so in the end you may end up 
declaring more like $12,000 in extra income, rather than the full $20,000.

eduCAtIon

HumAN cAPITAL AccouNTING
Education continues to be treated as an expense. It is in fact an investment 
that needs to be maintained, or amortized, over time. As long as we mis-
treat the value of education, we will underinvest and mis-invest. The first 
step is to properly account for the returns on human capital.

INvEsT moRE IN EDucATIoN
Whatever the education model – public or a mix of public-private, a knowl-
edge economy requires more investment in human capital. This requires an 
increase of education investment by the state, especially in higher educa-
tion, if only to maintain the minimum funding level necessary per student. 
We further have to avoid social injustice and misallocation of resources by 
missing out on the best students if they are poor and unable to pay their 
tuition. This requires higher state education budgets, as well as better legal 
and tax treatment to induce private investment in human capital.
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HumAN cAPITAL coNTRAcTs
One solution would be contracts between the students and the higher 
education entities they are attending. “Human Capital Contracts”, or in-
come-sharing agreements, were initially proposed by the late Nobel econ-
omist Milton Friedman.

When Milton Friedman put forward Human Capital Contracts, he was 
searching for a financing mechanism that would increase investment in 
education. The principle is straightforward: Investors pay for education 
costs in exchange for a share of the student’s future income above a certain 
threshold for a number of years. In such a framework, the investor is in-
centivized to provide the student the most valuable education given his or 
her skills. In the process education providers stop being one-off providers 
and become stakeholders in their students’ success.

While Friedman’s idea didn’t initially take off, its time has now come 
in today’s competitive and fast-changing labor market. Peer-to-peer plat-
forms in the U.S. are starting to propose such contracts to students, while 
the state of Oregon has been experimenting with the same concept. To 
contractually make education providers capture part of the value created 
by their services would prove transformational for an archaic education 
model in need of a revolution.

ALIGNING uNIvERsITIEs
Universities would benefit from future income linked to their graduates’ 
job-market success. They could, of course, sell these contracts in portfolios 
to capital markets, being rewarded – or sanctioned – according to the value 
they create. Market prices would signal to both students and universities 
alike the skills that are most in demand and which universities provide 
the most added value. It has been argued that human capital contracts are 
a form of slavery. This misses the point that it is contractually accepted by 
both parties, provides opportunities that may not otherwise be accessible, 
entice all parties to a favorable outcome, and, indeed, encourage one’s 
future elevation in society.

Such a formula would automatically put a bonus on the education of 
the high-demand STEM jobs that the economy is clamoring for. It should 
not prevent people studying art history, or ancient Greek, or philosophy – 
degrees that can underpin successful careers in law, consultancy, publishing, 
and other industries.

Of course, not all degrees worth acquiring are immediately translatable 
into market value; nobody wants a society limited to, say, coders and ac-
countants. And not all highly valuable skills (teaching, for example) are 
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amply rewarded. Society as a whole has an interest in cultivating a wide 
range of academic fields; universities also see their mission as the devel-
opment of intellectual inquiry or cultural preservation. In recognition of 
this, government will have to continue to subsidize certain educational 
provisions to reap these benefits. But the incentive for students and uni-
versities to think pragmatically would be much stronger – and loan de-
faults much less frequent – in such a system. The onus would be, on an 
aggregate and risk adjusted basis, for the universities offering these paths 
to have students choosing their fields, and being taught skills that lead to 
sufficiently remunerative jobs to pay for their education, be it in the pri-
vate or the public sector.

vocATIoNAL TRAINING
Vocational training, currently hugely undervalued except in Germany, 
would also become more prized as training institutes and prospective stu-
dents alike would be able to see the added value of this sector.

coNTINuED EDucATIoN moDEL AND APPLyING mAINsTREAm TEcHNoLoGy
Online education providers could be expanded, finally applying mainstream 
technology to reduce the cost of providing education. Continuing educa-
tion programs maintaining the skill levels of graduates facing continuous 
innovation during their career could become a new norm. Depending on 
the individuals, this could be introduced from high schools and progres-
sively increased throughout the curriculum, saving critical but genuine 
interaction for specific classes or periods. Better an online ‘customized’ class 
than an overcrowded auditorium, even if face-to-face education remains 
critical at the early stage.

heAlth CAre
Strong-arm negotiation by the state, regulation of drug monopolists, and 
deregulation of innovation and production can all go a long way in allevi-
ating the problems in Western health care systems. Marketing to doctors 
needs to be regulated. Expensive mass-media marketing to consumers 
should be forbidden. Evergreening must be severely limited.

Those are just for starters.

moRE DocToRs
Health care is a tricky area to be applying economic principles, but one 
basic rule holds here just as well as it does everywhere else: Increasing sup-
ply decreases price. This has indeed been found to be true in cross-country 
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comparisons. Furthermore, we all know that monopolists have and always 
have had an incentive to reduce supply in order to increase price and ex-
tract a monopoly rent.

The number of doctors should not be fixed by medical associations. These 
groups will always act as monopolists and try to fix supply at a level that 
will maximize their clients’ – that is medical doctors’ – revenues. Training 
doctors has a cost, but having too few ends up being even more costly. 
States should lift these privately-determined caps on doctors and subsidize 
the training of a larger number of them. Further, anybody with the skills to 
pass the medical exam, and willing to do the subsequent training, should 
be allowed to practice, as long as they pay for their study privately. This 
would further increase medical doctor numbers, and thus reduce the price 
that the market will bear for their services.

FoRBID PREDAToRy PHARmAcEuTIcAL mARkETING
One of the reasons health care is so contentious is that it is literally a ques-
tion of life and death (little or no elasticity of consumption). We are thus 
prone to believe arguments we should spend more so as to enhance life and 
quality of life. This is especially true if the solutions are through discoveries 
that will benefit all mankind in the future.

Unfortunately, this argument, while reasonable on its face, has been 
repeatedly abused. Pharmaceutical companies, for instance, have system-
atically justified high drug prices by claiming they are needed to pay for 
research for future drugs. Without even going into the accounting of what 
they consider research, the numbers show that marketing expenses by drug 
companies are double their R&D budget.

Precisely because this is not a market like any other, and responsibility 
in the use and consumption of the resources paid for by the population is 
critical. Applying monopolistic maximization behavior, artificially boosting 
demand and prices, cannot be allowed and needs to be regulated. Not even 
accounting for the devastating side effects that revenue optimization can 
trigger, as illustrated by the opioid crisis, it is one thing to choose to po-
tentially overpay in order to subsidize and encourage research, and another 
to systematically push overprescription and overconsumption of drugs.

Some forms of drug marketing, such as TV advertisements, and what 
could be described as the soft corruption of doctors – like taking them 
on cruises to explain the supposed benefits of some new form of an old 
drug – should be outlawed.
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GENERIcs AND PATENTs
Pharmaceutical companies expend lots of effort to extend their patents 
beyond their natural expiration. This is wrong in two ways. First, it makes 
consumption of the old drug more expensive. Second, it shifts the focus 
of research away from true discovery and towards gimmicky innovations 
that will pass legal standards for patents – with little regard for their actual 
medical value. The patent offices should be instructed to take a much more 
severe line on these issues and take a much harder stance on evergreening. 
The patent life for pharmaceuticals is already more than long enough to 
cover the investments made for their development. Evergreening is a form 
of gratuitous overcompensation.

The laws already on the books must also be enforced. Currently, sev-
eral of the leading generic drug manufacturers are being sued by a group 
of U.S. state attorneys general for egregious price-fixing. Such actions 
should be applauded. And if generics manufacturers continue to conspire 
against public health, governments should consider more drastic actions. 
Massachusetts Sen. Elizabeth Warren has proposed creating a state-run 
generic manufacturer. It’s an idea her colleagues – and legislators from 
other nations – should take a close look at.

Look To THE uk’s DuAL sysTEm: LET sTATE AND PRIvATE sEcToR coExIsT
The U.S. happens to have the most health care privatization in the 
Western world. This creates a strong suspicion that unregulated pricing 
by private health providers leads to monopolistic pricing. After all, a pa-
tient with a horrible disease or a gaping head wound is in no position 
to haggle over the price of her medical care. Effective negotiation over 
health care costs can only be accomplished when someone, like the state, 
bargains collectively on behalf of patients (as insurance companies also 
do to some extent).

But the State has not yet abdicated its role in healthcare everywhere, 
and the UK NHS system provides some particularly interesting insights 
into what a properly functioning system can look like: a cost to GDP that 
is among the lowest reported (40% cheaper in percentage of GDP than in 
the US); more doctors, rather than a fixed number, allowing for a lower 
cost of supplying first line medical advice; and a fully private system in 
parallel for those that desire it.

While this is and always will be contentious, it is a fact that a system like 
the UK’s, in which a universal lower-end system functions in parallel with 
a higher-end private sector, ends up being less costly in terms of GDP. It 
probably also provides more care to more people.
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Some will argue it is unfair, as some people get better treatment. But 
it is not more wrong than wealthier people buying more luxurious cars 
with better safety equipment, which will eventually be mass produced and 
trickle down, becoming standard issue for all cars in the future. Others 
will argue that this leads to a centrally planned, state-controlled system. 
But health care is special and should not be left solely to the whims of the 
market. We all recognize the need to help those in immediate distress, and 
a safety net based on emergency rooms ends up costing a lot more than 
decent investment in primary and preventive care.

The state-run NHS is far from perfect. It provides “free” services to the 
whole population, which likely encourages overconsumption, and it may well 
be paying for, or reimbursing things, it should not be. Doctors in the U.K. 
are permitted to work in private practice, and many do, but they are also 
expected to work for a wage in the National Health Service, the system to 
which British residents contribute through the national insurance tax scheme.

While British doctors are not crushed under student debt, and are not 
subject to many spurious malpractice lawsuits, they are somewhat over-
worked. The NHS system can be particularly demanding on younger 
doctors. In 2015, junior doctors in the U.K. walked out for the first time, 
complaining of long hours and poor pay. They are right, but their situation 
is the logical outcome of the way medical care is organized in England, 
with a state system incentivized to reduced costs, and thus to have as few 
doctors working for as long as possible for the minimum pay possible.

FIGURE 5.1 – hEAlTh cARE ExPENDITURE AND lIFE ExPEcTANcY

(peterson institute for internAtionAl econoMics)

total healthcare expenditure/Capita $usppp, 2006 or latest

https://piie.com/blogs/realtime-economic-issues-watch/what-comparing-healthcare-costs-really-reveals
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For doctors, working for the NHS means shorter consultation times, 
harried, overstretched staff, and hefty demands on their productivity. But 
it is also where they gain valuable experience. For the consumer, medical 
care is regulated, bureaucratic, and sometimes cumbersome, but substan-
tially free, and that is something British voters guard jealously. Wealthy 
Brits – and rich medical tourists from abroad – can enjoy more advanced, 
luxurious amenities from a flourishing private sector. But the very existence 
of the public alternative keeps costs down even there.

This dual system has delivered above-average success in terms of life 
expectancy versus cost compared to other European countries, and 
performs substantially better than the U.S, though it comes at a cost 
to doctors, especially the ones not established enough to have a private 
practice.

The UK also offers an admirable example of how to keep drug prices 
reasonable. The NHS has put an evaluation system in place that measures 
any new drug’s impact on life expectancy and quality of life. It then ne-
gotiates in bulk with pharmaceutical companies based on these objective 
measurements. The result is that while the U.S. spent over $1100 per 
person on pharmaceuticals in 2015, the comparable English figure was 
less than $500.

InfrAstruCture

mAssIvE INvEsTmENT PRoGRAm
According to the consulting firm McKinsey, European countries and the 
U.S. underinvest in infrastructure by at least 0.5% of GDP per year. This 
underinvestment has been going on for many years and has created main-
tenance issues that have resulted in spectacular accidents. This is true not 
even accounting for foregone progress towards technological and environ-
mental goals that will eventually require even more investment to make 
up for lost time (Consultancy).

Investment in infrastructure needs to be sharply increased in the many 
Western countries that have neglected it. This can be done either through 
a public approach (a new infrastructure push driven by the state through 
construction subcontracts for the private sector), or a public-private ap-
proach.

In an ideal world, this would be state driven, and subsequently, depend-
ing on the type of infrastructure, its operation privatized under government 
supervision – for if it is the role of government to have a vision and to invest 
in the future, it is often not best at running large operations. Further, the 

https://www.consultancy.uk/news/15371/disruption-means-3-trillion-global-infrastructure-investment-needed
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infrastructure investment program, while it will create jobs and growth, 
long term and short term, should not become an excuse for other forms 
of political vote buying.

It is to be noted that while most Western countries underinvest in in-
frastructure, some countries have been drastically overinvesting. This also 
represents a misallocation of resources, albeit a less harmful one, that will 
in due time lead to credit issues.

In any case, the striking result is that one often feels when travelling 
to some emerging countries that they have first-world infrastructure, and 
when travelling in the West, that the infrastructure is third-world. The 
most advanced trains are now found in China. In Shanghai, you take the 

FIGURE 5.2 – INFRASTRUcTURE SPENDING AND NEEDS IN % GDP

(Mckinsey globAl institute)

https://www.mckinsey.com/industries/capital-projects-and-infrastructure/our-insights/bridging-infrastructure-gaps-has-the-world-made-progress
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Maglev, a magnetic train, to travel from the airport to the city center, while 
the whole country is interconnected with a dense network of high-speed 
trains. Singapore has such pleasant and efficient airport terminals that they 
are compared to luxury malls. Korea is already planning the construction 
of smart highway networks for driverless cars by 2020. In sharp contrast, 
the UK, which invented railways, has yet to build a second high-speed 
railway link. Italy, whose Roman architects built architectural marvels that 
impress to this day, has collapsing bridges. Belgium, which had the only 
highways visible from the moon, now has roads plagued by potholes, and 
the U.S., which invented commercial aviation, has overcrowded airports 
that are decades old.

cREATE AN INFRAsTRucTuRE FuND oR sEcuRED INFRAsTRucTuRE BuDGET
In order to finance this infrastructure push, one could conceive a large new 
government-backed funding program that would come with a state guar-
antee. It should have tax advantages, both in managing the entities and 
raising money to finance them. The possibilities are many and depend on 
each country’s particular circumstances.

RETHINk PuBLIc AccouNTING To ALLoW FoR moRE INFRAsTRucTuRE PRojEcTs
Governments have been struggling to make basic infrastructure invest-
ments under the weight of fiscal deficits, high levels of public debt, and 
election-cycle politics. We need to look at infrastructure and education 
as investments rather than spending, amortizing it accordingly. Public 
investment stands at 3 percent of GDP or lower in advanced countries.

A huMAn CApItAl polICy

BALANcE oF HumAN cAPITAL
We need to account for the movement of human capital in a statistically 
meaningful way. In a knowledge economy this human capital is critical. 
The current standard, tracking the human capital balance via net mi-
gration, is woefully inadequate. We need to develop tools to estimate, 
albeit imperfectly, the loss of human capital (educated people leaving) 
and the gains (educated people coming) that our economies generate. 
Educating people for over two decades only to see them pack up and 
leave is a terrible loss for the community and the economy. Receiving 
engineers and doctors that we did not even have to train is an extraor-
dinary profit. In order to properly design public policy, this needs to be 
known and recognized.
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ENcouRAGE HIGH-skILLED ImmIGRATIoN.
Silicon Valley stocks fell on the news of the Trump victory as investors 
anticipated they would have a more difficult time recruiting skilled labor. 
In Brexit-schizophrenic Britain, the tech industry is similarly worried. 
Companies need high-skilled labor. High-skilled immigration should 
be encouraged as a positive contribution to the human capital balance. 
These immigrants do not compete with the most vulnerable, only with 
the most talented, creating value for all in the process. The introduction 
of an employer tax for immigrants, such as the one used in Singapore, 
can encourage the recruitment of high-skilled labor while favoring local 
hires and discouraging low skilled immigration. According to the Nobel 
laureate Maurice Allais, to compensate for the use of public infrastructure, 
such a tax should total about four times the average annual wage – sev-
eral thousand dollars per employee per year – for a number of years. The 
proceeds would go toward a public human capital and infrastructure fund 
aimed at maintaining the level of public services despite the increased de-
mands on the system from immigration, as well as retraining local workers 
that may be displaced. The higher employer cost would result in reduced 
immigration for low skill jobs but not impact higher-skilled, high-wage 
jobs. It would also increase wages for the lowest earners by reducing the 
competition from immigrants.

ExTERNALIzE BoRDERs
The former squalid Calais “jungle” and the pile-up of refugees on Greek 
and Italian islands illustrate the logistical challenges to stopping the flood 
of illegal immigration. As a general rule, any physical barrier, while tem-
porarily helpful in stemming migration flows, is likely to be circumvented 
one way or another, as has been demonstrated again and again by drug 
traffickers. Experience indicates that a superior response is to cut deals 
with bordering countries that are conduits for illegal immigration. This 
often involves offering some carrots, such as market access or development 
support, as with the recent EU deal with Turkey, as well as some stick 
(often the withholding of the same things). In the past, Spain has done 
this particularly effectively by focusing on readmission of illegal migrants 
at their point of entry, coordinated border surveillance, and reception of 
refuges in third countries. Illegal immigrants should be treated with basic 
human decency. At the same time, Western majorities have rendered their 
judgment on illegal migration at the ballot box: They need to be forcibly 
repatriated to either their last point of embarkation, or their country of 
origin if it can be determined.
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REDucE INcENTIvEs To mIGRATE
Because of the availability of work in the Western shadow economy, illegal 
immigrants from poor countries will continue to have a strong economic 
incentive to migrate to Western countries. By doing so, they will continue 

FIGURE 5.3 – ImmIGRATION SOUTh OF EUROPE

(openMigrAtion)

FIGURE 5.4 – ImmIGRATION TO SPANISh cANARY ISlAND

(openMigrAtion)

https://openmigration.org/en/analyses/a-political-laboratory-how-spain-closed-the-borders-to-refugees/
https://openmigration.org/en/analyses/a-political-laboratory-how-spain-closed-the-borders-to-refugees/
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to compete with and disenfranchise the most vulnerable member of so-
cieties, including legal migrants. Therefore, the attractiveness of illegal 
migration should be reduced to a minimum, and not only by fighting 
shadow economic activity. We have to consider refusing access not only 
to benefits (the social safety net of our society), but also to public infra-
structure as much as possible. This may of course not always be the case, 
if only on humanitarian grounds in emergency circumstances, but should 
be the basic policy. It should also not compromise the integration of the 
following generation that will remain, a difficult balancing act. A system 
that legitimizes and gives access to illegal immigrants is fundamentally un-
fair to legal immigrants and to the most vulnerable members of Western 
countries, who will face unfair wage competition, reduced public service 
access, and a smaller slice of the social spending pie. It is ultimately un-
sustainable. (OpenMigration)

REcoGNIzE AND PAy FoR PARENTs cARE oF youNG kIDs
The loss of income which parents, especially women, see when they have 
children is not properly accounted for. Particularly in the early years of 
a child’s life, they are making a tremendous investment that will benefit 
the community as a whole later on. The more qualified the parents, the 
higher the investment, and the higher the loss of income. Young parents, 
and in particular young mothers, should receive –  in proportion to their 
pre-pregnancy income –  a compensation in the early years of a child’s life, 
especially for their first and second children. This would then be progres-
sively reduced for subsequent children. This would have the added benefit 
of encouraging, at the margin, bigger families for the highest earners, which 
would help to alleviate dynastic wealth concentration.

regIonAl polICy
Except in times of crisis, all or most transfers to disadvantaged regions 
should be made in the form of investments, be it human or physical capital.

Regional transfer money often goes to social spending to alleviate the 
pain the region is going through. This is understandable, both from a hu-
man perspective, and indeed from a political perspective, to ensure one’s 
re-election. This is not, however, a satisfactory way to allocate resources, as 
it only delays the pain and does nothing, or maybe less than nothing, if it 
prevents necessary adjustments to restore a region’s competitiveness. Most 
of the money received by a region from other regions should be invested 
in infrastructure or education. One example of such a policy has been in 
the EU. There, a portion of regional aid is earmarked for infrastructure on 

https://openmigration.org/en/analyses/a-political-laboratory-how-spain-closed-the-borders-to-refugees/
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a fixed pro-rata basis, encouraging local governments to invest. This was 
particularly successful in Spain in the ’80s, for instance.

PRomoTE sELEcTED moBILITy AND ImmoBILITy
A key decision to make in a regional policy is if the region is to remain an 
economic center or not. If it is not to remain one, then depopulation will 
occur, and regional policy should focus on increasing or aiding human mo-
bility while maintaining a minimum level of population and infrastructure. 
For instance, after the Western gold rush, a number of areas were more or 
less abandoned, and this was widely accepted as a logical outcome as the 
economic resource that had triggered a rise in local populations had disap-
peared. Similarly, climate change can cause a once-prosperous agricultural 
region to become nonviable. Indeed, in the face of a deteriorating local 
climate, overexploitation could have detrimental effects. In such a case, 
a good regional policy must accept that further economic growth is not 
in the general interest or public good, and resources need to be set aside 
to facilitate a transition.

Often, though, the opposite situation can appear. Some regions have 
attributes that could make them regional centers, but dominant regions 
have crowded them out and hollowed out their resources, preventing them 
from growing to their full potential. Ultimately, the costs of living and do-
ing business in the dominant regions become too high, despite economies 
of scale, and alternative growth centers have to be found. Regional policy 
must focus on developing alternative regional centers for less competitive 
industries that are no longer able to operate in high-cost mega-hubs like 
Paris and San Francisco. It must ensure that the local infrastructure is 
good and large enough, and that local human resources, or other human 
resources, provide both a minimum level of activity and potential for 
growth. A regional policy would thus have to try to “freeze” some human 
resources in that territory so that it remains attractive as a regional hub. 
One way to do this is to provide tax incentives for some high-skilled work-
ers, or to subsidize education on the condition that students spend some 
minimum number of years working in that area after graduation. This has 
been very successfully accomplished in Singapore, for instance, when it was 
developing in the 1970s and ’80s, staving off a brain drain, and focusing 
on human capital while its neighbours remained focused on commodities.

PRomoTE INvEsTmENT IN AccEss INFRAsTRucTuRE
If the region is to develop, it must not only retain and attract talent and in-
dustry, it also must make its talent and industry competitive. This requires an 
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ability to travel as well as to import and export. Thus, a primary focus of invest-
ment must be in access infrastructure. Again, Spain’s investment in unlocking 
regional potential through regional airports and highways in the ’80s, and 
Singapore’s development of its port and airport provide admirable blueprints.

IN cuRRENcy uNIoN, sET LEvEL oF TRANsFER To APPRoPRIATE LEvEL
If a set of regions or states want to integrate to the point of having a currency 
union, foregoing their ability to pursue individual currency devaluation, 
they need to recognize the cost and pay the price. The adjustments will 
necessarily be brutal and can lead to the abandonment and deindustrializa-
tion of an entire region. If this is not an acceptable political outcome, then 
there need to be large inter-region or interstate transfers, probably on the 
order of multiple percentage points of GDP, and more in times of crisis. 
A currency union that imposes political constraints and does not provide for 
this transfer is fundamentally unsustainable. The political resentment it will 
generate over time, and the rise in local pockets of populism, will ultimately 
compromise it. Indeed, even in non-currency unions, should the constraints 
be too onerous, popular resentment will arise, as we saw with Brexit.

PRomoTE INTEGRATED FINANcIAL mARkETs IN commoN cuRRENcy AREA
It is important for the pain from asymmetric shocks to be shared as widely 
as possible in any currency area where devaluation is no longer an option. 
In the Eurozone, there are two bodies pursing partial reforms intended to 
do this but have not been fully implemented. The capital markets union 
is harmonizing rules regarding bonds and securitization. And the banking 
union is seeking to set up a single supervisory and resolution mechanism. 
Controversially, it is also pursuing a common deposit insurance scheme. 
But, as the ECB report notes, the market seems to lack faith that such 
a banking union will be completed. Partly that’s because there is such dis-
parity across markets, from the NPL-challenged Italian banks, to the prof-
itability-challenged German banks, to the tightly run Scandinavian banks.

trAde

PENALIzE FREE-RIDERs 
We need to recognize that some countries have acted as free riders, putting 
at risk a collective good for their own benefit. The U.S. Treasury has over the 
years published a watchlist of “currency manipulators”, countries that run 
persistently high current account surpluses, while maintaining seemingly 
weak or weakening currencies. The lack of normal currency adjustment 
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effectively puts the global trade edifice at risk. As illustrated in the euro 
zone, persistent balance of payment surpluses in core countries penalize 
growth and force socially painful adjustments. The free-riders of the global 
trading framework need, as suggested by Keynes, to be penalized, whether 
through a suspension of market access or punitive tariffs.  (U.S. Treasury)

TRADE PREFERENTIALLy WITH sImILAR oR HIGHER INcomE couNTRIEs
Western leaders are paying the price for ignoring how globalization imposed 
costs on the middle class and pain on those with lower skill levels. The an-
swer isn’t trade isolationism but smarter policies to correct these imbalances. 
In particular, preference should be given to free trade with countries that 
have similar income levels and do not run systematic current account sur-
pluses. These are the trade partners with whom trade specialization brings 
benefits, while the burden does not fall overwhelmingly on the lowest-wage 
workers. The reasonable equilibrium over the long term of exchange rates 
further insures that production and consumption are fairly shared.

ImPosE TARIFFs oN TRADE WITH LoWER INcomE couNTRIEs 
AND sysTEmATIc DIsEQuILIBRIum
By analogy, trade with low-income countries puts wage pressure on the 
most vulnerable members of our societies. This has effectively been creating 
a disequilibrium in our societies, with most of the pressure on our weak-
est members. While we all consume some of the low-cost, labor intensive 
products, Western elites do not produce them or earn their income from 
their domestic production. Such shifts may be inevitable, but the cost 
of transition is born only by some. A tariff on the import of these goods 
from low income countries designed to pay for the transition of domestic 
workers from these industries would buy some time and provide the means 
to make such a transition palatable for all.

Similarly, trade has to be a two-way street, and systematic surpluses above 
and beyond what can be explained normally have to be actively discour-
aged. Keynes himself had suggested the idea of punitive tariffs for “beggar 
my neighbour” policies. This idea should be revisited and implemented in 
cases of prolonged systematic surpluses.

MonopolIes And CoMpetItIon polICIes

TAx “NATuRAL” moNoPoLIEs To REcLAIm PART oF THE moNoPoLy RENT
Some monopolies are, by their nature, if not impossible to break up, un-
economical to break up. They constitute “natural” monopolies, in that 

https://home.treasury.gov/policy-issues/international/macroeconomic-and-foreign-exchange-policies-of-major-trading-partners
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the natural state of affairs is to have a single standard or single operator. 
For instance, only a limited set of operating systems can be deployed in 
personal computers or mobile phones. This will either lead to abuse of this 
situation or a regulatory response. The response can be either to fix prices 
or to levy a special tax on the monopoly rent that is being extracted from 
consumers. Price-fixing by government is always a difficult affair, so taxing 
the monopolist rent should be preferred.

moRE AGGREssIvE ANTI-moNoPoLy PoLIcy, INcLuDING BREAk-uP
Not all monopolies are meant to remain as such. In some cases, as 
Schumpeter argued, it is not bad per se that these “market breakable” 
monopolies extract a monopoly rent, or abnormal profit, because this 
will attract challengers who will, through innovations, grab market share 
from the former monopoly. If this fails to occur, however, or if the mo-
nopoly rent becomes so high that waiting for a market solution to emerge 
becomes too painful, the government may have to step in and break up 
the monopoly. This is still being done regularly, and proactively, by the 
European Commission, when new mergers occur. But in the U.S. regu-
lators have abandoned that tool after wielding it successfully for much of 
the 20th century. The time has come to pick it back up, as there are several 
incumbent monopolies that need to be broken up by regulators. 

moNoPoLIEs ExPANDING moNoPoLIEs
What should be particularly deterred is the tendency of monopolies to ex-
tend their monopoly power to new, usually adjacent, domains. This creates 
ever-larger monopolies that stifle innovation and concentrates all resources 
in the hands of a few companies that, over time, lose their eagerness and 
ability to innovate, yet become more difficult to disrupt. Why is it, for 
instance, that only Apple’s App Store can sell programs for Apple’s iPhone? 
If it is a matter of security, surely customers can be warned, or third parties 
can perform security audits. In the past, would automobile manufactures 
have been allowed to own petrol stations or garages that you had to go to 
in order to buy gas to drive their cars? These expanding monopolies need 
to be aggressively dealt with, to restore competition and innovation. 

REINvIGoRATE ANTITRusT ENFoRcEmENT
Antitrust departments, particularly in the U.S., have been underfunded 
relative to the extent of monopolistic activity and the growth of M&A 
transactions. Appropriate funding must be restored and will easily pay 
for itself through the fines that will be imposed. The state has to have the 
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means to act to preserve a well-functioning market, therefore it needs to 
be able to have and enforce an active antitrust policy.

LAWs oN AcQuIsITIoNs By moNoPoLIEs
Laws should be considered to prevent monopolies from acquiring start-ups 
that threaten their grip on the market, be it through outright acquisition 
or exclusive licensing. If monopolies are to be challenged, they cannot be 
permitted to systematically absorb challengers.

cAPTuRING THE moNoPoLy RENT FoR INNovATIoNs
Recognized monopolies, be it in high-tech or in more traditional sectors 
like health care or aviation, should be required to devote a percentage of 
their revenues to external venture capital or other funds that will invest in 
innovative companies in their area of activity. While the financial profit may 
accrue to the shareholders of the monopolies, no control can be given to the 
monopolies, who will want to prevent the emergence of new alternatives.

over-fInAnCIAlIzAtIon

TAx oN FINANcIAL TRANsAcTIoNs
Many financial trades are executed to arbitrage very thin margins. This does 
not meaningfully improve liquidity. They bring no collective value, and 
sometimes, as when arbitraging mutual funds, can be collectively destructive 
to savers. A small financial transaction tax on short term financial movements 
would make many of these arbitrage trades impractical or unprofitable.  

LEss LEvERAGE AuTHoRIzED (mAcRo PRuDENTIAL RuLE)
The economy as a whole, largely because of low interest rates, but also 
because of loose regulations and overflowing money from QE, is signifi-
cantly overleveraged. This creates considerable risk, as pointed out nu-
merous times, by, among others, the BIS. Leverage needs to be reduced. 
This can do done by encouraging equity and discouraging debt. Debt can 
be discouraged by several means, such as stronger macro-prudential rules, 
extension of existing rules to leveraged shadow bankers, suppression of the 
debt tax shield, or higher withholding taxes on interest.

No TRADE BETWEEN TWo NoN-PRImARy usERs
The change in rules authorizing trading of derivatives between mar-
ket-only participants, i.e. only between financial participants, should be 
reversed. It may have improved liquidity but it has led to the creation 
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of numerous synthetic products that turned out to be, by their very na-
ture, toxic gambling, with the government ending up having to bail-out 
participants.

REvIEW oF FINANcIAL LEGIsLATIoN
Laws put in place to protect consumers have, in many cases, been turned 
around to protect the status quo, and the rents of financial institutions. 
This has helped preserve structures that correspond to what the indus-
try was like decades, if not centuries, ago. Similarly, legislation aimed at 
strengthening capital bases and defining risk buckets have created means 
of arbitrage that have nothing to do with sound financial institutions. The 
rules should be simplified and refined.

ENcouRAGE DIsRuPToRs (FINTEcH) 
In parallel, according special status to financial technology, as was done for 
example on e-commerce by permitting a long period of sales tax exemption, 
would generate a number of new financial models. Which models would 
prevail is unclear, but it is certain that great savings and transparency would 
be achieved for society as a whole.

cENTRAL BANk-BAckED cRyPTocuRRENcIEs
It is estimated that worldwide annual payment transaction costs have now 
reached over $2 trillion, a huge amount, and yet these transactions remain 
cumbersome. 

A BIS report recently hinted at the upsides of a central bank-issued 
crypto currency (CBCC). The advantages of digital money, in terms of 
transaction costs and execution, are such that the monetary authorities, if 
they want to maintain their lucrative seigniorage and ability to conduct 
monetary policy, will have no choice but to adopt this new form of money. 
In the process, seemingly innocuous technical choices with critical conse-
quences will have to be made.

“All central banks may eventually have to decide whether issuing retail or 
wholesale CBCCs makes sense in their own context.” (BIS report)

Thus the conjunction of efficiency and the decision not to offer ano-
nymity would result in a revolutionary transformation of the financial 
system. Ironically, the result would be the very opposite of the liber-
tarian ideology underpinning the original cryptocurrencies. Further, it 
would accelerate the de-structuring of the banking system as we know 
it. Commercial banks would lose deposits, and with it their ability to 
lend. The fall in the monetary multiplier would require massive money 

https://www.bis.org/publ/qtrpdf/r_qt1709f.htm
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creation to compensate, and lending would increasingly be made by 
regulated specialized funds.  Whether or not this is ultimately the case, 
important changes in monetary policy and the structure of the financial 
system will become inevitable. Cryptocurrencies will, for instance, allow 
for negative interest rates to be imposed, reduce the financial system’s 
leverage, and allow bank-runs to take place almost instantaneously. It will 
remove a large part of the income of traditional banks and clearing insti-
tutions, raising doubts about the sustainability of their business models. 
Critically, it would allow government, if it so decides, to breach the veil 
of anonymity in any transaction.

Given the importance of seigniorage – the profit from creating money 
for close to nothing – as well as the control of money supply in economic 
policy making, it is obvious that central banks will not only issue this new 
form of currency as well, but probably also have laws enacted reaffirming 
their national monopolies in minting. 

lobbyIng And soft CorruptIon

ENFoRcE RuLEs AGAINsT ABovE-BuDGET ELEcTIoN sPENDING
Elections should not be games that come down to who can raise the most 
money. This would inevitably lead us either to a plutocracy or again to 
a form of soft corruption where interest groups provide financing for their 
puppets to be elected. We need strong and independent leaders, free from 
these influences. Elections do cost money. The state can provide part of the 
budget, and so can the public as well, but the expenses should be capped, 
and the limits enforced. Foreign money, of course, should be kept strictly 
out. Too often election finance limits have gone unenforced and the big-
gest spender indeed elected. In order to avoid this, spending should be 
reported essentially on a real time basis to an electoral commission with 
strong powers.

FoRBID PAID coNFERENcEs, Book DEALs
We have to set stricter limits on all kinds of emoluments politicians get 
during or after their mandate. In particular, the practice of showering them 
with lucrative conference appearances and book deals that has emerged in 
the last decade is nothing but a form of soft corruption where particular 
interest groups ensure income for politicians who have served them well. 
This is buying influence unduly against the public interest, even if the 
payment is delayed. These side incomes, which can and have been very 
material, have to be forbidden. Indeed, in some cases, some foundations 
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seem to have enabled an industrialization of this corrupt practice more 
than an exercise in public good.

INcREAsE PAy oF PoLITIcIANs To INDusTRy LEvEL, mINus A DIscouNT
If we want to be led by the best among us, we cannot ask only for ideal-
istic commitments. That would leave us only with ideologues or, at best, 
second-tier rulers without vision. Thus, as much as corruption and soft 
corruption have to be rooted out, politicians should be making a decent 
living from performing their duty –  making them beholden to the public 
that pays them. Only then can we hope to get statesmen. If we do not pay 
them adequately, we will attract the wrong people that will pay themselves 
by fair means and by foul.

LImIT mANDATEs, LImIT PRIvATE FuNDING oF ELEcTIoNs
As is already the case in a number of countries, we need to limit the 
length of electoral mandates to prevent professional politicians (and even 
sometimes families of politicians) from monopolizing power. This may 
be controversial, as term limits may prevent the progressive acquisition 
of expertise in areas of public policy. But longer mandates, with just one 
possibility for re-election, are probably best, as we need leaders to have time 
to implement and enact a vision, and not be constantly on the electoral 
trail or begging donors for money. 

It is not difficult to admit that after 10-15 years in power, say over three 
mandates, another team or another generation can and should bring the 
state new vision and energy. If that was not to be the case, something would 
have gone wrong during that mandate to start with, as a key preoccupa-
tion of any leader should be to prepare the next generation, if only as an 
insurance policy in case of early accidental demise.

Another way out is increased public funding of elections and more 
severe enforcement of election spending limits. Violations of such limits 
often come belatedly, preventing such regulations to have ‘teeth’. The 
cost of subsidizing an election, compared to the risk of undue foreign 
or private influence on public policy, and especially compared to the 
size of the economy, is trivial. We need to rethink election financing, 
as a necessary step towards preserving and maintaining an independent 
democracy.

PENsIoNs FoR PoLITIcIANs
But 10 to 15 years does not make a career. To avoid soft corruption with 
“golden parachute” jobs provided by special interests after their terms expire, 
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as well as to also encourage the regular transition of power, high-ranking polit-
ical leaders should be supported in retirement by the state. This should include 
some form of generous pension and set of privileges, even at a young age, 
and the ability (and encouragement) to pursue certain befitting endeavors, 
such as teaching at university, or working at truly philanthropic foundations. 

smALL Is BEAuTIFuL
The state should be efficient and able to act. That does not mean it requires 
a large percentage of the population to work for it. States’ core missions 
can be accomplished, in fact better accomplished, by a relatively limited 
administration that is well paid, with investment in the proper training 
and technological resources. Non-core activities that the state wishes to 
encourage can be subcontracted. Bridge construction, for example, would 
be left to construction companies.

PRoFEssIoNAL DIvERsITy oF ELEcTED REPREsENTATIvEs
In many Western countries, it is now the case that nearly all members of leg-
islative bodies come from the same small group of educational institutions or, 
even worse, from the same professions. Parliaments, which at the beginning 
of the last century were overwhelmed by journalists, are now made up mainly 
by lawyers. While legal skills are clearly useful in drafting laws, parliament 
needs to represent society and the taxpayers. As much as possible, diversity of 
training and background is needed to improve legislative bodies.

PARLIAmENT To LImIT ExPENsEs, NoT DIcTATE THEm
Fundamentally, the original role of parliament was to represent taxpayers’ 
interests by limiting the king’s expenses. The role of parliament has subse-
quently expanded to writing laws and, sometimes, to meddling in executive 
branch decisions. This can make the executive unable to act.

It also leads to clear conflicts of interest, as a majority interest will often 
be willing to abuse a minority. Huge parts of the population, sometimes 
the poorest, are not represented in Parliament or do not vote, creating 
a democratic problem. For instance, the elderly tend to be greatly over-
represented among voters. We need to study ways to have a more effective 
parliament. Maybe we should no longer have a ‘territorial based’ senate 
next to the ‘population based’ parliament. What about making one cham-
ber a “taxpayer and community contributor senate” (for which one would 
have to prove they paid tax or contributed something to the community to 
vote) and making the other chamber a “peoples’ parliament,” where voting 
would be extended to all citizens and made compulsory as in Australia.



287

juDIcIARy: TImE To ADjuDIcATE, ADDITIoNAL REsouRcEs
The third branch of the state is often overlooked, as it has been in most 
Western countries. It can take many years for a judgment to be made in 
some of the most basic affairs, due to an overuse of procedures by brilliant 
lawyers and underfunded judiciaries. We need tribunals to be efficient and 
fast, for they are a basic structure of our society, and delaying tactics have 
become an unfair means of defense for the wealthiest corporations. This 
affects social cohesion and trust in the state. More financial and technolog-
ical resources need to be allocated to the judiciary to allow it to expedite 
matters and recover public confidence.

busIness CyCle

ALLEvIATE BuT Do NoT NEGATE
The state has to encourage the process of creative destruction. It must also 
protect against the excesses of this process: Creating an industry requires im-
portant sunk costs that may not be recognized in the volatility of a business 
cycle if resources are not properly managed. It is thus a balancing act: to alle-
viate the pain, but not to negate the adjustments. These adjustments free up 
the resources that will flow to more competitive companies and new activities.

cREATIvE DEsTRucTIoN
Unimpeded creative destruction thus can and should be seen positively. 
Depending on the country, a number of steps can be made towards this 
goal of easing resource reallocation. They include improved bankruptcy law, 
removing the stigma of failure or bankruptcy, and creating or facilitating 
investment instruments that can channel the necessary capital. 

sAFETy NET
Avoiding the excesses of the business cycle can imply some form of industrial 
policy, where an industry rationalization is coordinated, and maybe even sub-
sidized, provided it is temporary, so as to avoid huge dislocation costs. Critical 
in all this is a safety net for the workers, for they will be the first victims of 
creative destruction. The object should be to relieve the transition pain, by 
providing sufficient minimum means while adjusting, and to facilitate that 
readjustment, by subsidizing mobility as well as education. The longer life 
expectancies, together with accelerated technological changes, means that 
we must rethink education and training as an across the ages need. 
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fIsCAl polICy:  gIve bACk to the stAte the MeAns to ACt

REDucE AuTomATIc sPENDING
As a general rule, a state, because it is faced with many unpredictable con-
tingencies over time, should let a majority of its budget be discretionary 
in nature. This is no longer the case. In most Western democracies, the 
“obligations” of the state have crowded out discretionary spending, leaving 
it to bear the brunt of belt-tightening, often with disastrous consequences. 
Is it really true that an increase in say, medication spending, should au-
tomatically prevail over bridge maintenance? While this may or may not 
be the case, it should be left to the executive branch to make these hard 
decisions as they arise. Automatic expenses should be severely limited.

REDucE NATIoNAL DEBT
For states to truly recover their capacity to act, they must limit their debt. 
The interest rate payments before QE, and to some extent even today, 
have crowded out states’ margins of maneuver and their capacity to act 
decisively when needed. With large debts –  and interest payments in the 
tens of percent of national budgets –  there is little room for a strong fiscal 
policy, to invest in the future, or to finance critical policies when needed. 
The state just becomes a collector of income for the wealthiest. We need to 
reduce national debt substantially. As described, the abdication of monetary 
policy with QE may just have given us a window to do this.

NEuTRAL ovER cycLE, WITH yEARs oF LARGE DEFIcITs (AND suRPLusEs)
Fiscal policy is a powerful instrument that is needed and missed. The gov-
ernment must be able to run deficits, large deficits, for a number of years 
while a recession is hurting. It must be able to finance large projects over 
the long term and invest in the future. It has to be able to avoid overreli-
ance on monetary policy, which ultimately creates and reflates bubbles that 
come back to hurt us. But in order to do that and avoid the pitfall of the 
national debt, government needs to be in equilibrium over the business 
cycle. This means that during the good years surpluses need to be collected, 
or assets acquired during crisis years need to be resold at profits.

coNTRoL socIAL sPENDING
Social spending now accounts for up to 30% of GDP. This has reached such 
a level because the pain felt by the middle class has grown ever more acute, 
and social spending has been an easy way for governments to buy votes and 
preserve peace without addressing underlying problems. This is unsustainable 



289

and in the long term makes things worse by overtaxing income and produc-
tion on the one hand, and simultaneously depriving states of the means to 
act by crowding out spending on core state functions. 

It is worth noting in that context that wealth and income inequality are 
at record highs while we are spending more than ever to prevent inequality 
with large nominal taxes. That paradox is in itself a proof of the limits of 
the current model.

This means that a painful reduction to a sustainable level, coupled with 
structural reforms in favor of the middle class and the most vulnerable, 
lower production taxes, and a more active role for the state, are all necessary. 

TAx sHIFT
In the West, one working person supports two others, be it because they are 
not of working age, studying, unemployed, or disabled. The public transfer 
for this support is mainly through income tax and social security taxes on 
wages. For advanced economies, these charges represent on average about 
35 percent of labor costs. We need to shift the cost of social security con-
tributions onto consumption rather than production.  A further benefit is 
that consumption of imported products would contribute as much as local 
ones, levelling the playing field. Indeed, today, the taxation of domestic 
labor to finance domestic policies makes imported goods, whose labor 
input is not taxed in such a way, more competitive than their domestic 
alternatives. Effectively, large labor taxes favor labor-intensive imports to 
the detriment of locally employed people and local industry.

The move away from labor tax to consumption tax is referred to as “tax 
shift.” It has been experimented with in Denmark, Belgium, and Germany 
among others, with some degree of success. One way to implement this 
shift could be to finance social security through a “social” value added 
tax surcharge on consumption. This carries some problems of its own. It 
raises social issues if the VAT is collected on goods that are disproportion-
ately consumed by the poor. By shifting taxation away from producers to 
consumers, it may function as an indirect tax on wealth, but also on the 
recipients of social benefits, such as pensioners, the poor, and the disabled.  
While there would be a political price to pay for increasing prices at the till, 
the lower non-wage labor costs would encourage increased employment, 
better wages, and improved balance of trade.

socIAL vAT
A social VAT would be somewhat similar to certain environmental levies, 
such as on CO2 emissions from cars, which tax consumption independently 
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of the vehicle’s origin.  The regressive nature of a consumption tax can be 
somewhat alleviated by exempting basic products. 

Such a tax shift can be materially significant in proportion to the econ-
omy, but be revenue neutral, even excluding the growth it would generate. 
Consider that U.S. social security contributions are about 6% of GDP, 
which compares with UK VAT receipts of about 7% of GDP (with rates 
ranging from about 0% to 20% depending on the product.) 

HIGHER INcomE TAx THREsHoLD.
The tax wedge’s worst consequence is to discourage employment and to 
increase unemployment. This is a typical case of lose-lose, as we will lose 
out on production, and the state will end up having to pay social contri-
butions rather than collect any direct or indirect taxes. Particularly at risk 
of course are the least productive workers, whose low wages make social 
benefits more enticing, and who can more easily be replaced by machines or 
robots not subject to labor tax. We need to suppress social tax and, indeed, 
income tax for the lower income class. Such a measure would simplify tax 
collection, encourage the cleaning out of large parts of the shadow econ-
omy, and genuinely encourage employment among the least productive 
members of society, generating both economic and social gains. 

TAx RoBoTs
When, through automation, a human job is replaced, progress is made 
in the sense that more will be produced with less labor. Provided this can 
be done cheaply enough, productivity, the engine of long-term economic 
growth, goes up. However, the human replaced might not readily find 
another job. Most likely, he or she will need to be retrained, and may even 
have to relocate to do so, all of which is costly. Today, these transition costs, 
even if they prove successful, are borne by the public, and by the individual 
made redundant. Yet it is socially important to keep people employed. If 
that was not enough, the tax system currently encourages machine input 
over labor input. The tax wedge, which can be over 50%, implies that 
a company has to pay up to twice the cost of a robot for a human to accept 
the same job. There is no tax wedge for robots, which inherently have a tax 
advantage. The opposite should be true, for keeping people employed has 
essential social benefits. We should, therefore, introduce a robot tax, which 
would level the tax playing field for labor and whose proceeds would go 
to retraining the labor robots displace.

The object of a robot tax should not be to prevent mechanization, and 
robotization of certain jobs, which is inevitable, but rather to make the 
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tax playing field equal between human labor and robots, and to pay for 
the social costs that such a transition generates.

suBsIDIzE LoW vALuE-ADDED joBs,  
EsPEcIALLy IF THEy PRovIDE commuNITy sERvIcE
It benefits society to have people employed rather than unemployed, produc-
ing something (however little) rather than nothing. It will also very much 
benefit those who go from unemployed to employed and will feel a sense of 
belonging rather than dependence. Thus, it is worth subsidizing rather than 
taxing (through social security taxes) low-wage jobs, particularly for the young 
or for jobs that can be seen as having some community value (say gardening 
for a local borough, or providing information and support at a hospital).

TAx IDLE WEALTH
There are few things worse than idle wealth. It is a resource that is hoard-
ed with little or no use, and it contributes nothing to the future of the 
economy. While it may reflect society’s recognition of past contributions, 
it needs to be encouraged to play a productive role, or to be treated as 
what it is: a drag on the economy and an inflammatory social problem. 
Thus, taxation of a wide variety of assets used for passive hoarding should 
be imposed to discourage the practice and extract resources that can be 
allocated to investment. For instance, taxes should be levied on unoccu-
pied real estate in prime locations and on idle stockpiles of raw material. 
Alternatively, or in parallel, a small tax on all large concentrations of wealth 
could be considered to push this wealth to become productive (as when 
Silicon Valley entrepreneurs invest their wealth in risky projects that, if 
successful, would benefit all). The issue with this is that it is not the role 
of the state to keep a register of people’s assets and wealth, and thus more 
narrowly targeted taxation of idle assets may well be superior.

Taxing idle wealth has to be seen and understood in the context of a paradigm 
shift in taxation. The negative incentives created by the massive taxation of in-
come are tremendous. A tax system should not be focus on revenue sources that 
ultimately decrease the production of an economy. A wrong tax structure ends 
up decreasing the size of the pie and makes everybody worse off in the long run. 
In other words, one should tax wealth that is not productively invested, and tax 
consumption, but stop taxing production, particularly for people (income tax). 

EsTATE TAx, GIFT TAx
The most egregious source of wealth must be one where one has done 
nothing to deserve it. It corrupts both the recipient and the very notion 
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that wealth should be earned in a meritocratic system. On the other hand, 
it is morally understandable that part of the “consumption” on one’s own 
created wealth is to make sure one’s progeny are well off. The conflict be-
tween these two arguments should be resolved by an effective taxation of 
estates. At present, as we have seen, this is probably the least effective tax. 
Rather than focus on income tax evasion, which would largely disappear 
with a consumption tax shift, enforcement action should focus on estate 
tax evasion. Not only would this bring additional revenues, but it would 
restore faith in the social contract by allowing people to believe again that 
wealth is acquired, earned, and deserved rather than inherited and received.

ENcouRAGE PHILANTHRoPy
One way to make this process of estate taxation less painful, and a celebration 
of one’s lifetime success rather than a “death tax,” is to encourage philanthropy. 
This greatly reduces the social tensions caused by wealth concentration and 
indeed becomes a form of social recognition of the wealth produced by some of 
the best among us through hard work. Initiatives like Warren Buffet’s and Bill 
Gates’s Giving Pledge should be promoted and celebrated to a greater extent.

MonetAry polICy

sToP ovERRELIANcE
Monetary policy needs to return to its roots as a mundane affair. Central 
bankers should resume their roles as benevolent technocrats laboring in 
obscurity rather than the specialists in PR they have become.

The pressure on central banks, the “only game in town” to “save the 
world” by pushing interest rate down, needs to stop. Monetary policy can 
and should be an auxiliary to fiscal policy, not the main line of defense 
against the pain of recessions. But as the capacity of emasculated central 
governments to pursue fiscal policy has withered away, the burden has 
fallen on monetary policy. 

This has created an overreliance that leads to abuse and excessive risk 
taking. Fiscal policy creates jobs and infrastructure and benefits broad 
swathes of society. Overuse of monetary policy bails out the owners of 
mortgages and securities only, while penalizing many others and setting 
perverse incentives, leading to moral hazard and more bubbles and crashes.

REsToRE NEuTRALITy
Not only has monetary policy been overused, it has been improperly used. 
On average, over many decades, interest rates have been set lower than is 
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appropriate, especially after recessions. This has, over and over again, reflat-
ed bubbles that have come back with a vengeance. It has also encouraged 
overuse of debt as a financing instrument at the expense of equity, and 
consumption at the expense of savings.  Over the economic cycle, interest 
rates should be set above inflation by an amount that reflects and is linked 
to net economic growth –  or just below. 

REsToRE TRusT
Overreliance on monetary policy and systematic low interest rates over long 
periods have, together with QE, shaken trust in central banks as much as 
inflation did in the past. It is time for a period of normalization where less 
is more. Money is a public good of prime importance, a collective delusion, 
which we need to nurture and preserve. 

IssuE ANoNymous cENTRAL BANk E-moNEy
As they plot their paths forward, central banks must absorb, rather than 
compete with, new technology. We have, as a society, decided that money 
should have some attributes, which may have pitfalls but contribute to its 
monopoly of the mind in the collective delusion of a common medium 
of exchange.

We have decided it should be anonymous and untraceable, as far as cash 
is concerned. As our society evolves and paper (or coin) cash becomes less 
useful, digital alternatives with the same attributes should be adopted. 
Indeed, the combination of distrust in central banks and lack of evolution 
to adapt to new technology are threatening the state’s monopoly on mon-
ey. Central banks should start moving towards the issuance of their own 
electronic money. This may well lead to the end of the seigniorage enjoyed 
by private banks, and a fundamental change of balance sheets. That is, if 
any anything, a good thing, as the over-financialization of the economy is 
something we should be addressing anyway.

qe In wonderlAnd

REcoGNIzE QE WAs NEcEssARy BuT sHouLD BE A oNE oFF
We should recognize that quantitative easing was necessary. Our system is 
exhausted politically, financially and intellectually, which is why we have 
seen the rise of the dissenting majority. After the last crisis, QE was needed 
to avoid a collapse. It has bought us time to act by staving off a liquidity 
crisis and stimulating some growth through the wealth effect.
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REcoGNIzE QE ovERusE AND sToP
But we should also recognize that QE is addictive and may have been 
overused. It is after all convenient for governments that no longer have 
to worry about finding takers for chunks of debt knowing that their own 
central banks will buy it right up. And all that attention on central bankers 
is an ego boost that even the sternest bureaucrat cannot be immune to. 
But relying on money-printing to fund government is not a sound way 
forward, and the central banks should have halted QE sooner.

REcoGNIzE PITFALLs 
Indeed, QE has come with serious drawbacks. Markets no longer price and 
signal risk properly, which leads to misallocation that will result in lost resources. 
This is compounded by the flow of money filtering in through central bank 
acquisitions. The newly printed money is introduced into the system by buying 
financial assets, which has led to hoarding strategies rather than investment 
strategies, renewed the housing bubble, and exacerbated wealth inequality, to 
the point where wealth concentration is at historic highs. If central banks truly 
saved the day a decade ago, their unwillingness to recognize and confront the 
dark side of QE is contributing to the current crisis. It needs to stop.

usE QE PRoFIT As A uNIQuE oNE-oFF oPPoRTuNITy
For all its downsides, the profits from QE can be used to restore states’ 
capacity for fiscal policy.

Our central banks have become the largest owners of government debt. 
It now makes sense to consolidate the balance sheets of the central banks 
and the government, showing the national debt to, in fact, be a fraction 
of what it is under current accounting conventions. This renewed trans-
parency will free, on the face of it, considerable resources. The refreshed 
balance sheet will indeed reveal that the badly needed means to boost 
infrastructure and human capital formation very much exist, creating the 
basis for stronger growth in the future.

Alternatively, a form of “sovereign future fund” could be created by 
putting all the assets acquired through the QE program into it, with the 
express purpose that its income be used to invest in infrastructure, research, 
and education. This fund would be put in an Al Gore-style “lockbox,” pro-
tecting it from any future attempts by politicians to steer its funds away 
from their intended purpose.

A lockbox approach would ensure proper spending for decades to come, 
shielded from politicians’ desire to capture votes by prioritizing immediate 
consumption over investment spending. 



Both options would “renationalize” the profits from QE, easing the popu-
list resentment at increased assets prices and wealth distribution. Both would 
also, one way or another, restore the state’s sorely needed capacity to play 
its proper fiscal role in the long run, with appropriate investment spending 
and lower taxes on low-income people meeting a key populist demand.
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