


23 Things They Don’t Tell You
about Capitalism

HA-JOON CHANG

| 8

ALLEN LANE
an imprint of

NNNNNNNNNNNN



ALLEN LANE

Published by the Penguin Group
Penguin Books Ltd, 80 Strand, London WC2R oRL, England
Penguin Group (USA) Inc., 375 Hudson Street, New York, New York 10014,
USA
Penguin Group (Canada), 90 Eglinton Avenue East, Suite 700, Toronto,
Ontario, Canada M4P 2Y3 (a division of Pearson Canada Inc.)
Penguin Ireland, 25 St Stephen’s Green, Dublin 2, Ireland (a division of
Penguin Books Ltd)

Penguin Group (Australia), 250 Camberwell Road, Camberwell, Victoria
3124, Australia (a division of Pearson Australia Group Pty Ltd)
Penguin Books India Pvt Ltd, 11 Community Centre, Panchsheel Park, New
Dehli - 110 017, India
Penguin Group (NZ), 67 Apollo Drive, North Shore 0632, New Zealand (a
division of Pearson New Zealand Ltd)

Penguin Books (South Africa) (Pty) Ltd, 24 Sturdee Avenue, Rosebank 2196,
South Africa

Penguin Books Ltd, Registered Offices: 80 Strand, London wczR oRL, England
Www.penguin.com

First published 2010

Copyright © Ha-Joon Chang, 2010
The moral right of the author has been asserted

All rights reserved.

Without limiting the rights under copyright reserved above, no part of this
publication may be reproduced, stored in or introduced into a retrieval
system, or transmitted, in any form or by any means (electronic,
mechanical, photocopying, recording or otherwise) without the prior
written permission of both the copyright owner and the above publisher of
this book

ISBN: 978-0-141-95786-9



Contents

Acknowledgements

Introduction
Thing 1  There is no such thing as a free market
Thing2 Companies should not be run in the interest of
their owners
Thing 3 Most people in rich countries are paid more
than they should be
Thing4 The washing machine has changed the world
more than the internet has
Thing 5 Assume the worst about people and you get the
worst
Thing 6 Greater macroeconomic stability has no made
the world economy more stable.
Thing 7 Free-market policies rarely make poor
s ricl
Thing 8 Capital has a nationality
Thing9 We do not live in a post-industrial age
Thing 10 The US does not have the highest living
standard in the world
Thing 11  Africa is not destined for underdevelopment
Thing 12 Governments can pick winners
Thing 13  Making rich people richer doesn’t make the
rest of us richer
Thing 14 US managers are over-priced



Thing 15 People in poor countries are more
entrepreneurial than people in rich countries

Thing 16 We are not smart enough to leave things to the
market

Thing 17 More education in itself is not going to make a
country richer

Thing 18 What is good for General Motors is not
necessarily good for the United States

Thing 19  Despite the fall of communism, we are still
living in planned economies

Thing 20  Equality of opportunity may not be fair

Thing 21 Big government makes people more open to
change

Thing 22  Financial markets need to become less, not
more, efficient

Thing 23  Good economic policy does not require good
economists

Conclusion: How to rebuild the world economy

Notes

Index



Acknowledgements

I have benefited from many people in writing this book.
Having played such a pivotal role in bringing about my
previous book, Bad Samaritans, which focused on the
developing world, Ivan Mulcahy, my literary agent, gave me
constant encouragement to write another book with a
broader appeal. Peter Ginna, my editor at Bloomsbury USA,
not only provided valuable editorial feedback but also played
a crucial role in setting the tone of the book by coming up
with the title, 23 Things They Don’t Tell You about Capitalism,
while I was conceptualizing the book. William Goodlad, my
editor at Allen Lane, took the lead in the editorial work and
did a superb job in getting everything just right.

Many people read chapters of the book and provided
helpful comments. Duncan Green read all the chapters and
gave me very useful advice, both content-wise and editorially.
Geoff Harcourt and Deepak Nayyar read many of the chapters
and provided sagacious advice. Dirk Bezemer, Chris Cramer,
Shailaja Fennell, Patrick Imam, Deborah Johnston, Amy
Klatzkin, Barry Lynn, Kenia Parsons, and Bob Rowthorn read
various chapters and gave me valuable comments.

Without the help of my capable research assistants, I could
not have got all the detailed information on which the book is
built. I thank, in alphabetical order, Bhargav Adhvaryu,
Hassan Akram, Antonio Andreoni, Yurendra Basnett,
Muhammad Irfan, Veerayooth Kanchoochat, and Francesca
Reinhardt, for their assistance.



I also would like to thank Seung-il Jeong and Buhm Lee for
providing me with data that are not easily accessible.

Last but not least, I thank my family, without whose
support and love the book would not have been finished. Hee-
Jeong, my wife, not only gave me strong emotional support
while I was writing the book but also read all the chapters
and helped me formulate my arguments in a more coherent
and user-friendly way. I was extremely pleased to see that,
when I floated some of my ideas to Yuna, my daughter, she
responded with a surprising intellectual maturity for a 14-
year-old. Jin-Gyu, my son, gave me some very interesting
ideas as well as a lot of moral support for the book. I dedicate
this book to the three of them.



Introduction

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

This catastrophe has ultimately been created by the free-
market ideology that has ruled the world since the 1980s. We
have been told that, if left alone, markets will produce the
most efficient and just outcome. Efficient, because individuals
know best how to utilize the resources they command, and



just, because the competitive market process ensures that
individuals are rewarded according to their productivity. We
have been told that business should be given maximum
freedom. Firms, being closest to the market, know what is
best for their businesses. If we let them do what they want,
wealth creation will be maximized, benefiting the rest of
society as well. We were told that government intervention in
the markets would only reduce their efficiency. Government
intervention is often designed to limit the very scope of
wealth creation for misguided egalitarian reasons. Even when
it is not, governments cannot improve on market outcomes,
as they have neither the necessary information nor the
incentives to make good business decisions. In sum, we were
told to put all our trust in the market and get out of its way.
Following this advice, most countries have introduced
free-market policies over the last three decades -
privatization of state-owned industrial and financial firms,
deregulation of finance and industry, liberalization of
international trade and investment, and reduction in income
taxes and welfare payments. These policies, their advocates
admitted, may temporarily create some problems, such as
rising inequality, but ultimately they will make everyone
better off by creating a more dynamic and wealthier society.
The rising tide lifts all boats together, was the metaphor.
The result of these policies has been the polar opposite of
what was promised. Forget for a moment the financial
meltdown, which will scar the world for decades to come.
Prior to that, and unbeknown to most people, free-market
policies had resulted in slower growth, rising inequality and
heightened instability in most countries. In many rich
countries, these problems were masked by huge credit
expansion; thus the fact that US wages had remained
stagnant and working hours increased since the 1970s was



conveniently fogged over by the heady brew of credit-fuelled
consumer boom. The problems were bad enough in the rich
countries, but they were even more serious for the
developing world. Living standards in Sub-Saharan Africa
have stagnated for the last three decades, while Latin
America has seen its per capita growth rate fall by two-thirds
during the period. There were some developing countries
that grew fast (although with rapidly rising inequality)
during this period, such as China and India, but these are
precisely the countries that, while partially liberalizing, have
refused to introduce full-blown free-market policies.

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

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

Even though the 2008 crisis has made us seriously question
the way in which our economies are run, most of us do not
pursue such questions because we think that they are ones
for the experts. Indeed they are - at one level. The precise



answers do require knowledge on many technical issues,
many of them so complicated that the experts themselves
disagree on them. It is then natural that most of us simply do
not have the time or the necessary training to learn all the
technical details before we can pronounce our judgements on
the effectiveness of TARP (Troubled Asset Relief Program),
the necessity of G20, the wisdom of bank nationalization or
the appropriate levels of executive salaries. And when it
comes to things like poverty in Africa, the workings of the
World Trade Organization, or the capital adequacy rules of
the Bank for International Settlements, most of us are frankly
lost.

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

Once you know that there is really no such thing as a free
market, you won'’t be deceived by people who denounce a
regulation on the grounds that it makes the market ‘unfree’
(see Thing 1). When you learn that large and active
governments can promote, rather than dampen, economic



dynamism, you will see that the widespread distrust of
government is unwarranted (see Things 12 and 21). Knowing
that we do not live in a post-industrial knowledge economy
will make you question the wisdom of neglecting, or even
implicitly welcoming, industrial decline of a country, as some
governments have done (see Things 9 and 17). Once you realize
that trickle-down economics does not work, you will see the
excessive tax cuts for the rich for what they are - a simple
upward redistribution of income, rather than a way to make
all of us richer, as we were told (see Things 13 and 20).

What has happened to the world economy was no accident
or the outcome of an irresistible force of history. It is not
because of some iron law of the market that wages have been
stagnating and working hours rising for most Americans,
while the top managers and bankers vastly increased their
incomes (see Things 10 and 14). It is not simply because of
unstoppable progress in the technologies of communications
and transportation that we are exposed to increasing forces
of international competition and have to worry about job
security (see Things 4 and 6). It was not inevitable that the
financial sector got more and more detached from the real
economy in the last three decades, ultimately creating the
economic catastrophe we are in today (see Things 18 and 22). It
is not mainly because of some unalterable structural factors -
tropical climate, unfortunate location, or bad culture - that
poor countries are poor (see Things 7 and 11).

Human decisions, especially decisions by those who have
the power to set the rules, make things happen in the way
they happen, as I will explain. Even though no single
decision-maker can be sure that her actions will always lead
to the desired results, the decisions that have been made are
not in some sense inevitable. We do not live in the best of all
possible worlds. If different decisions had been taken, the



world would have been a different place. Given this, we need
to ask whether the decisions that the rich and the powerful
take are based on sound reasoning and robust evidence. Only
when we do that can we demand right actions from
corporations, governments and international organizations.
Without our active economic citizenship, we will always be
the victims of people who have greater ability to make
decisions, who tell us that things happen because they have
to and therefore that there is nothing we can do to alter
them, however unpleasant and unjust they may appear.

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

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

But while completely accessible to non-specialist readers,
this book is a lot more than economics for dummies. Indeed,
it goes much deeper than many advanced economics books in
the sense that it questions many received economic theories
and empirical facts that those books take for granted. While it
may sound daunting for a non-specialist reader to be asked to



question theories that are supported by the ‘experts’ and to
suspect empirical facts that are accepted by most
professionals in the field, you will find that this is actually a
lot easier than it sounds, once you stop assuming that what
most experts believe must be right.

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



Thing 1
There is no such thing as a free market

What they tell you

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

What they don't tell you

The free market doesn’t exist. Every market has some rules
and boundaries that restrict freedom of choice. A market
looks free only because we so unconditionally accept its
underlying restrictions that we fail to see them. How ‘free’ a
market is cannot be objectively defined. It is a political
definition. The usual claim by free-market economists that
they are trying to defend the market from politically
motivated interference by the government is false.
Government is always involved and those free-marketeers are



as politically motivated as anyone. Overcoming the myth that
there is such a thing as an objectively defined ‘free market’ is
the first step towards understanding capitalism.

Labour ought to be free

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

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

Today, even the most ardent free-market proponents in
Britain or other rich countries would not think of bringing
child labour back as part of the market liberalization package
that they so want. However, until the late nineteenth or the
early twentieth century, when the first serious child labour
regulations were introduced in Europe and North America,
many respectable people judged child labour regulation to be
against the principles of the free market.



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

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

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



Piano wires and kungfu masters

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

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

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

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



the stock market, whose under-regulation has been a cause of
the 2008 global recession, has regulations on who can trade.
You can’t just turn up in the New York Stock Exchange

(NYSE) with a bag of shares and sell them. Companies must
fulfil listing requirements, meeting stringent auditing
standards over a certain number of years, before they can
offer their shares for trading. Trading of shares is only
conducted by licensed brokers and traders.

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

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

Wages in rich countries are determined more by
immigration control than anything else, including any
minimum wage legislation. How is the immigration maximum
determined? Not by the ‘free’ labour market, which, if left
alone, will end up replacing 80-90 per cent of native workers
with cheaper, and often more productive, immigrants.
Immigration is largely settled by politics. So, if you have any



residual doubt about the massive role that the government
plays in the economy’s free market, then pause to reflect that
all our wages are, at root, politically determined (see Thing 3).

Following the 2008 financial crisis, the prices of loans (if
you can get one or if you already have a variable rate loan)
have become a lot lower in many countries thanks to the
continuous slashing of interest rates. Was that because
suddenly people didn’t want loans and the banks needed to
lower their prices to shift them? No, it was the result of
political decisions to boost demand by cutting interest rates.
Even in normal times, interest rates are set in most countries
by the central bank, which means that political
considerations creep in. In other words, interest rates are
also determined by politics.

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

Is free trade fair?

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

This clash of values also lies behind the contemporary



debate on free trade vs. fair trade. Many Americans believe
that China is engaged in international trade that may be free
but is not fair. In their view, by paying workers unacceptably
low wages and making them work in inhumane conditions,
China competes unfairly. The Chinese, in turn, can riposte
that it is unacceptable that rich countries, while advocating
free trade, try to impose artificial barriers to China’s exports
by attempting to restrict the import of ‘sweatshop’ products.
They find it unjust to be prevented from exploiting the only
resource they have in greatest abundance - cheap labour.

Of course, the difficulty here is that there is no objective
way to define ‘unacceptably low wages’ or ‘inhumane working
conditions’. With the huge international gaps that exist in the
level of economic development and living standards, it is
natural that what is a starvation wage in the US is a
handsome wage in China (the average being 10 per cent that
of the US) and a fortune in India (the average being 2 per cent
that of the US). Indeed, most fair-trade-minded Americans
would not have bought things made by their own
grandfathers, who worked extremely long hours under
inhumane conditions. Until the beginning of the twentieth
century, the average work week in the US was around sixty
hours. At the time (in 1905, to be more precise), it was a
country in which the Supreme Court declared
unconstitutional a New York state law limiting the working
days of bakers to ten hours, on the grounds that it ‘deprived
the baker of the liberty of working as long as he wished’.

Thus seen, the debate about fair trade is essentially about
moral values and political decisions, and not economics in the
usual sense. Even though it is about an economic issue, it is
not something economists with their technical tool kits are
particularly well equipped to rule on.

All this does not mean that we need to take a relativist



position and fail to criticize anyone because anything goes.
We can (and 1 do) have a view on the acceptability of
prevailing labour standards in China (or any other country,
for that matter) and try to do something about it, without
believing that those who have a different view are wrong in
some absolute sense. Even though China cannot afford
American wages or Swedish working conditions, it certainly
can improve the wages and the working conditions of its
workers. Indeed, many Chinese don’t accept the prevailing
conditions and demand tougher regulations. But economic
theory (at least free-market economics) cannot tell us what
the ‘right’ wages and working conditions should be in China.

I don’t think we are in France any more

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

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

President Bush, however, did not see things quite that
way. He argued that, rather than being ‘socialist’, the plan
was simply a continuation of the American system of free



enterprise, which ‘rests on the conviction that the federal
government should interfere in the market place only when
necessary’. Only that, in his view, nationalizing a huge chunk
of the financial sector was just one of those necessary things.

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

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

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

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



pollution or carbon emissions), and how they can be sold
(e.g., rules on product labelling and on refunds).

Furthermore, reflecting its political nature, the process of
re-drawing the boundaries of the market has sometimes been
marked by violent conflicts. The Americans fought a civil war
over free trade in slaves (although free trade in goods - or the
tariffs issue — was also an important issue).1 The British
government fought the Opium War against China to realize a
free trade in opium. Regulations on free market in child
labour were implemented only because of the struggles by
social reformers, as I discussed earlier. Making free markets
in government jobs or votes illegal has been met with stiff
resistance by political parties who bought votes and dished
out government jobs to reward loyalists. These practices
came to an end only through a combination of political
activism, electoral reforms and changes in the rules
regarding government hiring.

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

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

So, when free-market economists say that a certain



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

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



Thing 2
Companies should not be run in the
interest of their owners

What they tell you

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

What they don'’t tell you

Shareholders may be the owners of corporations but, as the
most mobile of the ‘stakeholders’, they often care the least
about the long-term future of the company (unless they are
so big that they cannot really sell their shares without
seriously disrupting the business). Consequently,



shareholders, especially but not exclusively the smaller ones,
prefer corporate strategies that maximize short-term profits,
usually at the cost of long-term investments, and maximize
the dividends from those profits, which even further weakens
the long-term prospects of the company by reducing the
amount of retained profit that can be used for re-investment.
Running the company for the shareholders often reduces its
long-term growth potential.

Karl Marx defends capitalism

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

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

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



a miracle that anyone was willing to start a business at all.

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

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

By the mid nineteenth century, however, with the
emergence of large-scale industries such as railways, steel
and chemicals, the need for limited liability was felt
increasingly acutely. Very few people had a big enough
fortune to start a steel mill or a railway singlehandedly, so,



beginning with Sweden in 1844 and followed by Britain in
1856, the countries of Western Europe and North America
made limited liability generally available - mostly in the
1860s and 70s.

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

Interestingly, one of the first people who realized the
significance of limited liability for the development of
capitalism was Karl Marx, the supposed arch-enemy of
capitalism. Unlike many of his contemporary free-market
advocates (and Adam Smith before them), who opposed
limited liability, Marx understood how it would enable the
mobilization of large sums of capital that were needed for the
newly emerging heavy and chemical industries by reducing
the risk for individual investors. Writing in 1865, when the
stock market was still very much a side-show in the capitalist
drama, Marx had the foresight to call the joint-stock
company ‘capitalist production in its highest development’.
Like his free-market opponents, Marx was aware of, and
criticized, the tendency for limited liability to encourage
excessive risk-taking by managers. However, Marx
considered it to be a side-effect of the huge material progress
that this institutional innovation was about to bring. Of
course, in defending the ‘new’ capitalism against its free-
market critics, Marx had an ulterior motive. He thought the
joint-stock company was a ‘point of transition’ to socialism in
that it separated ownership from management, thereby



Schumpeter, the Austrian-born American economist who is
famous for his theory of entrepreneurship (see Thing 15),
argued in the 1940s that, with the growing scale of companies
and the introduction of scientific principles in corporate
research and development, the heroic entrepreneurs of early
capitalism would be replaced by bureaucratic professional
managers. Schumpeter believed this would reduce the
dynamism of capitalism, but thought it inevitable. Writing in
the 1950s, John Kenneth Galbraith, the Canadian-born
American economist, also argued that the rise of large
corporations managed by professional managers was
unavoidable and therefore that the only way to provide
‘countervailing forces’ to those enterprises was through
increased government regulation and enhanced union power.

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

The holy grail or an unholy alliance?

And then, in the 1980s, the holy grail was found. It was called
the principle of shareholder value maximization. It was
argued that professional managers should be rewarded
according to the amount they can give to shareholders. In



order to achieve this, it was argued, first profits need to be
maximized by ruthlessly cutting costs — wage bills,
investments, inventories, middle-level managers, and so on.
Second, the highest possible share of these profits needs to be
distributed to the shareholders - through dividends and
share buybacks. In order to encourage managers to behave in
this way, the proportion of their compensation packages that
stock options account for needs to be increased, so that they
identify more with the interests of the shareholders. The idea
was advocated not just by shareholders, but also by many
professional managers, most famously by Jack Welch, the
long-time chairman of General Electric (GE), who is often
credited with coining the term ‘shareholder value’ in a speech
in 1981.

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



Now, this unholy alliance between the professional
managers and the shareholders was all financed by squeezing
the other stakeholders in the company (which is why it has
spread much more slowly to other rich countries where the
other stakeholders have greater relative strength). Jobs were
ruthlessly cut, many workers were fired and re-hired as non-
unionized labour with lower wages and fewer benefits, and
wage increases were suppressed (often by relocating to or
outsourcing from low-wage countries, such as China and
India - or the threat to do so). The suppliers, and their
workers, were also squeezed by continued cuts in
procurement prices, while the government was pressured
into lowering corporate tax rates and/or providing more
subsidies, with the help of the threat of relocating to
countries with lower corporate tax rates and/or higher
business subsidies. As a result, income inequality soared (see
Thing 13) and in a seemingly endless corporate boom (ending,
of course, in 2008), the vast majority of the American and the
British populations could share in the (apparent) prosperity
only through borrowing at unprecedented rates.

The immediate income redistribution into profits was bad
enough, but the ever-increasing share of profit in national
income since the 1980s has not been translated into higher
investments either (see Thing 13). Investment as a share of US
national output has actually fallen, rather than risen, from
20.5 per cent in the 1980s to 18.7 per cent since then (1990-
2009). It may have been acceptable if this lower investment
rate had been compensated for by a more efficient use of
capital, generating higher growth. However, the growth rate
of per capita income in the US fell from around 2.6 per cent
per year in the 1960s and 70s to 1.6 per cent during 1990-
2009, the heyday of shareholder capitalism. In Britain, where
similar changes in corporate behaviour were happening, per



capita income growth rates fell from 2.4 per cent in the
1960s-70s, when the country was allegedly suffering from the
‘British Disease’, to 1.7 per cent during 1990-2009. So running
companies in the interest of the shareholders does not even
benefit the economy in the average sense (that is, ignoring
the upward income redistribution).

This is not all. The worst thing about shareholder value
maximization is that it does not even do the company itself
much good. The easiest way for a company to maximize profit
is to reduce expenditure, as increasing revenues is more
difficult - by cutting the wage bill through job cuts and by
reducing capital expenditure by minimizing investment.
Generating higher profit, however, is only the beginning of
shareholder value maximization. The maximum proportion
of the profit thus generated needs to be given to the
shareholders in the form of higher dividends. Or the company
uses part of the profits to buy back its own shares, thereby
keeping the share prices up and thus indirectly redistributing
even more profits to the shareholders (who can realize higher
capital gains should they decide to sell some of their shares).
Share buybacks used to be less than 5 per cent of US
corporate profits for decades until the early 1980s, but have
kept rising since then and reached an epic proportion of 90
per cent in 2007 and an absurd 280 per cent in 2008.5; William
Lazonick, the American business economist, estimates that,
had GM not spent the $20.4 billion that it did in share
buybacks between 1986 and 2002 and put it in the bank (with
a 2.5 per cent after-tax annual return), it would have had no
problem finding the $35 billion that it needed to stave off
bankruptcy in 2009.s And in all this binge of profits, the
professional managers benefit enormously too, as they own a
lot of shares themselves through stock options.

All this damages the long-run prospect of the company.



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

But wouldn’t the shareholders care? As owners of the
company, don’t they have the most to lose, if their company
declines in the long run? Isn’t the whole point of someone
being an owner of an asset - be it a house, a plot of land or a
company - that she cares about its long-run productivity? If
the owners are letting all this happen, defenders of the status
quo would argue, it must be because that is what they want,
however insane it may look to outsiders.

Unfortunately, despite being the legal owners of the
company, shareholders are the ones who are least committed
among the various stakeholders to the long-term viability of
the company. This is because they are the ones who can exit
the company most easily - they just need to sell their shares,
if necessary at a slight loss, as long as they are smart enough
not to stick to a lost cause for too long. In contrast, it is more
difficult for other stakeholders, such as workers and
suppliers, to exit the company and find another engagement,
because they are likely to have accumulated skills and capital



Thing 3
Most people in rich countries are paid
more than they should be

What they tell you

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

What they don’t tell you

The wage gaps between rich and poor countries exist not
mainly because of differences in individual productivity but
mainly because of immigration control. If there were free
migration, most workers in rich countries could be, and
would be, replaced by workers from poor countries. In other
words, wages are largely politically determined. The other
side of the coin is that poor countries are poor not because of
their poor people, many of whom can out-compete their
counterparts in rich countries, but because of their rich
people, most of whom cannot do the same. This does not,
however, mean that the rich in the rich countries can pat
their own backs for their individual brilliance. Their high



productivities are possible only because of the historically
inherited collective institutions on which they stand. We
should reject the myth that we all get paid according to our
individual worth, if we are to build a truly just society.

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

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

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

In the short run, some (although not all) free-market
economists may admit, people may pay an excessively high
price for a product because of a fad or a craze. For example,
people paid ludicrous prices for those ‘toxic assets’ in the
recent financial boom (that has turned into the biggest
recession since the Great Depression) because they were
caught in a speculative frenzy. However, they would argue,
this kind of thing cannot last for long, as people figure out the
true value of things sooner or later (see Thing 16). Likewise,
even if an underqualified worker somehow manages to get a
well-paid job through deceit (e.g., fabricating a certificate) or



bluffing in an interview, he will soon be fired and replaced,
because it will quickly become apparent that he does not have
the productivity to justify his wage. So, the reasoning goes, if
Sven is getting paid fifty times what Ram is paid, he must be
producing fifty times more output than Ram.

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

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

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



his village in Rajahstan.

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

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

Elephant in the room



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

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

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

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

Countries have the right to decide how many immigrants
they accept and in which parts of the labour market. All
societies have limited capabilities to absorb immigrants, who
often have very different cultural backgrounds, and it would



fifty times that of India.

In other words, poor people from poor countries are
usually able to hold their own against their counterparts in
rich countries. It is the rich from the poor countries who
cannot do that. It is their low relative productivity that makes
their countries poor, so their usual diatribe that their
countries are poor because of all those poor people is totally
misplaced. Instead of blaming their own poor people for
dragging the country down, the rich of the poor countries
should ask themselves why they cannot pull the rest of their
countries up as much as the rich of the rich countries do.

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

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



thirty years later. I work in a market system that happens to
reward what I do very well - disproportionately well.’

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

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



