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Chapter 12

Global Prosperity

Productivity isn’t everything, but in the long-run it’s almost 
everything.

Paul Krugman1

According to some estimates the richest man of all time 
was Mansa Musa I.2 He ruled the Malian empire in the four-
teenth century and his personal net worth reached $440bn 

(in 2018 dollars). But how would his living standards compare to 
the average person today? For a start he died aged 51. A similar 
example, as David Landes has pointed out, is that of “Nathan 
Mayer Rothschild, the richest man in the world of his time, [who] 
died in 1836 for want of an antibiotic to cure an infection”.3 The 
richest American of all time was John D. Rockefeller. But the qual-
ity of his house, or his car, would seem deprived by today’s stand-
ards. In addition, those billionaires lived in an age where income 
differences were visible. These days, if you bumped into a billion-
aire in the street you would unlikely to be able to tell.4

1 Krugman (1990).

2 Warner (2012).

3 Cited in Coyle (2014, p. 63).

4 As George Will says, “As a 1916 billionaire, you would be materially worse off than a 
2017 middle-class American; an unhealthy 1916 billionaire would be much worse off 
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When we talk about economic growth of a few percent a year 
it can appear trivial. But these have an exponential effect on living 
standards, and they are a relatively recent phenomenon. Sustained 
economic growth didn’t really occur before the eighteenth century, 
and since then has only happened in a few countries. For some 
parts of the world at present GDP per capita is similar to what it 
was like in Europe before the Industrial Revolution. It wasn’t until 
the nineteenth century that some nations began to experience 1% 
sustained growth per year, and only since the middle of the twenti-
eth century that it has been 2–3%. Although these numbers seem 
small, they make a big impact. As Stephanie Flanders has pointed 
out, the economy grew by about 2.25% per year, on average, from 
1970 to 2010. This means that living standards double every 30 
years. But if this growth rate slips to 1.25%, it will take 60 years.5 If 
– between the years 1870 and 1990 – the US growth rate had been 
just 1% less per year than it actually was, then it would have only 
ended up at the same level of economic development as Mexico.6

While around 20% of the world’s 7.5 billion people live on less 
that $1 a day (adjusted for PPP), anyone reading this chapter will 
most likely be in the top 1% richest people in the world. Indeed 

than an unhealthy 2017 American of any means. Intellectually, your 1916 range of 
cultural choices would be paltry compared with today’s. And your moral tranquility 
might be disturbed by the contrast between your billionaire’s life and that of the 
normal American” (Will 2017).

Perhaps we have mass marketing to thank for this, as Andy Warhol implies:

What’s great about this country is that America started the tradition where 
the richest consumers buy essentially the same things as the poorest. You can 
be watching TV and see Coca-Cola, and you know that the President drinks 
Coke, Liz Taylor drinks Coke, and just think, you can drink Coke, too. A 
Coke is a Coke and no amount of money can get you a better Coke than the 
one the bum on the corner is drinking. All the Cokes are the same and all the 
Cokes are good. Liz Taylor knows it, the President knows it, the bum knows 
it, and you know it.

Warhol (1975), cited by Kottke (2010).

5 Flanders (2011).

6 Cowen (2002).
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the scale of difference between rich and poor is astounding – the 
poorest people in a rich country have about three times as much 
purchasing power as the richest people in a poor country.7 The 
basic facts are that we are immensely rich compared to:

• most of human history
• the majority of the planet

This chapter asks some broad and fundamental questions about 
the application of economic theory to the real world, and the role 
of the economist as a force for making the world a better place. 
We will ask how some nations grow rich, and apply the economic 
way of thinking to politics.8 The insights on topics such as bur-
eaucracy, rent seeking and interest groups are directly applicable 
within a firm, and we will see how public goods and regulation 
affect managerial decisions. We will also look at how economies 
can go through periods of rapid transition, and the ways in which 
the same themes operate in corporate transformation.

12.1 Growth theory

We have already seen how entrepreneurs convert factors of produc-
tion (land, labour and capital) into consumer goods and capital 
goods, and that this accumulation of capital constitutes the wealth 
of society and the foundation of economic growth. Indeed this is 

7 The assumptions used are that “poor” means “bottom 10%”, “rich” means “top 10%”, 
and we care only about consumption. The figures are valid for 2004 at PPP (Rodrik 
2007).

8 If we think of a subsistence farmer, it is not the presence of bad economic institutions 
that has likely caused their fate, but the absence of good ones. The mystery of devel-
opment is not to explain why some nations are poor, but to explain why some nations 
are rich. The biggest challenge of teaching economic development is getting students 
to realize that we are the exception. Poverty is the normal state of affairs.
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the classical growth model, pioneered by Robert Solow. In the 
same way that a firm’s production function is the following:

Y = f (L, K )

we can model the production function of the economy as a whole:

Y = AK aL1 – a

In other words output (Y ) is a combination of capital (K ) and 
labour (L). The term a is the returns to scale of capital, and if a 
is less than 1 it means we have diminishing returns (i.e. as we 
increase the amount of capital being used we cannot indefinitely 
expect output to increase at the same rate). If the returns to labour 
are given as 1 – a, then there are constant returns to scale for the 
economy as a whole. The crucial part of the Solow model, how-
ever, is A. This variable has been referred to as different things 
(such as “multifactor productivity”), but think of it as technology. 
Or think if it as everything other than capital and labour. Solow 
used extensive historic data from the US economy to try to under-
stand the links between capital, labour and output. And guess 
what he found? “87.5% of growth in output in the United States 
between the years 1909 and 1949 could be ascribed to technolog-
ical improvements alone.” In other words the one variable in the 
model that we don’t really understand is the one that is driving 
output!

The main implications of the Solow model are the following:

• Economic policy can affects short-term output, but not long-
term growth.

• This is because growth is caused by external factors such as tech-
nological progress that leads to capital accumulation.

• We expect high growth rates for poor countries (as they “catch 
up” and enjoy high returns on capital) but low growth rates for 
richer countries (since they experience diminishing returns).
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A is also known as the Solow residual, and is testament to our limits 
of knowledge. In economics you can win a Nobel Prize for demon-
strating that our understanding of economic growth is incomplete. 
But the focus of attention towards productivity and “technology” 
took growth theory in an important new direction.9

Paul Romer tried to build on Solow’s work by bringing some 
of these external factors inside the model. Partly this was due to 
the observation that poor countries often don’t “catch up” with 
richer countries, and while many industrialized countries do seem 
to slow down once they’ve built a large capital stock, others manage 
to steam ahead with impressive growth. Rather than treat tech-
nology as “exogenous”, he made it “endogenous” to the model, and 
this is known as endogenous growth theory.10 Romer relaxed the 
assumption of decreasing returns to scale for the factors of pro-
duction (while this is plausible for a firm, it is not necessarily the 
case for the economy as a whole), and drew attention to the way in 
which capital and labour are being used.

Traditional growth theory is about increasing output through 
the accumulation of capital – i.e. doing more with more. Endog-
enous growth theory is about increasing output through the bet-
ter direction of capital – i.e. doing more with less. According to 
Romer growth is not about the ingredients at your disposal (i.e. 
the capital stock) but the recipes that can combine these ingredi-
ents together. A are the ideas about how we combine capital and 
labour. A set of Ikea instructions contains two key sections: a list 
of the parts that you need (the ingredients) and a step-by-step 
guide to piecing them together (the recipe). One source of growth 
is by acquiring more equipment. Another source is combining 

9 In the case of Robinson Crusoe (see Chapter 7) the binding constraint is saving – he 
knows how to make a net but lacks capital goods. We are now looking at how in some 
economies the binding constraint is ideas – understanding how to best utilize those 
capital goods.

10 Romer (1994).
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what you already have in more practical and aesthetically pleasing 
ways.

Arnold Kling and Nick Schulz refer to this as “Economics 2.0”.11 
They point out that since having more ingredients is subject to 
diminishing returns, this explains how many socialist economies 
failed to convert large capital stocks into higher living standards. 
Real growth and real development are not down to having more 
and more ingredients, but better quality recipes. Recipes are essen-
tially ideas, and therefore they are costless to reproduce and have 
unlimited potential. Education and training, and research and 
development not only boost growth but also deliver sustained 
increases in growth potential.

Kling and Schulz use the analogy of a computer to explain 
this. A computer comprises three main elements. Firstly, there 
is hardware. This is the physical, tangible equipment such as 
monitor and keyboard. In economic terms the “hardware” is 
the factors of production – the land, labour and capital that we 
have at our disposal. A computer also has software, which are the 
programs that we can run. For the economy these are ideas: the 
innovation, know-how, science and technology that allow us to 
find new ways to combine the raw materials. But there’s also a 
third element, which is the operating system. This is the frame-
work that determines how effective the software is. And it is the 
new institutional economics growth theory of Douglass North 
that has attempted to study the role of the operating system in 
an economy.12 North uses the term institutions to refer to the 
rules of the game, which are the foundations upon which entre-
preneurs mobilize resources. They can be formal (such as laws 
and regulations) or informal (such as customs and norms). The 
bottom line is that these three elements – the hardware, software 

11 Kling and Schulz (2009).

12 North (1990); Ostrom (1990); Acemoglu (2005).
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and operating system – all need to be in place for the computer 
to function.13 And indeed economic growth depends on the 
accumulation of capital, better direction of capital, and under-
lying institutions pioneered by Solow, Romer and North respec-
tively. One reason why economists have done such a poor job 
making poor countries rich is that it is often historical accident 
that results in all three being in place. Indeed while it is pretty 
simple for poor countries to have more “stuff”, knowing what 
to do with it is harder than it appears. And it is not even worth 
trying to generate wealth without the right institutions. Attitudes 
towards economic development have broadly followed these 
stages of growth theory. Economists used to tell the governments 
of poor countries that growth would come if they increased their 
savings rate and invested more in physical infrastructure. Then 
they urged them to invest in supply side policies like schools and 
new technologies. Now they emphasize the right legal system and 
rule of law. But identifying the source of economic growth is far 
easier than being able to generate it. Even though we know why 
some countries are rich and some countries are poor, it is naive in 
the extreme to think we are able to export this successfully. Any 
formal institutions must “stick” with the informal culture that 
already exists.14

We’ve already seen how the growth of a firm is the result of its 
capital structure, and therefore growth theory is of direct manage-
rial relevance. Some firms generate growth by accumulating capital 
resources, others through the better direction of capital. Growth 
also requires the right institutions.

13 To go back to our Ikea example, as anyone who’s tried to assemble an Expedit book-
shelf will attest, you also need some shared rules of the game. How long do you expect 
this to take? Do you check you have all the right pieces first or just get on with it? Who 
does the heavy lifting? The operating system matters!

14 Boettke et al. (2008).
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12.2 Happiness

It’s a common complaint that economists focus too much on eco-
nomic growth, to the detriment of things people really care about. 
Some accept that living standards have risen during the twentieth 
century, but say the relevant benchmark should be our immediate 
neighbours – that we care more about our status relative to other 
people than to absolute wealth. There are three types of “good” that 
exhibit these sorts of “relative status” properties:

• Positional goods
Products and services whose value is mostly, if not exclu-

sively, a function of their ranking in desirability in comparison to 
substitutes.
• Conspicuous consumption

Goods and services that are acquired mainly for the purpose of 
displaying income or wealth.
• Invidious consumption

Consumption of goods and services for the deliberate purpose 
of inspiring envy in others.

To demonstrate this point Robert Frank asked people to choose 
whether they’d prefer to live in (a) a 4,000-square-foot house 
in a neighbourhood of 6,000-square-foot mansions or (b) a 
3,000-square-foot home in a zone of 2,000-square-foot bunga-
lows.15 The typical answer is (b) – people say that they would prefer 
to lord it over their neighbours rather than have a better house. 
But is this how people actually behave? Soon after the Frank study 
was published in a 2007 New York Times article, two economists 
responded on their blogs. Gregory Mankiw argued that market 
prices should reflect such externalities, and the fact that the quality 

15 Gross (2007) .
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of the neighbourhood tends to increase the price of a house under-
mines Frank’s study.16 Alex Tabarrok presented data on this, to 
show that “the same house is worth more if it is surrounded by 
more expensive houses”.17 So although people say they would rather 
have the nicest house in a low-quality neighbourhood, revealed 
preference suggests that they actually prefer being surrounded by 
nicer homes.

The Easterlin paradox is the empirical observation that when 
looking at cross-country survey data the average level of “happi-
ness” does not seem to correlate with GDP per capita.18 Indeed 
lots of research has been done to show that while GDP has risen 
significantly over the last few decades, measures of life satisfaction 
remain roughly constant. But there are a number of problems with 
these findings.19 In terms of methodology, two counter arguments 
exist. The first is that we measure “happiness” by asking people to 
estimate how happy they are (typically on a scale of 1–10). For one 
thing, people tend to answer “7” regardless of their situation. But 
also think about how difficult it is for “happiness” to double. Or 
treble. If people are moderately happy (e.g. 7/10) then it’s impossible 
for their happiness to rise by more than 3 points. By contrast we 
measure GDP on a scale with no upper limit. It’s perfectly possible 
for incomes to double or treble. Purely because “happiness” has an 
upper bound, whereas GDP doesn’t, we shouldn’t expect the former 
to keep pace with the latter. The second methodological problem 
with happiness research is that “happiness” is found through sur-
vey data, and is therefore an expressed preference. GDP is a measure 
of actions taken; therefore it is a revealed preference. This is a big 
difference, and if the responses contradict each other, which do we 

16 Mankiw (2007).

17 Tabarrok (2007).

18 Easterlin (1974).

19 Jones and Ormerod (2007).
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trust? People might say that they don’t enjoy commuting to work, 
but if they continue to do so we should infer that this is preferred 
to their reasonable alternatives.

There are also philosophical problems with “happiness” eco-
nomics. At some fundamental level we only act because we wish 
to reduce our uneasiness. If we were “content” we would have no 
reason to act. There’s a famous quote attributed to the jazz pianist 
Fats Waller – when he was playing an especially difficult piece, and 
if he was hitting every note, he’d shout “somebody shoot me while 
I’m happy!” Perhaps happiness should be an unattainable goal.

But there are also empirical counter arguments to “happiness 
economics”. Many studies have been done that find people do in 
fact like material prosperity. A 2007 Gallup poll found that from 
1980 to 2007 around 80–90% of Americans said they were “sat-
isfied” with their personal lives.20 This number can’t rise in line 
with GDP, but surely the high absolute level, and the consistency 
of it, should be a cause for celebration? Especially when you split 
the responses up based on different income levels, as shown in 
Table 12.1.21

Table 12.1

Not too happy Fairly happy Very happy

<$30,000pa 11% 48% 40%

$30,000–$74,999 5% 45% 50%

$75,000+ 2% 34% 64%

Indeed if you look at a map of the world, material prosperity 
appears highly correlated with happiness. A study by Angus Deaton 

20 One reason why happiness didn’t seem to rise with GDP is because in 1964 the survey 
question changed. The highest answer is now “completely satisfied” (Leonhardt 2008; 
Carroll 2007). Previously it was “Although I am not innumerably satisfied, I am gen-
erally satisfied with life now.”

21 Carroll (2007).
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shows that “life satisfaction rises with average income level”22; Dan-
iel Sacks, Betsy Stevenson and Justin Wolfers show that “measured 
subjective well-being grows hand in hand with material living stand-
ards”23 and Betsey Stevenson and Justin Wolfers show that there’s 
no evidence of a satiation point at which this breaks down.24 As The 
Economist says, “though some countries seem happier than others, 
people everywhere report more satisfaction as they grow richer.”25

Critics of economists have a point. GDP growth isn’t everything. 
But economists know more than anyone else the limitations of 
using GDP to make an inference about living standards – the case 
of the USSR demonstrated this. Firstly, standard growth theory 
suggests that poorer countries will tend to have higher growth 
rates than rich ones (because it is easier to catch up to high living 
standard elsewhere than to raise those living standards further). So 
high growth rates may just be an indicator of low initial wealth. 
Secondly, many economists like to use GDP per capita as a better 
measure than simply GDP, since this takes into account the size 
of the population. But there are two ways you can increase GDP 
per capita – either by increasing GDP, or by reducing “per cap-
ita”. Naive Western academics were amazed by the Soviet Union’s 
high growth rates during the winter months. It’s amazing what a 
famine does for GDP per capita in the short run. The third issue 
is that GDP doesn’t equal satisfaction. You can’t eat growth rates. 
In Soviet Russia managers were incentivized to produce output. In 
a famous cartoon a manager of a nail factory was given an award 
for beating his production target, which was measured by weight. 
In the background you could see a single, giant nail.26 Output only 

22 Deaton (2008).

23 Sacks et al. (2010).

24 Stevenson and Wolfers (2013).

25 Money can buy happiness. The Economist, 2 May 2013.

26 Roberts (2002).
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matters in as much as it generates consumer products that satisfy 
people’s pressing needs. There’s no point having high growth rates 
if you’re making the wrong things. As Paul Craig Roberts said, 

“The Soviet Union wasted its resources because the success indica-
tor for Soviet managers allowed them to be successful even though 
their output was poorly related to the needs of users”.27 The fourth 
problem with GDP figures is that bureaucrats have an incentive to 
cheat. It turns out that much of the data in the Soviet Union was 
fabricated, and there is much uncertainty about figures in China 
today. It’s always dangerous to target a variable that can be manip-
ulated. And finally, the fifth problem is that economists have an 
incentive to cheat. Economists seemed to genuinely believe Soviet 
growth figures and David Levy and Sandra Peart use the example 
of Paul Samuelson’s classic textbook.28 In the 1961 edition Samuel-
son pointed out that although the US was twice as wealthy as the 
USSR, the latter’s higher growth rate meant that it would overtake 
the US in 36 years.29 Three years later the textbook was revised, and 
sure enough the overtaking time fell to 33 years. And in the 1967 
edition, the overtaking time was 28 years. But then something 
curious happened. The 1970 edition of the textbook predicted that 
the USSR would overtake the US in 35 years. And so did the 1973 
edition. And the starting assumption was still that the US was 
twice as wealthy as the USSR. What was going on? Basically the 
evidence was contradicting the growth figures, but instead of ques-
tioning why this growth wasn’t materializing, Samuelson simply 
reset the estimate. Indeed in 1980 he was still predicting that in 32 

27 Roberts (2002, p. 260). Even in the rare circumstances where basic consumer goods 
were available the people often didn’t know what they were for or how to use them. As 
Snyder (2010, p. 139) says, “The Soviet citizens who ruled eastern Poland were falling 
off bicycles, easting toothpaste, using toilets as sinks, wearing multiple watches, or 
bras as earmuffs, or lingerie as evening gowns.”

28 Levy and Peart (2011).

29 I’m using their “max-max” measure, which assumed that they both grow at the maxi-
mum forecast rate. The basic point remains if you use other scenarios.
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years’ time the USSR would overtake the US. And yet in less than 
a decade it had collapsed.30

The USSR taught economists that we should not fetishize growth 
rates. But we also need to be sure that we do not underestimate the 
importance of material development. “GapMinder” is an interac-
tive tool to explore time series data, and reveals the extent to which 
income per capita strongly correlates with greater life expectancy and 
lower child mortality. Maybe it’s not the “GDP” figure that’s the real 
problem, but the “happiness”. As Will Wilkinson has said,

While no single variable has a whoppingly large positive 
impact on average happiness over time, none, other than life 
expectancy, has a larger effect than GDP per head. If becom-
ing richer does not boost happiness, then, according to the 
statistics, neither does reducing unemployment, increasing 
welfare benefits, or … anything.31

Although it is true that money doesn’t buy happiness, poverty 
makes people miserable. For those on low incomes a lack of mater-
ial wealth does seem to have a large impact on self-reported well-
being. This implies that the prevention of misery is a more impor-
tant public policy goal than the pursuit of happiness, and this can 
be achieved by alleviating poverty.32

30 For a wonderful explanation of the errors made by Western scholars and intelligence 
services, see Roberts (2002). One example that he provides is a 1979 World Bank 
report on Romania, which attributed an annual growth rate of 9.8 percent from 1950 
to 1975. As Roberts says, “Remarkably, the World Bank economists did not realize 
that using these lofty growth rates to project backward the World Bank’s estimate of 
Romanian income per capita produced a figure too low to sustain life” (p. 260).

31 Wilkinson (2006).

32 The implication of this is that losing a job has a bigger impact on well-being than 
new job creation, which is relevant for the discussion on job churn from Chapter 6. 
Having said this, our emotional state is linked to our evolutionary experience and it is 
also important to question whether this is something we can move beyond. Modern 
market economies are open, dynamic and cosmopolitan. These all conflict with our 
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Indeed a lot of happiness research came about during the “great 
moderation”, where most developed economies were enjoying 
steady growth. Since the 2008 financial crisis people seem to be 
less blasé, and realize that it can’t be taken for granted. As The 
Economist says, “there is nothing like a drop in GDP to remind 
everyone how much this much-maligned metric matters”.33

In amongst the typical gloom of economic reporting, let’s 
pause to recognize that humanity is thriving.34 Since 1950 the 
global population has risen by over 150%. What was the result? 
Famine? In fact chronic undernourishment in poor countries has 
fallen from 37% to 17%.35 And global prices fell by 75%. Life 
expectancy has risen and the onset of chronic illness has been 
significantly delayed. The countries that have embraced economic 
development have witnessed these gains – infant mortality in 
China has fallen from 195 to 30 (per 1,000 births) over the last 
half-century. From 1980 to 2013 the amount of extreme poverty 
in China fell from 84% to 10%, which equates to about 680m 
people.36 For the world as a whole, in 1990 43% of people in 
developing countries were classified as living in extreme poverty. 
By 2010 that figure had halved, as almost 1 billion people dis-
covered economic growth.37

evolutionary background of tribal communities and wariness of foreigners. It’s impor-
tant to identify the extent to which primal feelings influence public policy debate, and 
question whether we can move beyond those.

33 The joyless of the jobless. The Economist, 27 November 2010.

34 Jacoby (2007).

35 I don’t like using the terms “developed” and “developing” countries. The whole point 
of “development” is that rich countries are the ones that are “developing” and poor 
countries aren’t!

36 Towards the end of poverty. The Economist, 1 June 2013.

37 Towards the end of poverty. In 1981 44% of the global population lived on less than 
$1.90 per day. By 1990 that figure had fallen to 37% and by 2012 it was just 12.7%. 
See http://www.worldbank.org/en/topic/poverty/overview.
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Over the last half century, HumanProgress.org report that:38

• In 1966, average life expectancy was only 56 years. Today it’s 72. 
That’s an increase of 29 percent.

• Out of every 1,000 infants born, 113 died before their first 
birthday. Today, only 32 die. That’s a reduction of 72 percent.

• Median income per person rose from around $6,000 to around 
$16,000, or by 167 percent – and that’s adjusted for inflation 
and purchasing power.

• The food supply rose from about 2,300 calories per person per 
day to over 2,800 calories, an increase of 22 percent, thus reduc-
ing hunger.

• The length of schooling that a person could typically expect 
to receive was 3.9 years. Today, it’s 8.4 years – a 115 percent 
increase.

• The world has become less authoritarian, with the level of dem-
ocracy rising from –0.97 to 4.23 on a scale from –10 to 10. 
That’s an improvement of 536 percent.

There is a general consensus that over the course of the twentieth 
century, times were getting tougher for people on middle incomes. 
But the 1997 Annual Report of the Federal Reserve Bank of Dallas 
presents “the declining real cost of living in America”. It revealed:39

• Since 1919 it took less than a third of the time to earn the money 
needed to buy a 12-item food basket.

• The price per square foot of new housing fell from 7.8 hours of 
work to 5.6 hours.

38 https://humanprogress.org/ylin. You can enter your country and year of birth to see 
what has happened to these indicators during your own lifetime.

39 Time well spent: the declining real cost of living in America. 1997 Annual Re-
port, Federal Reserve Bank of Dallas (http://dallasfed.org/assets/documents/fed/
annual/1999/ar97.pdf).
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• In 1956 50% of new houses had a garage, 28% had two or more 
bathrooms, 33% had wall insulation, 11% had a dishwasher, 
and 6% had central heating. By 1996 the figures were 86%, 
91%, 93%, 93% and 81%.40

• In 1901 Americans would spend 76.2% of their income on food, 
clothing and shelter. In 1995 it was only 37.7%.

• In the 1930s if you wanted to fly from coast to coast it would 
take two months’ wages and you would be in a non-pressurized 
cabin without heating or air conditioning, making ten stops 
along the way. In 1997 it was 4% of the price, quicker and far 
more comfortable.

Indeed it’s hardly an exaggeration to say that poverty has virtually 
been eliminated in the rich world. It’s led to policymakers rede-
fining “poverty” as a relative rather than absolute measure. If you 
look at the US Census 12.6% of American’s were deemed “poor” 
in 2005. Of this number over 40% own their own home, and the 
average home had three bedrooms, one-and-a-half baths, a garage 
and a porch or patio.41

But let’s not get complacent. Despite these massive gains plenty 
of people still live in genuine hardship and they could be escaping 
it even more quickly. A paper published by the Cato Institute cre-
ated a counterfactual history of India, imagining that their reforms 
had begun back in 1971.42 Their findings were that:

40 If you think these sorts of household appliances are flippant, see Hans Rosling’s 
Ted talk about the social impact of washing machines: http://www.ted.com/talks/
hans_rosling_and_the_magic_washing_machine.html.

In addition, it’s not only that the penetration of consumption goods has increased, 
but also they are spreading at a faster rate. Computers existed in the 1960s, but it was 
only in the 1990s that people were likely to own one. As Alexis Madrigal says, “more 
time was spent going from zero to one percent penetration than from one to 50”. 
But now things – especially consumer technology – tend to be available to all more 
quickly. See Madrigal (2012).

41 Rector (2007).

42 Aiyar (2009).
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• 14.5 million more children would have survived.
• 261 million more people would have become literate.
• 109 million more people would have risen above the poverty 

line.

Perhaps the “materialism” of economists is something we should 
actually be proud of?

He who disdains the fall in infant mortality and the grad-
ual disappearance of famines and plagues may cast the first 
stone upon the materialism of economists.43

12.3 Economic freedom

The evidence showing how remarkable economic growth has trans-
lated into higher standards of living for the average person merely 
undermines the extent of global inequalities. Consider the follow-
ing two problems:

1. Lack of calories
2. Lack of capital

The former refers to starvation. The latter is poverty. These issues 
have killed much of humanity, both historically and globally today. 

43 Mises (1949 [1996], p. 193). Furthermore (2.VIII.34), “It is a distortion of facts to 
blame the age of liberalism for an alleged materialism. The nineteenth century was 
not only a century of unprecedented improvement in technical methods of produc-
tion and in the material well-being of the masses. It did much more than extend the 
average length of human life. Its scientific and artistic accomplishments are imperish-
able. It was an age of immortal musicians, writers, poets, painters, and sculptors; it 
revolutionized philosophy, economics, mathematics, physics, chemistry, and biology. 
And, for the first time in history, it made the great works and the great thoughts 
accessible to the common man.”
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But if you read newspapers in the UK you’re more likely to read 
about the following problems:

1. Obesity
2. Debt

Note how the modern problems are due to an abundance of the 
historical problems. We have solved the two greatest problems fac-
ing humanity! In fact we’ve done it so successfully their excess is 
now our main problem. It’s just that we’ve only done so relatively 
recently and only in some parts of the world. So what’s the differ-
ence between “us” and “them”?

As F. Scott Fitzgerald once wrote, “Let me tell you about the 
very rich. They are different from you and me…”44 Ernest Hem-
ingway was said to have responded, “Yes, they have more money.” 
This is trivially true. And implies that the rich can help the poor 
become rich by giving them some of that money. We could take 
some of the calories, and some of the capital, from the richer coun-
tries and give them to the poorer ones. But this poses (at least) 
three problems. Firstly, as P. T. Bauer pointed out, it is logically 
untrue that growth requires an influx of capital, because at some 
point a country must have been able to grow without relying on 
a capital transfer.45 Another problem with transfers is that you 
cannot take the wealth creation process for granted, and assume 
that future wealth creation is guaranteed. This is like the tale of 
killing the golden goose. If you confiscate wealth, you reduce the 
incentives to generate it. Arguments about the share of the pie can 
end up shrinking it. The third problem with redistribution relates 

44 This quote appears in Fitzgerald (1926), but it is often misquoted as “The rich are 
different to you and me”.

45 Bauer (2004). It is important to see a distinction here between government-to-govern-
ment transfers of capital, and the flow of capital due to the profit-seeking activity of 
private foreign investment. See Mises (1979 [2006]).
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to the process by which we might transfer resources from rich to 
poor countries. Foreign aid can be effective in countries with good 
governance, but they have less need for aid. Foreign aid is less effec-
tive in countries that have bad governance, but they are the ones 
that need it the most. This is the development paradox.

The more subtle answer to how we can make poor countries rich 
is that it isn’t the resources that need to be transferred, but the insti-
tutions. Amartya Sen has pointed out that famines are not typically a 
result of food shortages. They don’t occur because there isn’t enough 
food. They’re the result of inadequate institutional mechanisms.46 Yes, 
the rich have more money than the poor. But the main difference is 
that they have economic institutions that generate growth. And this 
is what typically constitutes “good” economic policy:47

• Private property rights to generate incentives
• Reliable legal framework to correct externalities and constrain 

predation
• Stable monetary system to maximize information
• Free trade and the embrace of markets.

This is often seen as being controversial, especially the point about 
free trade. But among economists, it isn’t. According to one study, 

“the authors generally find consensus within the profession … con-
sensus is particularly strong for propositions of free international 
trade and capital flows.”48 Another study, “uses survey data to 
find that 87.5 percent of the members of the American Economic 

46 Sen (1981).

47 These economic policies are necessary but not sufficient conditions for prosperity over-
all. Beinhocker (2006, p. 452) presents three social technologies. These are (i) markets 
(not central planning); (ii) science (not superstition); and (iii) democracy (not strong-
men). He makes the argument that key hopes for global growth (e.g. India, China, 
Africa) are struggling to adopt all three.

48 Fuller and Geide-Stevenson (2003).
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Association agree that ‘the U.S. should eliminate remaining tariffs 
and other barriers to trade’ ”.49 In another study, when economists 
were asked whether “trade agreements between the US and other 
countries” is a “2 = major reason”, “1 = minor reason”, or “0 = not a 
reason at all” for why the economy is not doing better than it is, the 
average score for economists is 1.87”.50 As famous textbook writer 
Gregory Mankiw said,

Few propositions command as much consensus among pro-
fessional economists as that open world trade increases eco-
nomic growth and raises living standards. Smith’s insights 
are now standard fare in Econ 101.51

Recollect that economic calculation requires prices, which stem 
from exchange, which requires property rights. And it is property 
rights that underpin development. According to Hernando De 
Soto “the west” developed capital through the following steps:52

• Define the economic potential of assets through securities, title, 
contract, etc.

• Integrate legal framework into one system.
• Make people accountable through the legal system.
• Make assets fungible, by representing them in a standard form 

to facilitate interaction and exchange.
• Form networks of people that allow assets to move between 

agents.
• Protect transactions via the rule of law.

49 Whaples (2006).

50 Caplan (2002).

51 Mankiw (2006).

52 De Soto (2000, pp. 49–62).



global ProsPerity

417

There is very strong evidence to suggest that secure property rights 
correlate with higher GDP/capita.53

This might appear to be a little theoretical, and economists are 
forced to rely on theory given our inability to conduct experiments. 
Unlike the physical sciences it’s far harder for economists to isolate 
single variables. But human history has created a number of “natu-
ral” experiments. The starkest, and most illustrative, happened in 
Korea.54 From 1910 to 1945 Korea was under Japanese rule. It was 
economically, culturally and ethnically homogeneous. There were no 
geographical differences. But after Japan’s defeat in World War  II, 
Korea was divided in two, with the USSR controlling the North, 
and the US the South. This was a completely “exogenous” separation, 
approximating an experiment where similar subjects are “treated” 
differently. And in this case the “test” was with regard to alternative 
economic and political institutions. Communism was applied in the 
North, and capitalism in the South. Again, this isn’t a perfectly con-
trolled experiment. It was capitalism with a large amount of govern-
ment intervention and early on without democracy. But the outcome 
was astounding – GDP per capita sharply diverged from 1976,55 and 
in 2000 it was 14 times higher in the South than the North. Robert 
Higgs provides an overview of the “results” of this “50 year experi-
ment in political economy”, and on every measure the role of “good” 
economic institutions shines through.56 As the famous joke about 
Castro’s revolution goes, “the three successes were education, health-
care and sports. Three failures were breakfast, lunch and dinner.”57

53 Acemoglu et al. (2005).

54 Acemoglu et al. (2005).

55 Acemoglu et al. (2005, Figure 3).

56 Higgs (2000). For China vs. Taiwan see Higgs (2001). For Estonia vs. Finland see 
Higgs (2007).

57 Jokes don’t require citations, but see Anderson (2011). Although America is often 
considered to be a young country, Galileo was offered a chair at Harvard University 
(see Micklethwaite and Wooldridge 2004).
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This has led a number of think tanks and organizations to 
attempt to measure “economic freedom”,58 and they have found 
that it correlates with:59

• Higher GDP per capita
• Higher GDP growth
• Higher life expectancy
• More income for the poorest 10%

Although the title of this section is “economic freedom”, and I’ve 
attempted to emphasize the link to human flourishing, to some 
extent this phrase is misleading. According to Thomas Sowell,

One of the last refuges of someone whose pet project or 
theory has been exposed as economic nonsense is to say: 

“Economics is all very well, but there are also non-economic 
values to consider.” Presumably, these are supposed to be 
higher and nobler concerns that soar above the level of crass 
materialism.

Of course there are non-economic values. In fact, there 
are only non-economic values. Economics is not a value in 
and of itself. It is only a way of weighing one value against 
another.60

As Sheldon Richman (who was drawing upon Sowell) says, “there 
is no economic freedom. There is only freedom.”61

58 For example, Economic Freedom of the World, Fraser Institute (http://www.
freetheworld.com/) and Index of Economic Freedom, Wall Street Journal/Heritage 
Foundation (http://www.heritage.org/index/).

59 Lawson (2007).

60 Sowell (2007).

61 Richman (2012).
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So we have a good idea of what conditions are conducive to 
economic growth, and recognize the phenomenal improvements 
in living standards since the Industrial Revolution. But we need to 
be careful about assuming such growth can continue indefinitely. 
It’s common to hear talk of a pending “Fourth Industrial Revo-
lution”, but do we really understand the first one? The Industrial 
Revolution was the accelerating of innovation and perhaps we’re still 
living through it.62 Perhaps we are experiencing the tail end of it. 
Productivity and wage growth have slowed since the 1970s, and the 
period since then has become known as The Great Stagnation.63 
Worryingly, the pace of innovation seems to be slowing. Can you 
think of any transformative innovations since the 1980s, other 
than personal computing (and the internet)?64

Tech optimists may argue that GDP data don’t capture recent 
productivity, and that pending breakthrough technologies will 
unleash a new wave of economic growth.65 However, it’s impor-
tant to recognize that a large factor in the rise of US global tech 
dominance has been the adoption of permissionless innovation. 
This occurs when entrepreneurs are able to experiment without 
requiring permission (either from government or from competi-
tors).66 This is in contrast to the precautionary principle, where 

62 The Industrial Revolution got its name because British economist Arnold Toynbee 
was giving a talk on economic history and wanted to generate a large crowd. To jazz it 
up he called it the “Industrial Revolution” and it stuck. But it wasn’t a real revolution. 
It wasn’t a moment in history. Yes, economic growth has been exponential since that 
point, but it began a lot earlier and has simply compounded. As Mises (1949, XXI, 
7) said, “the transition from medieval methods of production to those of the free 
enterprise system was a long process that started centuries before 1760 and, even in 
England, was not finished in 1830.”

63 Cowen (2011).

64 By transformative I mean something largely unimaginable for previous generations, 
the implications of which are broad and non-obvious.

65 For example nanotechnology, 3D printing, driverless cars, bioengineering, augmented 
reality, or distance learning. For a survey of potential breakthrough technologies see 
Weinersmith and Weiner (2017).

66 Thierer (2014).
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the default is the status quo and innovations have to be proven 
to have no major downsides before being allowed to exist. The 
cultural attitude is better safe than sorry, but as Cass Sunstein 
has argued, “airplanes, air conditioning, antibiotics, automo-
biles, chlorine, the measles vaccine, open-heart surgery, radio, 
refrigeration, smallpox vaccine, and X-rays” are all examples of 
innovations that would not have passed this test.67 In short our 
attitudes and values toward innovation matter and it seems that 
our focus is increasingly on comfort. There is greater emphasis 
on consumption and entertainment instead of production and 
human capital development. We value environmental protection 
over future growth, and we value the greenbelt more than new 
houses.68 People living in cutting-edge growth drivers are becom-
ing more risk averse, and this can be seen in indicators such as 
falling start-up rates and people being less likely to move across 
state lines.69 In short, in the words of Tyler Cowen, we are becom-
ing more complacent.70

It’s possible to be a utility optimist but a GDP pessimist. Even 
though income gaps are growing poverty is falling and lifestyle 
gaps are shrinking.71 But we need to be aware of the impact on the 
national accounts. Choices about public finance depend on growth 

67 Cited by Kahneman (2011 [2012], p. 351).

68 Even in the best example of a transformative innovation – personal computing (and 
the internet) – notice how they are predominantly used as a matching device for 
existing preferences.

69 Welcome to the Great Stagnation. Kaleidic Economics, March 2014.

70 Cowen, T. (2017) Ten ways to live a less complacent life. LinkedIn, May.

71 Poverty reduction may well be a more important social goal than reducing income 
inequality; as José Piñera (the former Minister for Labour, Chile) said, “People die of 
poverty, not inequality”. In terms of lifestyle gaps even though the very rich are likely 
to spend a lot more on a washing machine than you or I, a washing machine is still 
a washing machine. When measured in dollar terms the gap looks very wide, but it 
is significantly closer than the difference between a cheap washing machine and no 
washing machine at all.
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projections. We are demanding ever-higher government spending, 
leading to increasing public debt burdens. And at the same time 
switching our activity from innovations that generate revenue, to 
those that generate pleasure. The internet means that recessions 
become more tolerable, but also more severe. Technological gains 
will increase the value of leisure, without generating economic 
output.

12.4 Public Choice theory

Thus far there’s been little discussion of government. Typically 
economists view government as an outside agent that can intervene 
and correct for market failures (such as monopolies, externalities or 
asymmetric information). But even if the market outcome isn’t per-
fect, why should we simply assume that the government alternative 
is better? There’s a famous story of a king who is hiring a new singer 
for the court. The first one comes in and is truly awful. So the king 
hires the second one. But how does he know that the second one 
isn’t even worse? Before we make a judgement about alternative 
institutions, we need to analyse both alternatives. We need to let 
the second singer sing.

Public Choice theory does exactly this. It applies the logic of 
economic analysis to the field of political science. For this reason 
one of the main founders, James Buchanan, referred to it as “politics 
without romance”.72 The main idea is that when people talk about 
government action they have a tendency to make two assumptions: 
that governments are omniscient (that they have sufficient informa-
tion to make successful interventions) and benevolent (they have 
a pure heart to deliver the intended results). Public Choice theory 
helps us to challenge both of these.

72 Buchanan (1979).
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• Is government omniscient?
F. A. Hayek provided the classic example for how markets aggre-

gate and generate knowledge that simply isn’t available to central 
agencies.73 Prices serve a crucial communicative role in allocating 
resources, but are denied to policymakers who allocate resources 
based on hierarchical command. The argument is that rational eco-
nomic calculation can only take place in market relations. Once we 
step out of markets, and into central planning, we stumble in the 
dark.

• Is government benevolent?
James Buchanan and Gordon Tullock asked why social scientists 

assume that businessmen act selfishly but politicians act altruisti-
cally.74 They argued that this was inconsistent, and we should use 
the same behavioural assumptions for people regardless of whether 
they are operating in markets or politics. Instead of assuming that 
politicians have pure intentions, assume that they maximize utility 
subject to constraints.

Public Choice theory is not hardwired to be free market, and it is 
not saying that policymakers are evil. It simply applies economic 
logic to the political realm, and argues for symmetrical behavioural 
assumptions. In doing so, it reveals that there are costs of govern-
ment intervention as well as benefits. It may be true that markets 
fail, and that in theory government intervention can correct this. 
But Public Choice theory tells us we should either compare mar-
kets in theory with government in theory, or markets in practice 
with government in practice. Otherwise the analysis is rigged in 
favour of intervention. Public Choice is about pragmatism, and 
dealing with the world as it is, not how we wish it were.

73 Hayek (1945).

74 Buchanan and Tullock (1962).
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Public Choice theory has several important applications, and 
we’ll briefly look at five of them: (1) public goods, (2) bureaucracy, 
(3) rent seeking, (4) interest groups and (5) regulation.

1. Public goods. In economic terms there are three types of “mar-
ket failure” that are used to justify the existence of the state: mon-
opoly, asymmetric information and public goods. We have already 
looked at the concepts of monopoly in Chapter 5, and asymmetric 
information in Chapter 3, and these are ways in which govern-
ments intervene in markets. The third main example of market fail-
ure is about how governments supplant markets. As Elinor Ostrom 
and James Walker said, “pure public goods have been considered 
the paradigm case for the necessity of the state.”75

Public goods are typically said to have two characteristics. Firstly, 
they are non-excludable, meaning that there is no feasible way of 
excluding people who don’t want to pay. And if people don’t have 
to pay for something, they probably won’t. If consumers free ride 
on each other, there’s no profit motive for firms to produce it, and 
therefore the good in question will be underprovided by the mar-
ket, or perhaps not even provided at all.

The second characteristic is being non-rivalrous. This means that 
additional people can consume the product without increasing the 
cost of providing it. For example, if I am listening to the radio this 
doesn’t impinge your ability to do so. And it doesn’t increase the costs 
of the radio station. In economic terms the marginal costs of pro-
duction are zero. Recollect that in perfect competition price equals 
marginal cost. Again, we might expect the market to underprovide 
such goods because private firms will not produce goods for free. But 
as we’ve already discussed, perfect competition may not be the right 
benchmark. Think about a bridge. It doesn’t matter whether it’s used 

75 Ostrom and Walker (1997, p. 35).
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by 15,000 or 15,001 cars per day; almost all of their costs are fixed 
ones. Marginal cost is zero. But that doesn’t mean they can’t find a 
price. They charge in accordance with customers’ marginal valua-
tions, and restrict entry (for example with a toll booth). Crucially, 
as long as they can exclude non-payers, it can still be profitably pro-
vided by the market. Therefore in this case rivalry is irrelevant. Many 
goods are produced profitably at zero marginal cost.

In addition to this, excludability isn’t fixed. To some extent it’s 
chosen by the seller. In many supermarkets products like razorblades 
or batteries (which are small and expensive) are kept in secure boxes, 
or behind the counter. Whereas fruit and vegetables (reasonably 
bulky and cheap) are often kept outside the front of the shop. Firms 
make a deliberate trade-off between convenience and excludability.76

In addition, technology isn’t constant. Software companies 
develop ways of turning non-excludable products into excludable 
ones (using things like passwords). Often though, they decide that 
making things freely available is a more profitable strategy, either as 
a bundle with goods that they do charge for, or as a means of price 
discrimination. Indeed part of the success of the internet is that it’s 
deliberately non-excludable. Social networks such as Facebook or 
Twitter could easily “exclude” people who don’t pay a subscription, 
but they consider higher user numbers to be more profitable than 
charging those customers who are willing to pay.

The key issue is the institutional framework. We know that in 
some cases private firms can produce “public goods”, and in some 

76 The US federal government shutdown in October 2013 led to the restriction of access 
to various national parks. For example, the World War II memorial in Washington, 
DC, was barricaded to prevent people from visiting it (despite it being on open land 
with minimal supervision required). Note the irony – these sorts of monuments are 
publicly operated on the grounds that they are non-excludable, and yet when the ad-
ministration wanted to signal to the public the importance of securing a budget, they 
easily blocked admission. See World War II memorial becomes shutdown central. Wall 
Street Journal Blogs, 2 October 2013 (http://blogs.wsj.com/washwire/2013/10/02/
world-war-ii-memorial-becomes-shutdown-central/).
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cases there are strong arguments to suggest that they can’t. But 
given that the definition of any good is subjective, there’s a danger 
that when politicians use public good rationale to justify interven-
tion, it isn’t because the market would underprovide, but because 
the market would provide less than the policymaker would like. 
There’s a big difference.

The classic example of a public good is a lighthouse. It’s non- 
excludable (it’s very hard to ensure that everyone who uses the light 
is charged for it), and its non-rivalrous (lots of people can use it at 
the same time). But Ronald Coase wrote an empirical paper sug-
gesting that in actual fact lighthouses had a long history of being 
provided without central government provision.77 Public goods 
aren’t set in stone – they are subject to entrepreneurial and techno-
logical innovation. As poet George Crabbe forewarned:78

The public good must be a private care
None all they have, but all a share:
So we must freedom with restraint enjoy
What crowds possess they will unchecked destroy

2. Bureaucracy. Cyril Northcote Parkinson once did a study of 
the UK Navy, and discovered that even though the Navy was 
shrinking over time the Admiralty was constantly growing. Par-
kinson’s Law holds that “work expands to fill the time available 
for completion” and suggests that bureaucracy can appear to have 
a life of its own. Bureaucracy isn’t a purely political phenomenon, 

77 Coase (1974). Coase provided historical evidence to show that lighthouses have been 
provided by private organizations, and his main aim was to say, “economists should 
not use the lighthouse as an example of a service which could only be provided by gov-
ernment”. However, this doesn’t mean that government played no role in the provision 
of lighthouses. Peter Klein (2006) argues that Coases’s main insight was that “public 
goods can be financed through user fees, rather than general tax revenue”. Also see 
van Zandt (1993) and Bertrand (2006).

78 Bainbridge (2010).
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and large corporations can also suffer the costs of too much bureau-
cracy. We can define a bureaucracy as having four characteristics: 
(i) they are large; (ii) they account for the majority of the employ-
ees’ income; (iii) hiring and promotion are based on an assessment 
of the ability to perform an organizational role and (iv) most of 
the output is not sold on the open market.79 It means that there’s 
no profit and loss system to judge its effectiveness, and this cre-
ates scope for individuals to seek to increase their personal utility, 
which may be different from the goals of the sponsor. It gives space 
for them to operate in the dark, since there’s no market mechanism 
to judge performance. In a classic article Roy Wintrobe presents 
three “ideal type” examples of bureaucracy.80

The first is “The Daily Life of a Civil Servant”, which tells the 
story of someone that takes full advantage of agency discretion by 
shirking and not doing any work.

The second is “The Servant as Master”, which tells how the 
master steadily becomes dependent on the servant until the servant 
finally takes over. In economic terms it explains the role of budget 
maximization.

The third is “The Banality of Evil”, which looks at the property 
rights theorem, showing how great evils aren’t conducted by socio-
paths, but by ordinary people doing what appeared to be normal 
to them.

All three of these allegories reflect truths about how bureaucracy 
functions.

We all have colleagues that exhibit these characteristics. The 
shirkers that do no work. The opportunists that seize power from 
their superiors. And the disengaged that destroy value without even 
stopping to think about it.

79 Downs (1965).

80 Wintrobe (1997).
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In Public Choice models we assume that a bureaucrat’s utility 
function contains a mixture of power, money, income, security, 
etc., and there are several ways they can maximize this:

• Asymmetric information – the bureaucrat knows the real cost 
of doing something, but the sponsor doesn’t. It may take half 
an hour to perform a certain task, but they tell them it takes 
an hour.

• Agenda control – bureaucrats can affect the outcome of a deci-
sion by specifying the alternatives and using framing effects.

• Selective efficiency – if you perform well at something you may 
be asked to do more of it, so if you underperform at a task you 
don’t want to do, you can control the sponsor’s choices.

How can they be controlled?

• Authority – orders and rules.
• Competition – make bureaucrats compete against each other 

and create an incentive for the true costs to be known (since 
they will attempt to undercut each other).

• Trust or loyalty – the sponsor can appoint a bureaucrat whose 
career is tied to their own, or pay higher wages to encourage 
loyalty.

• Incentives – such as a Beckerian punishment device (i.e. random 
monitoring and heavy penalties), which explains how it may 
be rational to impose severe punishment for relatively minor 
infractions (such as abusing expenses).

3. Rent seeking. Defined as “the socially costly pursuit of wealth 
transfers”, rent seeking has been identified as a major inhibitor of 
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economic growth.81 It was pioneered by Gordon Tullock and Anne 
Krueger, and looks at the social costs of politicians or businessmen 
pursuing wealth transfers, rather than wealth creation.82 If you 
think about a standard monopoly, the traditional “cost” is the dead 
weight loss that is generated when output is lower and prices higher 
than a perfectly competitive alternative. On a graph, this is what’s 
known as a Harberger triangle. But Tullock pointed out that if the 
monopoly is making profits (the rectangle) they would be willing 
to pay up to the amount of those profits in order to secure a mon-
opoly. Hence firms lobby government up to the total present value 
of the expected profit to be granted monopoly status. The resources 
spent lobbying for this wealth transfer, represents socially costly 
rent seeking.83

There have been plenty of studies to attempt to estimate the costs of 
rent seeking. Andrei Shleifer used lawyers as a proxy for rent seeking, 
finding that countries with more lawyers have lower growth. Others 
have taken an accounting approach.84 Anne Krueger estimated that 

81 A “rent” is a monopoly profit but as discussed in Chapter 5 there are two sorts of rent. 
A “natural” monopoly, based on superior efficiency (or things such exclusive talent, 
first mover advantage) are relatively benign. However, a monopoly based on a con-
trived exclusivity (e.g. through fraud or force, or the use of government to enact entry 
barriers) is welfare harming. Most rents that survive over time are due to government 
privilege and so these are what we focus on with the concept of rent seeking. When 
Foxcon promised to hire people in Wisconsin in order to obtain a government subsidy 
this is rent seeking. By contrast when Google invest in technology to improve their 
search algorithms, this is competitive behaviour. Since patents are an artificially con-
trived exclusivity, they meet our definition of rent seeking. For more on this see “Matt 
Mitchell on Rent-Seeking and Public Choice” (Episode 137 of Macro Musings (http://
macromusings.libsyn.com/137-matt-mitchell-on-rent-seeking-and-public-choice).

82 The seminal references are Tullock (1967) and Krueger (1974).

83 Note that bribery is often used as an example of rent seeking, but the definition of 
rent seeking is the pursuit of a wealth transfer. A bribe is a wealth transfer; therefore 
it cannot be considered rent seeking. However, spending resources to be in a position 
that will allow you to receive bribes is rent seeking.

84 Murphy et al. (1993).
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in India in 1964 around 7% of GNP was devoted to rent seeking, 
and in Turkey in 1968 it was 15%.85 Richard Posner estimated that 
3.4% of GNP in the US in 1975 was rent-seeking activity,86 while 
Victoria Ross finds that in Kenya in 1984 it was 38%.87

Rent seeking implies that monopolies only scratch the surface 
of inefficiency, and a lot of damage can be done behind the scenes. 
For example:

• Rent extraction
This occurs when governments are lobbied not to enact a certain 

piece of legislation. Private companies will try to block legislation 
that would harm them, and in this sense governments are being 
paid to “do nothing”.88 Consider how the 2018 Congressional hear-
ings on Facebook exposed the incredible ignorance that legislators 
had regarding the Facebook business model and value proposition. 
Rather, the main purpose of the hearings was to find an angle to 
extract rents from a profitable company. Moreover, policymakers 
can threaten legislation in order to generate interest groups from 
whom they can receive funding.89

• Rent dissipation
This is when the full present value of the potential rent is com-

mitted to rent seeking. If a government licence is expected to gen-
erate £5m profit for a company, and they spend £5m on lobbying 
to attain it, we have rent dissipation. Next time you see a colleague 
taking your boss out for lunch, consider the costs of rent seeking.

85 Krueger (1974).

86 Posner (1975).

87 Ross (1984).

88 McChesney (1997).

89 McChesney (1987).
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4. Interest groups. Interest groups arise when people wish to 
demonstrate an intensity of preference. In a typical democracy it 
may be the case that 90% of the public are indifferent to a particu-
lar policy, but 10% feel very strongly. That minority group there-
fore has an incentive to try to influence the political process to 
deliver a favourable outcome. Because they are a form of collective 
action, however, there is an incentive to free ride. Mancur Olson 
asked how groups can overcome the free-rider problem, and came 
up with three possible ways.90

Firstly, they can coerce supply. Licensing requirements are an 
effective way to get group members to participate, for example, by 
restricting supply.

Secondly, they can create closed shops. Often trade unions will 
not let anyone free ride. The personal costs of striking are sub-
stantial, in terms of the lost wages and the frictions caused with 
employers. But the collective benefits are large. One way to prevent 
people from attempting to get the latter, without having to incur 
the former, is by picketing the employer and not letting people 
cross the line to work.

Thirdly, there may be a dominant demander. If one member 
of the group has a significantly higher preference than the others, 
free riding won’t be sufficient to prevent them from acting. We can 
think of the US as being a dominant demander for NATO and 
although other countries may free ride on US defence spending, 
the US has such a large stake they will still act.

If Olson’s analysis is accurate, there are a few key characteristics 
that would make interest groups effective:

• Small – the fewer the people the easier it is to monitor and 
organize.

90 Olson (1965 [1971]).
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• Homogeneous – the more similar the members’ preferences, the 
more likely they’ll see benefits from collective action.

• Private benefits – the “by product theory” says that interest 
groups can fund their activities by offering private benefits to 
members at monopoly prices. The problem with this is that it’s 
hard to distinguish between interest groups that provide mar-
ket services, versus private companies that lobby government. Is 
the RAC a private company that sells breakdown insurance, or 
a motorists’ lobby group that funds their operations through 
roadside assistance? It’s not clear.

In terms of the political process, we would expect small, concen-
trated groups to gain at the expense of large, diverse groups. Indeed 
group size can be detrimental to political power because not only 
do the gains have to be distributed, but it encourages further group 
members. As Steven Landsburg points out, “you should expect pol-
iticians to fawn not over the largest groups but over the groups that 
are least able to grow. Good farmland is much more limited than 
small tracts along the interstate, which is why farmers are showered 
with subsidies while motels fail all the time without anyone taking 
much notice”.91 The critical issue is the imposition of barriers to 
entry that restrict competition.

Olson’s book The Rise and Decline of Nations uses interest group 
analysis to explain much of world history.92 The basic idea is that 
interest groups are effective rent seekers and therefore welfare 
destroying. Over time successful interest groups become increas-
ingly powerful, and therefore the economy can’t function smoothly. 
There’s a point at which radical change is required to “break” these 
dominant groups and reform. This explains why the fastest grow-
ing countries after World War II were the ones which had suffered 

91 Landsburg (2018).

92 Olson (1962).
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the most destruction – there was an absence of established interest 
groups to divert resources. In the victors (especially the UK) the 
interest groups had survived.

This all paints a fairly negative view of interest groups, but what 
about the original question of whether a lot of weak preferences 
should defeat a few strong preferences? Arthur Bentley thought that 
law was an expression of force and tension, and that groups express 
their preference intensity.93 In 1983 Gary Becker put this into eco-
nomic language – he used typical perfect choice assumptions (i.e. 
perfect information, free entry and low transaction costs).94 He 
also made an assumption that interest groups had solved their dues 
problems (i.e. he assumes away the free-rider problem). If each 
group campaigns until the Marginal Benefits of lobbying equals 
the Marginal Cost of lobbying, and if pressure groups exist on both 
sides of an issue, then equilibrium occurs when these two forces off-
set. In other words MB (positive pressure) = MC (negative pressure). 
The implications of this approach are as follows:

• Interest groups are really “pressure groups”.
• They redistribute to their own members at lowest cost to society.
• Interest groups will be optimal in size and “efficient”.

According to Becker, “this analysis unifies the view that govern-
ments correct market failure and provide efficiently.”95 So we have 
two very different views of interest groups. To Olson they are 
socially inefficient phenomena that disrupt democracy. To Becker 
they provide efficient solutions. The fact that most lobbying tends 
to be done by producer groups rather than consumer groups 

93 Bentley (2008 [1908]).

94 Becker (1983).

95 Becker (1983).
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supports the Olson view – such groups have the characteristics 
(small, homogeneous, private benefits) that he predicts.

Also, think about things like the EU Common Agricultural 
Policy. Or indeed state institutions in India. By Becker’s logic these 
are efficient. But the implication of this logic is that whatever exists 
must be efficient. By applying economic analysis to politics he 
merges the two to the extent that whatever is, is efficient. Olson’s 
view, by contrast, provides an explanation for government failure.

Brandon Fuller points out an incredible example of interest 
group activity.96 It began when several US coat-hanger producers 
complained that Chinese firms were guilty of dumping (which is 
selling a product at below cost). Economists tend to be sceptical of 
these claims, because if costs are subjective it makes as much sense 
to say that “sellers sell at below cost” as “buyers buy at above value”. 
It’s logically untrue. But even if producers are trying to drive their 
competitor out of business with low prices, low prices are good for 
customers! Indeed when a tariff was applied on foreign hangers, 
this raised the cost to consumers from around $12.95 to $12.96. As 
you can imagine, this hardly caused a protest. The consumers were 
a dispersed cost. But across all consumers this amounted to a cost of 
around $120m. Therefore for US manufacturers it is quite another 
story. They have a concentrated benefit. Fuller points out that in 
2004 there were 564 people working for US hanger manufacturers 
(with a typical wage of $30,000). If you assume that they would all 
have lost their jobs in the face of Chinese competition, and divide 
the cost of the tariff by those jobs, it comes out as costing $212,765 
per year. So yes, politicians could brag that they “saved” over 500 
jobs from foreign competition. And the public would barely notice 
paying an additional penny for their dry cleaning. But at a cost of 
over $200,000 for every $30,000 job saved!

96 Fuller (2008).



ChaPter 12

434

Why does America still have the 1 cent coin? They cost around 
2.4 cents to make,97 many traders refuse to accept them, and people 
are willing to pay money to convert them to bills.98 Very rarely does 
something cost less than 5c, and yet when things cost 99c you are 
given a cent back in change.99 When you weigh up the pros and cons, 
it seems obvious that eliminating the penny would be a good idea. 
Sebastian Mallaby estimates that it costs the median worker around 
$3.65 per year,100 which Gregory Mankiw points out is about $1bn 
for the economy as a whole.101 So what’s stopping us? According to 
Roger Congleton, one of the main lobbying groups that want to keep 
the penny is “Americans for Common Cents”. And they’re funded 
by the zinc industry, which is – surprise, surprise – what pennies are 
made of. Furthermore, here’s Alex Tabarrok:

On the opposite side is representative Jim Kolbe who Sebas-
tian Mallaby calls an Olympian statesman for his opposition 
to the special interests and dedication to efficiency … but 
it’s no accident that Kolbe is from Arizona the dominant 
producer of copper the main ingredient in … you guessed 
it … the nickel.102

5. Regulation. Regulation is usually advocated on the grounds of 
consumer protection, but if we accept the implications of interest 
group theory this seems unlikely. We’d expect small producers to 
be effective lobbyists, especially individual firms in concentrated 

97 Making no cents. The Economist, 12 May 2012.

98 The penny drops. The Economist, 2 March 2013.

99 One of the reasons for requiring the shopkeeper to provide change is because it forces 
them to open the till, and therefore reduces corruption and stealing. It’s a monitoring 
device.

100 Mallaby (2006).

101 Mankiw (2006).

102 Tabarrok (2006).
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industries. We’ve already seen how the state possesses the power 
to help an industry, through the power to coerce (they can subsi-
dize via taxation) and through control over entry (they can reduce 
imports via quotas or tariffs, or increase licensing requirements). 
Hence the government (i.e. regulators) has powers to create rents, 
and industries have incentives to rent seek. The counterintuitive 
point is that the biggest beneficiary of regulation is often the regu-
lated industry.

Regulatory capture occurs when an agency that is intended to 
pursue the public interest in fact advances the commercial interest 
of dominant firms. Imagine that you work for a Big Four auditor 
(KPMG, Deloitte, PwC, Ernst & Young), and think about who 
benefits from more regulation?

• Not customers, because this will raise the cost of an audit.
• Not mid-tier auditors, because it’s more expensive to operate.
• Yes, the Big Four may have an increase in costs, but they can 

spread these costs over a larger amount of output. They already 
employ lawyers. They are involved in the consultation process. 
Regulation gives them a competitive edge.

I was once on an easyJet flight when I read the following in their 
in-flight magazine:

[T]he same day that we took delivery of our 100th Airbus at 
easyJet we also called on European governments to remove 
almost 700 of the oldest, dirtiest aircraft from Europe’s skies 
by banning any aircraft built before 1990 from operating 
within the European Union after 1st January 2012.

No doubt this law gets reported as an environmental consideration, 
but the quote above shows that it is part of a concerted attempt by 
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those within the airline industry to reduce competition and use 
the law to harm their competitors.103 The Chief Executive of the 
payday lender Wonga was even more explicit about using regula-
tion to restrict competition: “[W]e want better regulation … as 
we want to keep the bad guys out.”104 You may be surprised that 
moneylenders themselves, and not just consumers’ interest groups, 
are lobbying for more regulation. But this alliance between good 
intentions and corporate self-interest was known during prohibi-
tion as “Bootleggers and Baptists”. At the time, there were two 
groups who wanted to make alcohol illegal: bootleggers, who could 
make money from controlling the illegal supply, and Baptists, who 
opposed it on moral grounds. Public Choice helps us realize that a 
lot of political activity that appears to be Baptist is really bootleg-
gers. Public Choice says, “follow the money” – take the romance 
away and ignore the moral arguments. Instead ask “whose interests 
is this legislation in?” and more often than not that is who’s doing 
the real lobbying.

If the above is true, it explains where regulation comes from. 
But it also demonstrates a problem called the transitional gains trap.

According to Mark Perry, in 1937 there were 11,787 taxicab 
medallions in New York City (i.e. licences to operate a taxi).105 In 
2007 there were 13,087. When you consider what’s happened to 
the demand for taxi rides over that 70-year period this shows how 
effective taxi drivers have been at restricting competition. New 
medallions are incredibly rare. Indeed when 155 were sold that year 

103 As another example, the English Premier League introduced a rule to say that man-
agers have to possess the UEFA “A” Pro Licence. The effects of this are that the supply 
of managers will shrink, so remaining managers will be able to command higher 
wages. Managers that don’t have the badge are worse off, because they can’t get a 
job. Managers that do have the licence see an increase in wages through a reduction 
in competition. It won’t be a surprise to learn that the League Managers Association 
campaigned for the rule change.

104 Quinn (2013).

105 Perry (2007).
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the average bid was $309,000. People were willing to pay over three 
hundred thousand dollars, purely for the right to operate a taxi. 
Back in 1937, 11,787 may have been viewed as plenty. But by giving 
away privileges there is immediately an interest group that has a 
financial stake in preventing deregulation and free competition. As 
Gordon Tullock said,

once an institution has been set up, it is not automatically 
reexamined on a regular basis … this monopoly would 
remain in existence (and probably largely unnoticed) until 
such time as positive effort were made to terminate it.

The transitional gains trap occurs when the initial benefits have 
dissipated, but the entrenched groups block reforms.106 The reason 
it is a “trap” is because the beneficiaries from the licence are the 
people who originally received them. But those are historic gains. 
The current owners paid a price that incorporates the expected rents, 
and so they only earn a normal return. The licences are socially 
costly, and no one is benefiting! Unfortunately, the greater the 
social benefits that deregulation would create the more vehemently 
they’d be opposed.

So how does deregulation occur? How do reforms that benefit 
consumers, rather than producers, ever happen? Industries might 
seek regulation and capture the regulator to protect their profits, but 
since this rent seeking is inefficient over time those profits would 
probably fall. After all, rent seeking costs money. Hence deregulation 
will occur if the regulated firms start making less profit than they 
would in a competitive market. Note that the most efficient firms 
would be the ones who want to deregulate, which means we should 
pay even less attention to those who want to remain regulated.

106 Tullock (1975).
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From 1950 to 1986 the US airline industry was quite heavily 
regulated by the Civil Aviation Board, who forbade price compe-
tition. But even though airlines couldn’t compete on price, they 
had an incentive to gain more customers through other means. If 
you can’t cut prices lower than your rivals, you can raise quality 
instead. Thus US airlines were notorious for their frills – cham-
pagne on flights, several flights a day to obscure places, attractive 
air hostesses, etc. This is what’s known as cost-increasing service 
rivalry, and is the typical offshoot of price controls. The airlines 
spent so much on increasing quality they competed away all the 
rents, and therefore it wasn’t worth being a regulated industry any-
more. Throughout this period their rates of return fell until they 
were at competitive levels. And guess what, it was the largest (and 
most efficient) airlines that supported deregulation. According to 
some estimates deregulation saved consumers around $20bn per 
year,107 and ushered in an era of low-cost flying, bringing air travel 
within the reach of ordinary people.

This section isn’t intended to present the case for anarchy. But if 
we accept the possibility of market failure, we also need to accept 
the possibility of government failure. Just because markets “fail” 
doesn’t mean that intervention is justified. We need to weigh up 
the costs of market failure with the costs of government failure. We 
need to compare real-world markets with real-world government.

The implications for management are immense. Although Pub-
lic Choice theory originates from a study of government, concepts 
such as bureaucracy, rent seeking and interest groups also exist 
within firms, in the sense that companies are “islands of conscious 
power in this ocean of unconscious co-operation”.108 A recognition 
of the costs of hierarchy, and of central planning in the economy 
as a whole, can be applied to companies. If markets deliver the 

107 Alfred Kahn. The Economist, 22 January 2011.

108 Robertson (1923).
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coordination and prosperity we see around us today, there is a 
major opportunity to harness that internally.

12.5 Transition economics

Public choice theory is a way to understand what economics has to 
say about politics, emphasizing the incentives faced in the politi-
cal realm. Sometimes, however, those incentives can dramatically 
change. According to Bruce Ackerman a “constitutional moment” 
occurs when there is a political crisis and constitutional changes 
are made through informal collective action.109 In addition 
to understanding the types of deadlock that can occur during 

“ordinary” politics, we also need a theory about how and when 
to pierce through it. A simple way to view this is to distinguish 
between incentive explanations, and ideas. In “normal” periods 
the normal politics of vested interests takes the lead. But as Jeffrey 
Sachs argues:

when things come apart, when societies are in crisis, when 
new choices have to be made, when the old structures no 
longer have legitimacy or no longer have the power, that’s 
when ideas can play a tremendous role.110

Most management studies focus on institutional restructuring, 
which is analogous to the theory covered in the previous section. 
But companies are also capable of building meaningful consti-
tutional orders. Therefore we need to look at how constitutional 
moments occur, and how change is managed. This section will do 
three things. It will use the collapse of communism in Central and 
Eastern Europe as a case study of economic transition. It will then 

109 Ackerman (1991, 1998).

110 Jeffrey Sachs, Interview with PBS Commanding Heights, conducted 15 June 2000.
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put this in the context of the debate about shock therapy versus 
gradualism. Finally, we will look at how this relates to management.

The first point to make is that the end of communism was remark-
ably peaceful. In Poland there had been riots in 1956, 1970, 1976 
and 1990, just because of price increases.111 And yet “to great positive 
surprise, no single postcommunist price liberalisation aroused social 
unrest.”112 200 million people went from communism to capitalism, 
with a surprising absence of civil disorder.113 In marked contrast to the 

“revolutions” that ousted democracy, the ones in Georgia (November 
2003), Ukraine (November 2004) and the Kyrgyz Republic (March 
2005) were peaceful and sought to enforce (rather than overthrow) 
the constitution. Fifteen years after the transition process began, of 
the 21 communist countries in the region 18 had become market 
economies, but only 10 had become democracies. Never before had 
economists played such a central role in social restructuring, and 
Anders Aslund considers it a success:

Market economic reforms have been highly successful, 
whereas democratisation has only been partially auspicious, 
and the introduction of the rule of law even less so … At 
present, we seem to understand how to build a market econ-
omy, whereas the ignorance of democracy building and the 
construction of a legal system are all the more striking.114

Chapter 4 discussed the socialist calculation debate, and explained 
why we expect market economies to deliver better results than 

111 When prices for meat, bread, milk and egg rose by 36% in Gdansk, in 1970, 44 
workers died in the disturbances (Sebestyen 2009, p. 29).

112 Aslund (2007).

113 This is not to say that the entire transition process occurred without violence. There 
was a war in Yugoslavia, Armenia and Azerbaijan; civil wars in Tajikstan and Georgia; 
and violent secessions in Georgia, Moldova and Chechnya. The greatest post commu-
nist violence was in Romania (1,104 died, 493 in Bucharest (Sebestyen 2009, p. 394).

114 Aslund (2007, pp. 305 and 311).
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centrally planned ones. In short, it is because there are effective 
knowledge channels and incentive mechanisms. Or, as Milton and 
Rose Friedman put it, there are four ways to spend money:115

1. You spend your own money on yourself.
2. You spend someone else’s money on yourself.
3. You spend your own money on someone else.
4. You spend someone else’s money on someone else.

Only in the first case is there both reasonable knowledge (about 
preferences) and strong incentives (to generate value). You know 
what you like, and want to pay as little as possible. By the time you 
get to the bottom of the list, people are making decisions with no 
knowledge and little incentive. So we know that socialism will fail, 
and it is worth emphasizing the fact that it did fail. Miserably. Des-
pite starting with the Russian Revolution in 1917, by 1921 Lenin 
has already launched the “New Economic Policy” because the 
economy had collapsed. This involved the privatization of smaller 
farms, and granted farmers the ability to sell off surplus production. 
Some use this U-turn as evidence that socialism was never truly 
tried, and indeed Lenin was attempting a shortcut to socialism that 
was different to how Marx envisaged it occurring. But the bottom 
line is that from the onset the socialist experiment was failing. Sta-
lin later reversed these reforms, introducing comprehensive central 
planning. In 1932 he forced Ukrainian farmers into collective pro-
duction, and increased their quota by 44%. The result was that 
5 million people starved to death.116 According to Robert Conquest, 

115 Friedman and Friedman (1980).

116 Conquest (1986 [2002]). Snyder (2010, p. 139) tells how on the pavements in Khakiv, 
in 1933, people became used to the sight of babies suckling at the breast of its dead 
mother. They would say, “these are the buds of the socialist spring”.

According to Conquest the 1921 famine wasn’t based on a deliberate intention to 
starve the peasant but the weather wasn’t sufficiently bad to make it inevitable. The 
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“In September 1953 and February 1954… Soviet agriculture was 
producing less grain per capita and fewer cattle absolutely than had 
been achieved by the moujik with his wooden plough under Tsa-
rism forty years earlier.”117

During the 1930s it is commonly held that the USSR was 
industrializing. But this isn’t quite true. The focus of increased 
production was the building of arms, and was really a strategy of 

“militarization”. As Martin Malia documented, they were making 
guns, not butter:

Contrary to the declared goals of the regime, it was the 
opposite of a system of production to create abundance for 
the eventual satisfaction of the needs of the population; it 
was a system of general squeeze of the population to produce 
capital goods for the creation of industrial power, in order 
to produce ever more capital goods with which to produce 
still further industrial might, and ultimately to produce 
armaments.118

Following Stalin’s death in 1953, the objective became even more 
explicit about prioritizing military strength ahead of consumer 
goods and higher living standards.119 This is why it is foolish to 
use the military strength of a country to infer the underlying living 
standards. From the West, the military power was seen as an indica-
tor of economic wealth. But although the weapons were real, that’s 
all they had. And interestingly, when it came to militarization – i.e. 

problem was the “Soviet government’s methods of crop requisition” – for taking more 
crops than required for subsistence (Conquest 1986, p. 55).

117 Conquest (1986 [2002], p. 187).

118 Malia (1994, p. 209).

119 And even those consumer goods that were being produced needed a military dimen-
sion: “Every factor which made industrial products like cars or electrical goods was 
required to have a military application, too, and could quickly be converted to war 
footing” (Sebestyen 2009, p. 77).
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the things that the central planners wanted – the Soviets under-
stood the socialist calculation problem. The production of military 
goods was organized differently from consumer goods. According 
to Pisar Samuel, the military sector was

the only sector of the Soviet economy which operates like a 
market economy, in the sense that the customers pull out of 
the economic mechanism the kinds of weaponry they want 

… The military, like customers in the West … can say “no, 
no, no, that isn’t what we want.”120

Nuclear scientists had freedom to work, and, as the 2007 documen-
tary Tovarisch, I Am Not Dead shows, people were offered financial 
rewards for turning in escapees. Economic calculation was used 
when political leaders needed good outcomes. But for consumers 
as a whole, living standards were dire with shortages common. A 
1970s survey found that the typical Polish worker got up at 5 a.m. 
and they spent on average 53 minutes per day queuing for food.121

We’ve already seen the problems with growth figures, and the 
particular problems that economists had in understanding Soviet 
ones. And it is convenient now for Western intellectuals to claim 
that they didn’t fully understand the scale of socialist failure. But 
even in 1963 an article in the New York Times Book Review was 
revealing the truth about Russian economic development.122 In 
1961 the Soviet use of all energy was equal to that of America in 
1920. In 1950 the Soviet consumption per employed worker was 
lower than it had been in 1928. And the standard of living was 
lower than it had been in the US around a hundred years earlier. 

120 Smith (1974, pp. 312–13). In addition to this weapon production faced open compe-
tition (from the US), while domestic production did not. Hence fighter planes were 
higher quality than washing machines.

121 Sebestyen (2009, p. 18).

122 Gass (1963).
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Even Tintin knew what was going on, realizing that “while the 
Russian people are dying of hunger, immense quantities of what 
are being sent abroad to prove the so-called wealth of the Soviet 
paradise”.123 And that was in 1930!

So if central planning was so bad, how did it last so long? 
There are several factors. Although production was inefficient they 
started off with lots of natural resources. Russia borrowed a lot of 
money (including from the US). And the existence of global mar-
kets for most of the goods produced in Russia provided a context 
for understanding relative scarcities, even if the price mechanism 
wasn’t functioning within the country. Since Russia wasn’t com-
pletely closed from foreigners, innovations could still spill over. 
And finally, Russia had a strong culture of “tolkachi”, which loosely 
translates as “pullers”. These are entrepreneurs that exist outside 
of the formal economy, and specialize in correcting the misalloca-
tion of resources. The existence of black markets demonstrates the 
resilience of market activity, and it provided an alternative to the 
official department stores and supermarkets. People do find ways 
to escape the state. But the knowledge problem was endemic, as 
Mikhail Gorbachev recognized:

[D]uring the final years under Brezhnev, we were planning 
to create a commission … to solve the problem of women’s 
pantyhose. Imagine a country that flies into space, launches 
Sputniks … and it can’t resolve the problem of women’s 
panty hose. There’s no toothpaste, no soap powder, not the 
basic necessities of life.124

123 Hergé (1930).

124 Mikhail Gorbachev, Interview with PBS Commanding Heights, conducted 4 April 
2001. A good example of how the Soviet Union’s problem wasn’t a lack of technical 
capability, but of understanding consumer’s needs, comes from shoe production. Ac-
cording to Scott Shane (1994, p. 77), “some of the longest lines in Moscow were for 
shoes … At first I assumed that the inefficient Soviet economy simply did not produce 
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The easiest explanation for why it collapsed when it did is bank-
ruptcy. The Soviet Union was being squeezed on three fronts. 
Firstly, the war in Afghanistan. The Afghan Communist Party 
came to power following a coup in 1978, and the USSR defended it 
against a mujahideen insurgency. They invaded Kabul in December 
1979 but were unable to maintain territory in the provinces. The 
USSR suffered 2,000 casualties (more than all other post–World 
War  II fighting) by December 1981. Having attempted to hand 
over to Afghan forces, they finally withdrew in February 1989. 
As the Second Secretary of the Communist Party, Mikhail Sus-
lov, conceded, “We simply cannot afford another Afghanistan”.125 
The second budget squeeze was military. In 1983 Ronald Reagan 
announced the SDI project (known as “Star Wars”), which was a 
space-based missile defence system. It may well have been a bluff, 
but it escalated the arms race to such an extent Russia knew it sim-
ply couldn’t keep up. On top of this, on 13 September 1985 Sheikh 
Ahmed Zaki Yamani, Saudi minister of oil, announced that they 
would increase production. This meant that oil prices collapsed 
and the Soviet Union lost approximately $20bn per year. By 1989 
Gorbachev needed a $100bn loan from the West to survive and 
political concessions were a prerequisite. The Soviet Union couldn’t 
afford to continue.126

enough shoes, and for that reason, even in the capital, people were forced to line up 
for hours to buy them.”

In fact, “The Soviet Union was the largest producer of shoes in the world. It was 
turning out 800 million pairs of shoes a year – twice as many as Italy, three times 
as many as the United States, four times as many as China. Production amounted 
to more than three pairs of shoes per year for every Soviet man, woman and child …

“The problem with shoes, it turned out, was not an absolute shortage. It was a far 
more subtle malfunction. The comfort, the fit, the design, the size mix of Soviet shoes 
were so out of sync with what people needed and wanted that they were willing to 
stand in line for hours to buy the occasional pair, usually imported, that they liked.”

125 Sebestyen (2009, p. 58).

126 A deeper question is why Gorbachev allowed Eastern European communism to un-
ravel. Frankly, Gorbachev gave it up: “Gorbachev’s long-term objective was to reach 
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And as Janos Kornai points out, it had failed. Relative to the 
US it needed three times as many inputs to get the same level of 
output (and the quality was lower). Real GNP was never even half 
that of the US (and population was far higher). An East German 
worker would work 3–10 times longer for similar goods to a West 
German. Health declined.127 “The average American worker had a 
material lifestyle that the average Soviet worker could not imagine 

… an American construction worker could own a car and a house; it 
was that he could shop in a supermarket that seemed to have more 
food on its shelves than all of Moscow”.128 As Robert Heilbroner 
conceded,

The contest between capitalism and socialism is over: capi-
talism has won.129

Just like with Korea, the politics of Eastern Europe represented a 
natural experiment. And as John Kay says,

further arms limitation agreements with America, massively reduce Soviet defence 
spending and obtain huge loans from the US to prop up the Soviet economy. He was 
prepared – if it came to the point – to dismantle the ‘outer empire’ to achieve those 
goals”. Gorbachev believed in glasnost (openness) and perestroika (restructuring) as 
a necessary means to save communism in the Soviet Union. But couldn’t afford nor 
had the ideological desire to continue to support the Stalinist dictatorships (Sebestyen 
2009, p. 266).

127 Skidelsky (1997); Kornai (1992, pp. 362, 315). Life expectancy in Russia fell from 67 
years in 1960 to 62 years in 1980. It continued to fall, reaching 60 in 2000. An often 
overlooked consequence of communism was the terrible impact on the natural envir-
onment. According to official government figures from Slovakia, in 1980, 45% of the 
3,500 km of rivers were “dangerously polluted” and 80% of well water was unsuitable 
for human consumption. East German banned the publication of pollution levels. 

“The state was the big polluter”. See Sebestyen (2009, p. 18). The desiccation of the 
Arral sea is one of the greatest ever environmental disasters (Micklin 1988).

128 Shane (1994, pp. 138 and 221).

129 Heilbroner (1989, p. 98).
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[O]ne of the world’s most successful economies was divided 
into two zones. In one, there was a powerful central plan-
ning agency, able to assess needs and co-ordinate production 
plans. In the other, people were left to do pretty much what 
they liked … The country in which the experiment was con-
ducted was Germany, and a few years ago [1989] the results 
came in … One third of the way through, it was necessary 
to build a wall to keep the experiment going, otherwise the 
inhabitants of one zone would mostly have fled to the other. 
The end came when they tore down the wall and fled anyway 

… It is difficult to be exact, but most observers agree that 
living standards in the West were at least twice those of the 
East by that time.130

It is easy to underestimate the challenges facing the Russian econ-
omy. In the winter of 1991 there was just two months of grain 
left, and shops were empty.131 The economy was completely 
dysfunctional:

• Many goods had negative economic value. The marginal costs 
of producing them were higher than the marginal value.

• There were no supply networks other than the state, leading to 
falling output and shortages.

• Bankrupt public finances were being financed through 
hyperinflation.

• Entrepreneurs and other wealth creators outside of the formal 
economy had no incentive to become transparent.

• There was distrust between public officials and the general 
public.

• Interest groups were committed to rent seeking.

130 Kay (1997).

131 Yegor Gaidar. The Economist, 19 December 2009.
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The problem with interest groups was twofold. Firstly, you had 
bureaucrats wanting to obstruct reforms in order to retain their 
positions of power and authority. And secondly, you had opportun-
istic businessmen wanting to obstruct reforms to take advantage of 
arbitrage and establish control of the privatization process. These 
arbitrage opportunities included the following: the fact that prices 
were fixed domestically but traded at market rates abroad; that raw 
materials (e.g. grain) could be imported through subsidized prices, 
but sold as a finished good (e.g. bread) at market prices; and the 
ability to obtain credit from the state at a fixed interest rate (e.g. 
25%) despite inflation of around 2,500%. In 1992 direct subsidies 
accounted for over 10% of Russian GDP, and the opportunities for 
rent seeking were enormous.

It was in this context that the debate between the speed of tran-
sition took place. There was a consensus among economists about 
the direction required. The “good” economic policy already dis-
cussed was seen as the goal: (i) private property rights, (ii) a reliable 
legal framework, (iii) a stable monetary system and (iv) free trade. 
The issue was how to reach it. Some organizations, such as the UN 
Commission for Europe, argued that market liberalization should 
follow the creation of market institutions. The problem with this 
was that the countries that were slow to liberalize were even slower 
to build institutions. Maybe they didn’t want to reform after all? 
There was such overwhelming pressure to move towards liberal-
ization that there was no viable alternative. The bureaucrats saw 
the tide turning and wanted to be on the right side of history. But 
how could they retain their positions of authority in a free market 
economy? By delaying it for as long as possible. According to Oleh 
Havrlyshyn,

the proclamations of the political elites in these countries 
that the society was not ready for the market and gradual 
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evolution was necessary, were not sincere proclamations but 
masked a hidden agenda.132

No doubt some reformers truly believed that gradual reforms were 
better than fast ones. But policymakers could not take a success-
ful transition for granted.133 It wasn’t so much a choice between 
shock therapy and gradualism, but between reforms or no reforms. 
There’s a tendency for modern commentators to neglect the fact that 
Belarus, Turkmenistan and Uzbekistan also entered the transition 
process. But they ended it as authoritarian dictatorships. With that 
in mind, “too fast” is better than “not at all”. We need to be clear: 
the reason for the crisis was the failure of state institutions. To rely 
on them to deliver subtle and steady reforms was naive at best. As 
William Lloyd Garrison famously said, “gradualism in theory is 
perpetuity in practice.”134 Ultimately the number of reforms that 
had been enacted by 1994–96 pretty much determined how thor-
ough the reforms would be for the next decade. In Anders Aslund’s 
terms, “the longer the first jump, the farther each country went.”135

This emphasis on the window of opportunity is a recurring fea-
ture of interviews with policymakers. According to the then Polish 
Finance Secretary Leszek Balcerowicz,

The first phase had to be very fast and very comprehensive 
… just after breakthrough, there is a short period, which I 
named the period of extraordinary politics. By definition, 

132 Havrylyshyn (2006, p. 272).

133 It’s a lot easier to bring down an old regime than create a new one. As the former (and 
final) US Ambassador to Yugoslavia says in his memoir, “I can list the steps needed to 
bring down an authoritarian rule, but I cannot give a generic formula that has worked 
to energize existing factories to restructure and modernize, how to encourage new 
business to start” (Montgomery 2010).

134 Garrison (1905, [2010]).

135 Aslund (2007, p. 84).
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people are ready to accept more radical solutions because 
they are pretty euphoric of freshly regained freedom.136

While in the words of the then Prime Minister of Estonia, Mart 
Laar,

That window of opportunity does not last long. It quickly 
gives way to the more mundane politics of contending 
parties and interest groups, which is normal in established 
democracies.137

According to Peter Boettke, economic shock therapy stems from 
the need to make real-time reforms in a world of opportunism and 
distrust. He lists four key aspects:138

(i) Understand the current position.
(ii) Understand the informal institutions that are currently at 

play.
(iii) Design reforms that address both the knowledge problem 

and incentive problem.
(iv) Send credible signals that policymakers are committed to 

reforms.

136 Leszek Balcerowicz (2000) Interview with PBS Commanding Heights, conducted 12 
November.

137 Laar (2007, p. 3).

138 Boettke (1999). Boettke also points out that the use of the term “shock therapy” to 
describe radical transition is inappropriate. Shock therapy originated as a prelude 
to medical treatment. It was used on patients suffering mental illness because they 
were considered so far from recovery that they needed a drastic measure to basically 
reset the brain. It is an intervention, not a cure. By contrast, the economic policies 
being discussed now were not intending to “shock” the economy. The collapse of 
communism was the “shock”. These economic policies were intended to rebuild it 

– they were a proffered cure. And because the structural inefficiencies were so deep 
rooted, effective transition could only take place with an immediate step into a market 
context.
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The most famous example of “shock therapy” is the Balcerowicz 
Programme, which was designed for Poland but became a standard 
for radical and comprehensive reforms. Anders Aslund summarizes 
it as follows:139

1. Macroeconomic stabilization. End hyperinflation through fiscal 
discipline and sound monetary policy. This involves the creation 
of a ministry of finance and an independent central bank. Allow 
foreign currency to be fully convertible to enable foreign trade.

2. Deregulation. Allow prices to derive from supply and demand. 
Cut subsidies, liberalize trade and break up monopolies. Given the 
existence of shortages free trade is even more important as a means 
of increasing the availability of goods.

3. Privatization. Make it easy to start new businesses, and sell 
large state-owned companies to the private sector.

4. Social safety net. Provide assistance for workers who lose their 
jobs, and pensioners who lose their wealth due to inflation.

The countries that embraced this programme of reforms most were 
Poland, Czech Republic, Estonia, Latvia and Lithuania. The results 
were outstanding. Although inequality rose in all countries, other 
indicators of living standards – such as infant mortality and life 
expectancy – improved. These reforms were popular. Generally 
speaking, governments that adopted radical policies did better 
in elections than gradualist ones,140 and opinion polls suggested 

139 Aslund (2007, p. 33); Balcerowicz (1995).

140 Aslund (2007, p. 217).
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that if anything people thought the pace of change was too slow.141 
Almost 90% of Czechs supported a market economy.142

The GDP figures showed an initial decline, but rebounded 
quickly. However, this is to be expected, and not necessarily bad.

In the Soviet system you get paid for how much you produce. So 
there’s an incentive to overstate your economic activity. In a market 
economy you get taxed on what you produce. Therefore there is an 
incentive to underreport your activity. So we should expect official 
GDP to be lower as you move into a capitalist system. In addition 
to this, lots of the production before 1992 was destroying value. If 
the “lost output” is for goods that have no consumer demand, you 
want to see GDP fall.143 And finally, Andrei Shleifer and Daniel 
Treisman point out that the biggest fall in output tends to occur in 
the countries that reformed the most. This may simply be because 
the figures became more accurate, and therefore it’s hard to make 
pre- and post-reform comparisons.144

Some people are surprised to see social welfare occupy such a 
prominent role in the plan for “shock therapy”. However, it is to be 
expected that unemployment will rise during a transition process. 
This isn’t because existing jobs suddenly become redundant, but 
because they are revealed to already be redundant. Consequently 
a new social safety net was part of the programme. According to 
the World Bank health expenditure rose in real terms – from 4% 
of GDP in 1991 to 6% in 2003.145 The education system was trans-
formed, with subjects such as economics being offered for the first 

141 Aslund (2007, p. 233).

142 Innes (2001, p. 85).

143 Shleifer and Treisman (2005).

144 Shleifer and Treisman (2005). According to Aslund, “a substantial part of the recorded 
decline, probably about half, was not real but can be explained with mismeasurement, 
an expansion of the unregistered economy, and the elimination of value detraction” 
(Aslund 2007, p. 57).

145 Aslund (2007, p. 190).
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time and the number of university students doubled from 1989 to 
1999.146 In fact, it could be argued that some of the social spending 
was impeding transition. In Russia and the Ukraine only 10% of 
social transfers ended up with the poorest 20% of the population, 
and in Russia 70% of social transfers went to the wealthiest 30%.147 
This suggests that the better off were better rent seekers than the 
needy.

Recollect that credibility plays an important role in the tran-
sition process. Many attempts at reform had occurred previously, 
and it cannot be taken for granted that it will be a success. Khrus-
chev’s reforms were treated as a “big lie”, and Gorbachev had been 
associated with “indecision and inconsistency”.148 The Russian gov-
ernment in 1992 was claiming that the country would become a 
democratic market economy, but the reality suggested otherwise. 
Black markets still existed. Investors were still moving their capital 
overseas. In short, Boris Yeltsin wasn’t a credible reformer.149 For 
example, price liberalization began in January 1992, but by March 
Yeltsin was condemning “profiteering” and placing restrictions on 
the amounts being sold.150 Faced with mounting budget deficits the 
economic advice given to Russia was to slash government spending 
and sell off assets. Instead, they monetized the debt. Therefore the 
hyperinflation wasn’t the result of shock therapy, but the fact that it 
wasn’t being employed.151 As Jeffrey Sachs – one of the key World 
Bank advisors at the time – said,

146 Aslund (2007, p. 195).

147 Aslund (2007, p. 198).

148 Goldman (1991).

149 During a 1995 stay at the White House, Yeltsin was found by secret service half naked 
and totally drunk trying to hail a taxi (Thompson 2009). When questioned he said 
that he was trying to get a pizza.

150 Boettke (1993b).

151 It is interesting to contrast Russia with China. After Mao died in 1976 China privat-
ized agriculture, significantly increasing economic freedom. Although they had very 
few de jure reforms, de facto changes have been immense (Montinola et al. 1995). The 
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The advice that I gave: Eliminate price controls, stop sub-
sidies to loss-making state enterprises, make the currency 
convertible and open the economy to trade. This kind of 
economic medicine produced an end of hyperinflation and 
strong economic growth in Poland, Estonia, Slovenia and 
other economies that I advised. The same advice would have 
worked in Russia, but it was not followed.152

With regard to privatization, this was one of the most crucial 
aspects of the Balcerowicz programme. To some extent the tran-
sition from socialism to capitalism is simply an exercise in privat-
ization. And indeed the scale of privatization across Central and 
Eastern Europe was staggering. In less than a decade over 150,000 
large and medium enterprises, hundreds of thousands of small 
firms and millions of apartments were released from the grasp of 
the state.153 Privatization was reasonably popular with the general 
public. A 2003 OECD study showed “overwhelming support” for 
the idea that “privatisation brings about a significant increase in the 
profitability, real output and efficiency of privatised companies”.154 
In a presentation for the Peterson Institute, Anders Aslund provides 
compelling evidence to show that privatization is correlated with 
more democracy, and less corruption.155 He says,

The more partial and slower the reforms were, the greater 
the distortion and the larger the rents. The most prominent 

results of China’s reforms that that “China [has] brought 250m out of poverty since 
its autarky ended in 1978” (In the shade of the Banyan tree. The Economist, 11 April 
2009). And yet despite the dramatic reduction of poverty over the last 20 years, 26.1 
million people still live in poverty – those reforms could be quicker still.

152 Sachs (1998).

153 Aslund (2007).

154 Less haste, more freed. The Economist, 9 July 2011.

155 Aslund (2007).
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source of rent seeing in the public mind was privatization, 
but rent seeking peaked in 1992 when privatization had 
barely started.156

This isn’t to say that privatization wasn’t without problems. But they 
occurred mostly where it was slow and corrupt. Although many 
think that it was done for the benefit of outsiders, a lot of vouchers 
were granted to employees.157 And this isn’t necessarily the best way 
to instigate change. Robert Skidelsky explains the problem:

As a result of privatization, managers and workers ended up 
owning about 70 per cent or more of each company, with 
managers obtaining far more than they got in closed sub-
scriptions … Workers and management collude to maintain 
their existing position with subsidies from the central bank. 
In a typical large-firm privatization, only 14% of shares are 
owned by outsiders.158

The question though isn’t whether or not privatization was perfect, 
but whether corrupt privatization was better than no privatization. 
It should be expected that a privatization process will be flawed. 
After all, if we knew how much the assets were worth, and how 
they should be managed, there would be no need to privatize in 
the first place. Although conventional wisdom says that it was just 
a racket to make some politically connected “oligarchs” rich at the 
expense of everyone else, there’s more to it than that. The oligarchs 
prospered because they had a unique skill set. They had sound 
management skills and the ability to run a large company. But they 
also had knowledge of the local norms and the country-specific 

156 Aslund (2007, pp. 51–52).

157 In Russia managers had around 20% of stocks and employees had 40% (Aslund 2007, 
p. 162).

158 Skidelsky (1997, p. 156).
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situation. Lots of foreign companies entered Russia in the mid 
1990s and were stung by the situation they faced. But oligarchs 
didn’t create this situation. As Grigory Yavlinsky said, “business 
is people who are playing the game which the state is offering 
them.”159 If the rules are bad, the problem is with policymakers. 
The oligarchs performed an important role in the economy at an 
important time.160

159 Grigory Yavlinsky (2000) Interview with PBS Commanding Heights, conducted 9 
October.

160 Oligarchs have a very bad reputation among the general public, but the biggest scan-
dals tend to either be overstated or contrary to the economic advice. The infamous 

“loan for shares” scandal, for example, had little to do with transition policy. The idea 
was for Russian businessmen to give the government loans in exchange for shares in 
strategic assets. Given that most of the economically viable industries were not part 
of the early privatization plans, entrepreneurs were keen to own them. Many of the 
companies ended up being bought back by the people giving the loans, making them 
very wealthy. But this scheme was proposed in 1995, just one year before a general 
election. At the time there was a real chance that communists might return to power, 
and Yeltsin was desperate to solidify support (and improve public finances). As his 
advisor Anatoly Chubais said, “tomorrow I would do the same, if only for winning 
the battle with the Communists, which it was at the time” (Anatoly Chubais (2000) 
Interview with PBS Commanding Heights, conducted 12 December).

Norilsk Nickel was a state-owned mining company, which was privatized in 1997. 
One of the entrepreneurs that bought out the company, Vladimir Potanin, became a 
famous oligarch. But within a year they had paid all salary debt, restructured several 
billion dollars’ worth of outstanding debt, and implemented a crisis management 
process. Despite having had no reinvestment in over 20 years, in the early 2000s 
more than $1bn was put into the company. (Vladimir Potanin (2000) Interview with 
PBS Commanding Heights, conducted 6 October 2000, and Boris Jordan (2000) 
Interview with PBS Commanding Heights, conducted 3 October 2000.)

Another example is the oil and gas company Yukos. It was set up in 1993 and pro-
duced 20% of Russia’s oil (which amounted to about 2% of global output). A minority 
stake was privatized for $310 million, but by 2003 it had a market capitalization of 
$45 billion. This is often treated as evidence of the nation’s wealth being handed over 
to the rich. But this ignores the extent to which the value is a result of managerial 
decisions. And debate about “who benefited” focuses only on the incentive function of 
markets. Rather than squabble about desert, we also need to recognize the knowledge 
function, and the importance of having a reasonable estimate of what the company 
is actually worth. By 2000 it had an annual tax bill of $6 billion, so it isn’t as if the 

“public” didn’t share in the turnaround. In 2007 the company was dissolved following 
tax issues with the Russian government, and the Chairman and CEO Mikhail Khor-
dokovsky was exiled to Siberia. According to The Economist, he “financed boarding 



global ProsPerity

457

* * *

I haven’t tried to draw too explicit a connection between the tran-
sition process and corporate transformation, but the relevance 
should be obvious. We can view the dissolution of the USSR as a 
large corporate unravelling, and use the same toolkit to learn about 
issues such as entrenched bureaucracies, interest group deadlock, 
shock therapy and the importance of “constitutional moments” 
that engage the people who participate in radical change. The key 
insight is that successful transition isn’t a result of putting better 
people in charge. It’s about creating the conditions required for 
markets to operate. You solve the knowledge and incentive prob-
lems by replacing hierarchies with markets.

* * *
This book has been about economics, and has attempted to provide 
a fair reflection of the field. Economics is a positive science – the 
logic is independent of ethical or moral conclusions. When done 
well, it can help to inform our moral opinions, but there is always a 
danger that our prior beliefs shape how we approach the discipline. 
I’m sure my own belief in the beauty and power of markets is evi-
dent, but I also hope that I have given a fair account of the theories 
and schools of thought that I don’t find convincing. And I also 

schools for orphans, computer classes for village schools and civil-society programmes 
for journalists and politicians” (Modernising Russia. The Economist, 13 March 2010). 
It is conceivable that his treatment by Putin had an element of political motivation. 
It is debatable whether these examples demonstrate that the oligarchs had too much 
power, or too little. Contrast the oligarchs with the results of the October Revolution. 
As Vladimir Yevtushenko said, “[the state] will always find a way to put you in your 
place” (Yukos 2.0? The Economist, 20 September 2014). The oligarchs who profiteered 
from transition only did so while the window of transition was open, after which they 
consolidated and reinvested. According to Andrei Shleifer and Daniel Treisman, “the 
audited financial statements of these companies suggest that their assets have grown 
dramatically, especially since 1998 … and the major oligarchs have been investing 
hundreds of millions of dollars annually in their companies … in contrast, the great-
est asset-stripping scandals occurred in companies that remained under state control” 
(Shleifer and Treisman 2005, p. 29).
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hope that I’ve been clear about where there is a reasonable degree 
of consensus among economists. In this chapter in particular, we 
have looked at topics that reach beyond the discipline of economics. 
Therefore it’s only honest to be explicit about some of the issues 
that we’ve left off the table. I’ve put to one side the pre-institu-
tional determinants of growth. There may well be crucial differ-
ences between countries that explain economic growth prior to the 
economic institutions I’ve mentioned. I’d recommend three books 
that look at this in more detail. In Guns, Germs and Steel Jared 
Diamond makes the case that geography matters, and in particular 
that development is due to an uneven distribution of domesticable 
plants and animals.161 I also recommend The Wealth and Poverty of 
Nations by David Landes. He asks what was special about England 
that meant it led the Industrial Revolution, and focuses on issues 
such as culture, climate and the role of science.162 Deirdre McClo-
skey’s The Bourgeois Virtues argues that the Industrial Revolution 
was due to respect for innovation and the culture of commerce.163

I also want to acknowledge that our discussion of politics applies 
to the national level. I haven’t covered the potential for global col-
lective action problems that necessitate global solutions. The three 
biggest threats facing humanity are, arguably, the following:164

• Nuclear conflict
• Climate change
• Technological disruption (e.g. a general Artificial Intelligence)

161 Diamond (1997).

162 Landes (1998).

163 McCloskey (2006).

164 These issues are commonly treated as the biggest existential threats (Harari 2018). 
However, writing this in early 2020 makes it clear that many countries were under-
prepared for a global influenza pandemic, such as Covid-19. One economist who had 
made repeated warnings about epidemiological uncertainties was Tyler Cowen. As 
early as 2005 he published a policy report on future pandemics (Cowen 2005).
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I don’t know what the solutions to these problems are, and we will 
need different competencies to the ones described in this book. 
Although economics provides a good understanding of trade pol-
icy, healthcare, foreign aid, poverty reduction, and other key social 
problems, its not a panacea. That said, I am confident that any 
solution must be compatible with the laws of economics, and the 
empirical record of economy policy, surveyed in this book. Eco-
nomics is supposed to be fun. It is illuminating. It helps us to see 
the world in a different way. But it is important, because the stakes 
are high. In the words of Israel Kirzner:

Economics is not an intellectual game. Economics is deadly 
serious. The very future of mankind – of civilization – 
depends … upon [the] widespread understanding of, and 
respect for, the principles of economics…165

165 Comments made during the acceptance speech of his lifetime achievement award 
from the Society for the Development of Austrian Economics. For a transcript see 
Sautet (2006).


