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NeoOrthodoxy: A Guide for Conservatives 

Notes for Talk at Harvard  March 9, 2012 

 Let me attempt to persuade you that the solution to our ills lies 

neither in the free-market absolutism that my conservative friends find 

so attractive, nor in the “transformative” expansion of government that 

the President has in mind for us if he is given the opportunity to push 

us even further down the road to European social democracy. We 

should instead look to what I will call for want of a better phrase neo-

orthodoxy -- building on the great teachings of Adam Smith, John 

Maynard Keynes, Joseph Schumpeter and others, adding a dollop or 

two of pragmatic adjustment. 

 I approach this assignment with real trepidation. Many of you 

are distinguished scholars, others likely to become such. I am merely 

a practicing economist whose theoretical tools have been dulled and 

bent out of shape by collision with the real world, in which second 

best reigns,1 encouraged by the thought that in the end if we 

economists are to be effective we must avoid proposing what R.H. 

Coase calls “a system which lives in the minds of economists but not 

on earth.”2 

This collision with reality has induced almost paralyzing 

uncertainty:  

                                                
1 I take comfort from one economist’s defense of Alfred Marshall, criticized by Joseph Schumpeter and 
others for being imprecise. “Marshall’s reply would probably have been that reality, unlike theory, does not 
always lend itself to the rigorous categorizations of the pure logician, and that the first duty of the 
economist is to be faithful to the viscosity and plasticity of the world outside the mind.” David Riesman, 
The Economics of Alfred Marshall. London: The Macmillan Press LTD, 1986, p.71. 
2 R.H. Coase, “The Institutional Structure of Production”, in Essays on Economics and Economists. 
Chicago: The University of Chicago Press, 1994, p.5. 
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Ø I was never certain that Keynes had it right when his 

thought was the received wisdom, and I am not now 

certain those who believe they are following their master’s 

advice by attempting to substitute government spending 

for the demand and investment withdrawn by consumers 

and businesses have it wrong.3 And I am deeply 

suspicious of people who profess to know what cure for 

our current predicament the ever-pragmatic Keynes 

would recommend. It is difficult for me to imagine this 

brilliant investor surveying the possibility of an America 

headed toward a debt:GDP ratio of 100% and then 

recommending spending plans that ignore the probable 

reaction of the bond market to that circumstance. 

Ø I am not certain that free trade, which appeals so much to 

my conservative, free-market friends, is an 

unambiguously good idea, or that Adam Smith was wrong 

when he laid out the circumstances under which a whiff of 

protectionism is a better idea than rigid adherence to the 

notion that free trade is in all circumstances likely to 

maximize national wealth. Smith thought it necessary “to 

lay some burden upon foreign, for the encouragement of 

domestick industry … when some particular sort of 

                                                
3 “… Keynes gave little thought to the challenge of limiting government’s role, or of defining its 
relationship to the market, or of devising institutions that might serve such purposes…. He cast aside the 
moral assumptions of the liberal order…”. For those thoughts and much more see James Pierson, “The 
cultural contradictions of J.M. Keynes,” The New Criterion, May 2009. See also, “Keynes has been revived 
because he understood that markets are very often irrational. Unfortunately, few of those who urge that we 
go back to him seem to have understood why he believed this.” John Gray, “We simply do not know!” 
London Review of Books, 19 November 2009, p.13. 
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industry is necessary for the defence of the country…. 

[and] when some foreign nation restrains by high duties or 

prohibitions the importation of some of our manufactures 

into their country. Revenge in this case naturally dictates 

retaliation….”4 

Surely, China’s decision to peg its yuan to the dollar, 

effectively keeping it somewhere between 15% and 40% 

of the value that would prevail in an unmanipulated 

market provides the sort of threat to our national security 

that Smith had in mind, since the pile of IOUs in the vaults 

of China’s central bank give it a voice in our foreign policy 

that at least this administration feels it cannot ignore.    

Moreover, even if China does remove this “burden” on our 

commerce, Smith continues,  “Humanity may … require 

that freedom of trade be restored only by slow gradation” 

lest “a great number of people … be thrown all at once 

out of their ordinary employment…”.5 Besides, Smith was 

less interested in extending the efficiencies of a pin 

factory’s division of labor into international dealings than 

in finding ways to increase the wealth of nations -- and it 

is not at all clear that “free trade”, as it must be 

understood in today’s real world of currency manipulation, 

increases the wealth of our nation. 

                                                
4 Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations. All references are to the 
edition edited by R.H. Campbell & A.S. Skinner. Oxford: Clarendon Press, 1976. pp.467-472. 
5 Ibid., p.469. 



 4 

Ø I think there is much wisdom in Joseph Schumpeter’s 

emphasis on the role of creative destruction, but am not 

certain how to treat the externalities -- the costs imposed 

on society  -- associated with that special form of 

creativity. The great man himself worried “… about the 

social costs involved in destroying existing structures…”6 

After all, the beneficiaries of the creative gale are different 

from those who have seen the value of their assets, and 

their jobs, destroyed. This is not to say that we should try 

to prevent the gale from hitting our shores; rather, it is to 

suggest that policy-making does not stop, indeed, merely 

begins, when the gale blows through some industry. For if 

we do not ameliorate the impact of change on innocent 

bystanders (I exclude rapacious unions from that 

category), opposition to change, the lifeblood of a 

capitalist economy, will multiply. 

Ø I was never certain that monetarism is the panacea that 

Margaret Thatcher’s other admirers contend it to be is as 

they labor to define a variety of “M”s that compete for the 

attention of those trying to measure the money supply. 

Indeed, I remember that Lady Thatcher (as she now is) at 

the peak of her infatuation with monetarism once asked 

be as I walked through her doorway, “Irwin, do you use 

                                                
6 Joseph A. Schumpeter, “Science and Ideology,” American Economic Review, March 1949, reprinted in 
Richard V. Clemence (ed.), Essays on Entrepreneurship, Innovations, Business Cycles, and the Evolution 
of Capitalism. New Brunswick and London: Transaction Publishers, 1997, p.273. Schumpeter made this 
remark in a section of the paper attacking those who would break up large companies in the interests of 
preserving competition. 
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M1 or M2 to measure the money supply?” But neither am 

I certain that all things considered (especially the 

alternatives), we can safely ignore it as a tool with which 

to manage economic cycles. 

Ø I am not certain that shouts of “second best” should cause 

economists to pack their kits and consider themselves 

disqualified from advising on policy. Rather, I am 

persuaded by historian Gertrude Himmelfarb that “the 

attempt to realize the unrealizable is likely to be 

pernicious…. The best …may be an invitation to the 

worst. The perils of utopianism are by now all too 

familiar.”7 Second best is messy, but realizable, first best 

is neat and somewhere between unattainable and 

dangerously Utopian. 

Nor am I certain that a fear of “unintended consequences” is a 

reason to leave market power and market imperfections free from 

government intervention, for several reasons.  

Ø Doing nothing also has unintended consequences, as the 

recent turmoil in the financial sector demonstrates.  

Ø Adam Smith’s “invisible hand” describes how merchants 

and others, pursuing private gain, produce the unintended 

consequence of benefits for the nation.8 And lovers of free 

markets have always applauded those unintended 

                                                
7 “In Praise of the Second-Best, Standpoint, May 2009. 
8 “Smith and his circle loved the paradoxes of unintended consequences.” James Buchan, Adam Smith and 
the Pursuit of Perfect Liberty. London: Profile Books, 2006, p.110. 
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consequences, in good part because they are 

unintended.  

Ø Not all unintended consequences are also undesirable, as 

the invisible hand example demonstrates. 

Ø We need not fear such unintended consequences if our 

goals are modest, and if the unintended consequences 

prove also to be undesirable, do what we can to 

ameliorate their effect or indeed admit error and make 

changes when we get it wrong. There is nothing wrong 

with sweeping after oneself.  

Finally, my one-time  belief that  I could with little 

difficulty determine the limits beyond which government should not go 

has been undermined by Gertrude Himmelfarb’s insight  that 

government has a role to play in legitimizing and de-legitimizing 

certain behavior -- a good reason why conservatives’ knees cannot 

jerk in negative reaction to any new government initiative, just as 

liberals’ knees spasm when there is talk of cutting any program other 

than national defense. Recently, successive governments legitimized 

the behavior of corporate bureaucrats who rewarded themselves 

handsomely, win or lose, bankers who displayed their macho by 

taking enormous risks knowing their institutions were too big to fail, 

and politicians who gained votes and applause for making houses 

available to people who could not afford them. It is to President 

Obama’s credit that he is seeking to delegitimize this behavior, 

although his motive for doing so is hardly a result of his careful study 
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of Himmelfarb’s works,9 and the power his office has over the 

bankers he is trying to “persuade” makes his efforts a bit more than 

mere moral suasion.  

Still, before we worry too much about efforts here and 

elsewhere to delegitimize  extraordinary compensation in a period of 

economic upset that has inflicted serious damage on many least able 

to bear it, we should consult our dog-eared copies of  The Wealth of 

Nations, in which Adam Smith laid out the positive externalities 

associated with such interference in what some belief to be the free 

market for executive talent:  

“…Beside all the bad effects to the country in general … 
resulting from a high rate of profit; there is one more fatal, 
perhaps, than all these put together, but which, if we may judge 
from experience, is inseparably connected with it. The high rate 
of profit seems everywhere to destroy the parsimony which in 
other circumstances is natural to the character of the 
merchant…. If his employer is attentive and parsimonious, the 
workman is very likely to be so too; but if the master is dissolute 
and disorderly, the servant … will shape his life too according to 
the example which he sets him… The capital of the country, 
instead of increasing, gradually dwindles away…”.10  

  

Let me end this excuse for what follows, this support for 

abandoning government-is-evil in favor of an outline of principles 

which might guide government actions that conservatives can support 

-- with this thought.11 

                                                
9 See especially Gertrude Himmelfarb, The De-moralization of Society: From Victorian Virtues to Modern 
Values. London: Institute of Economic Affairs, 1995, espec.”Epilogue”, pp.221-257.  
10 Wealth of Nations, p.612. 
11 I confine myself, of course, to economic policy, leaving the important questions surrounding social 
policy to others, where conservatives’ need to review their positions is equally great. “…Familiar 
conservative responses to social problems are inadequate to the present situation. It is not enough to say 
that if only the failed welfare policies are abandoned and the resources of the free market released, 
economic growth and incentives will break the cycle of dependency and produce stable families.” Gertrude 
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 I mean no disrespect for the great proponents of limited action, 

at least in the economic sphere. Indeed, I remain a devotee of much 

of what Adam Smith and others had to teach, what I consider to be 

the great orthodoxies. But they lived in a society that no longer exists. 

Adam Smith wrote at a time when shame was a brake on economic 

behavior, when transactions often occurred between parties for whom 

reputational capital -- a concept difficult to grasp in Washington -- was 

their most important asset.12 That was then, this is now.  

Markets, too, have changed. Smith could rely on more-or-less 

well functioning markets, cleansed of a few non-trivial imperfections, 

to increase the wealth of nations, and preserve the existing order. We 

are in a different circumstance: we cannot rely only on markets as 

they now function to preserve capitalism. The macroeconomic 

consequences of the imperfections I will discuss shortly are too great 

for us to ignore. 

So we cannot merely wave our copies of The Wealth of Nations 

at those who would expand the role of government and expect that 

act to have the force of waving a cross at a vampire. But neither  

should we abandon the great teachings of Smith and others. Instead, 

we should shape those orthodoxies into a neo-orthodoxy that builds 

on the firm foundation created by the economic and moral teachings 

of Smith and others. 

                                                
Himmelfarb, The De-moralization of Society: From Victorian Values to Modern Values. New York: Alfred 
A. Knopf, Inc., 1995, p. 246. 
12 [Adam Smith], that amiable, decent genius simply could not imagine a world in which traditional moral 
certainties could be effectively challenged and repudiated.” Irving Kristol, speech at the American 
Enterprise Institute, FILL IN DATE 
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Such a construct is necessary if we are to defend capitalism 

from critics who now prefer the state-run version made popular by 

China’s seeming success in avoiding the consequences of the recent 

financial upheaval, and  by those who would “transform” capitalism 

into something that relies less, or hardly at all, on free markets and 

individuals’ ability to control their own lives. 

 None of this is to say that I am insensitive to Milton Friedman’s 

warning that “the bulk of the intellectual community almost 

automatically favors any expansion of government power so long as it 

is advertised as a way to protect individuals from big bad 

corporations, relieve poverty, protect the environment, or promote 

‘equality’.”13 I will keep that in mind as I lay out what I believe to be 

the role for government, a role more intrusive than colleagues in 

conservative think tanks find acceptable. I would suggest five: 

fostering competition; regulating where necessary; internalizing 

externalities; offsetting or correcting other market failures; and  

ensuring that the results of the system are deemed to be equitable. 

 1. Government has an obligation to foster and preserve 

competition.14 Competition performs both an economic and a social 

function. It forces firms to vie for consumer favor by offering better 

and better products at lower and lower prices. And it preserves an 

open economic system, in which incumbents are prevented from 

                                                
13 In his introduction to F.A. Hayek, The Road to Serfdom. Chicago: The University of Chicago Press, 
1994 edition, pp. xv-xvi. 
14 Smith used the phrase “perfect liberty in commercial relations”, which he held was essential to the 
attainment of “natural prices”, the level to which competition was always driving them. Two scholars have 
noted, “One might even go so far as to assert (as John Stuart Mill did much later) that it is on the concept of 
competition that any specific claim that political economy might have to scientific status ultimately 
rests…”.Murray Milgate & Shannon C. Stimson, After Adam Smith: A Century of Transformation in 
Politics and Political Economy. Princeton and Oxford: Princeton University Press, 2009, p.81. 
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blocking the entry of upward thrusting newcomers, thereby 

contributing to social mobility.15 In practice, this means the vigorous 

prosecution of criminal cartels; the prevention of the use of 

exclusionary tactics such as predatory pricing and full-line forcing; 

and refusal to allow mergers, the effect of which may be substantially 

to lessen competition. 

 I recognize that those who fear government intervention in 

markets have a point when they argue that it is often difficult to 

distinguish between hard competition and predatory behavior. I would 

suggest that the difficulty of making such a distinction exists more in 

the minds of academic critics of the antitrust laws than in the minds of 

those who have actually undertaken the task, armed by facts in a 

specific situation. I can’t recall a case in which I have been involved 

or follow closely in which it was impossible to come to a reasonably 

supportable distinction between anticompetitive, predatory acts, 

based on sheer market power, and hard competition based on 

relative efficiency.  

The Obama administration has criticized its predecessor -- no 

news there -- for its lax enforcement of the antitrust laws. I happen to 

agree, and am more than a little chagrined that conservative 

economists whom I hold in high regard do not. For if we do not 

preserve competition, we do not preserve markets -- instead we invite 

the clumsy hand of the regulator to replace the invisible hand.  

It might of some comfort to those of you still doubtful of the 

need for a vigorous anti-cartel, anti-monopolization policy to consider 

                                                
15 John H. Shenefield and Irwin M. Stelzer, The Antitrust Laws: A Primer. Washington: The AEI Press, 
2001 (fourth edition), pp.10-14. 
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the words of one not prone to find unnecessary places for 

government intervention in the economy, Irving Kristol: 

  Conditions of entry into some capital- 
  intensive industries are so difficult as 
  to be, in effect, impossible, and though 
  competition does exist within them, it 
  is highly imperfect competition. If and 
  when this is the case, enforcement of 
  antitrust laws, and/or some kind or 
  degree of government regulation, and/or 
  legally sanctioned self-regulation by 
  the industry in question, may turn out  
  to be the only way to preserve what  
  competition exists.16      

  

Hayek also saw that once monopoly power is acquired, “the 

only alternative to a return to competition is the control of the 

monopolies by the state - a control which, if it is to be made effective, 

must become progressively more complete and more detailed…. 

Capitalist organizers of monopolies … are … shortsighted … in 

believing that they will be allowed not only to create but also for any 

length of time to run such a system. ”17 Indeed, Hayek goes on to 

argue that even if direct control of monopolies results in a 

deterioration of the quality of service, “this would be a small price to 

pay for an effective check on the powers of monopoly.”18   

More important, if we do not preserve competition we foreclose 

opportunities for thrusting newcomers to challenge existing 

                                                
16 Irving Kristol, Two Cheers For Capitalism. New York: Basic Books, 1978, p. 110. Note, too, that cartels 
on average extract overcharges of around 20%, no small sum. Yuliya Bolotova, “Cartel Overcharges: An 
Empirical Analysis,” Journal of Economic Behavior & Organization, May 2009. 
17 Op. cit., pp.47 and 214. 
18 Ibid., p.217. Hayek adds, “Personally, I should much prefer to have to put up with some such inefficiency 
than have organized monopoly control my way of life.” 



 12 

institutions,19 and to introduce new technologies.20 Most radical 

innovations are developed and commercialized by individual 

entrepreneurs, whose contributions by one estimate account for 65 

percent of long-run growth.21 In the real world these innovators are 

heavily dependent at some early stage -- after they have gobbled up 

their own savings and those of family members and a few friends -- 

on venture capitalists, known to all who solicit their support as VCs. 

And the first questions these hard-headed and will-informed investors 

ask is, “How will the incumbent respond? Will such as Microsoft or 

Intel, both with dominant market positions, be permitted to engage in 

predatory pricing, or coerce customers into refusing to try a new 

product, or distributors from handling it?” In the absence of vigorous 

antitrust enforcement, the answers to these questions will be “Yes”, 

and the VCs will zip their wallets. Schumpeter’s gale of creative 

destruction will blow harmlessly out to sea. 

Even more important to the survival of capitalism, these artificial 

barriers to entry, if unchallenged, will prevent many fledgling 

entrepreneurs from climbing  the income and social ladders. And it is 

just such mobility that has minimized the sort of attack on capitalism 

by “have nots” on “haves” that characterize other societies. 

 Yes, there are difficulties in enforcing these laws. But surely we 

know government has an obligation to intervene when a dominant 

                                                
19 “A more vigourous antitrust regime will create winners as well as losers. If done well - admittedly a big 
if - the result could be a more competitive economy that allows smaller, newer firms a fairer should against 
sluggish monopolies.” The Economist, December 12, 2009. 
20 “Capitalism calls not only for freedom of enterprise, but for rules and policies that allow for freedom of 
entry, that facilitate access to financial resources for newcomers, and that maintain a level playing field 
among competitors.” Luigi Zingales, loc.cit., p.23. 
21 Robert E. Litan, “Innovation and the World Economy,” the second annual Rocco Martina Lecture on 
innovation, December 4, 2009. 
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firm offers discounts conditional on not buying any products from 

competitors, or ties the sale of an unpopular product to one over 

which it has monopoly power, or when competitors conspire to fix 

prices or allocate markets. Proof of that proposition is the stuff of a 

separate lecture, which would thrill an audience of six or so, so I will 

pass on to my next point, confining myself to arguing that the current 

conservative orthodoxy -- “all markets are contestable, it is impossible 

to tell tough from predatory competition, no one can predict the 

competitive impact of a merger with certainty” -- is nihilism, not 

economic policy. Worse still, it is bad social policy. It is also an all-or-

nothing policy: by never finding a trade practice that impedes the 

operation of market forces, it invites government to choose between 

hands-off and hands-on, between preserving competition and then 

allowing market forces free rein and directly regulating that market. 

Government will most often prefer the latter, which is still another 

reason why we must not give politicians the excuse of monopoly 

power that results from anticompetitive acts to substitute the long arm 

of the regulator for the invisible hand. 

2. Government has a role to play in regulating  sectors of 

the economy where effective competition is not possible. There 

are far fewer such “natural monopolies”22 – and it is important to use 

that term with precision – than we once thought there to be, but some 

remain: transmission of electric power over long distances, and 

distribution of natural gas under the streets of major cities are two 

                                                
22 This is not a term to be used loosely. It refers to “a monopoly that arises because a single firm can supply 
a good or service to an entire market at a smaller cost than could two or more firms.” N. Gregory Mankiw, 
Principles of Economics. Thomson Southwestern, third edition, p. 832. 
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such that come to mind. In those cases, where competition cannot be 

relied upon to produce prices that reflect the cost of serving the 

consumer and to drive innovation, and where entry is impossible or 

sufficiently difficult to make it an ineffective threat to incumbents 

during the time frame relevant to policy makers, we need regulation – 

a system of “direct governmental prescription of major aspects of 

their [the regulated companies’] structure and economic 

performance”23 that seeks to mimic absent competition. 

Whether we like it or not, such direct regulation is at times 

necessary. Thanks to technology, industries capable of withstanding 

the howling gales of creative destruction are fewer than ever, but they 

do exist, often, alas, created by government. Sooner or later, those 

areas attract regulation, as the insurance industry has discovered 

after years of sheltering under its exemption from the antitrust laws 

and protection from interstate competition.  

Yes, there are grey areas, where it is difficult to tell whether 

regulation is more likely to enhance monopoly power than to control 

it, the principal ones these days being some segments of the 

telecommunications industry. And yes, regulation in effect creates a 

government of men, not laws, as administrators leap to fill the gaps 

left by legislators too timid to draft bills that clearly define the scope of 

the regulation they are mandating.  

And yes, there is a danger that regulation will become a tool  

powerful incumbents can use to create barriers to entry. Large firms 

have access to lawyers, consultants and lobbyists that smaller 

                                                
23 Alfred E. Kahn, The Economics of Regulation Principles and Institutions. Cambridge: The MIT Press, 
1988 edition, p.3. 
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potential challengers cannot afford. They see new complicated 

regulations as another ordinary cost of business, one with which they 

are prepared to cope and which they can easily afford. So their 

opposition is often rhetorical only.  

And yes, there is always a danger that the regulators will see 

their task as preserving the financial integrity of entities that should be 

consigned to the dustbin of history. This is not because regulators are 

corrupt as that term is usually understood: I have met very few such 

in a career that has brought me into contact with hundreds on the 

federal, state and even local levels -- the involvement at the local 

level coming when then-Mayor Ed Koch asked me to head a 

commission to reform taxi fares in New York, subject for another and 

far more amusing lecture. Rather, the risk is that the regulator sees 

the regulated entities as clients, to be preserved so that they can 

continue to render service in the traditional manner, and at traditional 

costs, give or take a percentage point or two. 

But no one ever said that policy making is easy: the main thing 

is to keep the goal clearly in mind. Competition wherever possible, 

using the antitrust laws to prevent anticompetitive practices and 

mergers that threaten competition; regulation where competition is 

insufficiently robust and likely to remain so. I suggest that this neo-

orthodoxy is preferable to the new conservative orthodoxy of just 

saying “no” when any regulation of economic activity is proposed. 

 3. Government has an obligation to see to it that the social 

costs of private production and consumption decisions are 
internalized – borne by those who create those costs. That 

means taxing those externalities so that the consumer bears the full 
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cost of his consumption. It means, for example, carbon taxes if we 

believe that carbon emissions produce undesirable effects on the 

climate. Such taxes have several advantages, consistent with 

everything Adam Smith and others taught us about how markets 

should work. 

First, taxation is less susceptible to government failure than is 

regulation, which builds permanent, self-sustaining bureaucracies -- 

an EPA that decides to regulate emissions to standards that meet no 

cost:benefit test; fuel efficiency standards for automobiles developed 

to please car-hating but limousine-loving urban politicians; control of 

the use of lawn mowers, which I am advised are used by 

suburbanites and others not fortunate enough to live in cities in which 

they can keep their Astroturf at a desirable height with no effort at all. 

Surely, given the choice, we should prefer pollution taxes to 

regulation. The question of whether these taxes should supply the 

Treasury with additional funds, or be made revenue-neutral, perhaps 

by reducing payroll taxes by a like amount, is entirely separate. 

Second, conservatives should be the last to countenance 

consumption or production that imposes private costs on society. 

And, as a tactical matter, we can rally support from our left for 

measures to make “sure that prices correctly reflect long-term 

environmental scarcity”, which would go a long way towards relying 

on market mechanisms for changing our fuel consumption habits.24 

That is why it seems to me that taxation of externalities is 

another example of the uses of neo-orthodoxy. Instead of railing 

                                                
24 See, for example, Joseph E. Stiglitz, Freefall: America, Free Markets, and the Sinking of the World 
Economy. New York and London: W.W. Norton & Company, 2010, p.196. 



 17 

against government regulation and any new taxes-- the current 

conservative orthodoxy -- revert to neo-orthodoxy. Identify 

externalities, measure them as best we can, impose taxes to force 

internalization of these costs, with a consequent reduction in their 

magnitude to the extent that product demand is elastic.   

 Not too difficult in the case of pollution. Here is the harder part. 

We are in the midst of a housing crisis, created in part by politicians 

in both parties who thought it a good idea to spread home ownership 

-- politicians of the Left wanting to make home ownership affordable 

to lower income groups, politicians of the Right favoring such 

ownership because it gives more people a stake in society, 

presumably reducing any incentive to radicalism. Mortgage brokers 

and bankers saw an opportunity to profit by an increase in the size of 

the market for mortgages and homes. The roles of all the contributors 

to the current fiasco have been too well publicized to need rehearsing 

here. 

Now, we are where we are, with reformers calling for an end to 

artificial subsidization of home ownership by, among other things, 

ridding ourselves of Freddie Mac  and Fannie Mae. 

 Small problem: just as there are in some cases uninternalized 

social costs, in the case of housing we have a case of uninternalized 

social benefits as I found to my surprise when studying the problem 

of the housing market as a consultant to Freddie Mac, and informally 

in Great Britain. The purchaser of a home confers benefits not only 

on the buyer, but on society. The substantial externalities associated 

with home ownership include improved school performance, greater 

civic participation, and lower crime rates in neighborhoods with high 
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rates of home ownership, correcting for income and other variables. 

These benefits are not fully included by the buyer in the price and 

taxes he is willing to pay. So the market produces too low a rate of 

home ownership, justifying government intervention to subsidize 

home ownership. If you doubt that, ask yourself this: is society well 

served when a poor black family is evicted from its home, and the 

children returned to the streets of the neighborhood from which they 

came? If not, then society is indeed well served when government 

intervenes in a market that undervalues home ownership by failing to 

internalize the externalities associated with home ownership.  

 This is not to defend Andrew Cuomo’s stewardship of HUD, or 

Barney Frank’s benign view of the role of Freddie and Fannie, or the 

Community Investment Act that requires banks to put a certain 

percentage of their investments into communities that are somehow 

deemed to need more investment than the market produces, or the 

subsidy that allows the interest on mortgages on second homes to be 

deductible from income tax liability -- a subsidy I assume has little to 

do with the externalities of home ownership or creating a more 

equitable society. Nor is it to ignore Judge Posner’s point that some 

of the externalities of home ownership in suburban areas -- traffic 

congestion and carbon emissions -- must be factored into any cost: 

benefit analysis.25  

Rather, it is to suggest that those making policy in this area 

cannot content themselves with attacks on the failed institutions that 

now dominate the mortgage markets, or on all housing subsidies.  

                                                
25 Richard A. Posner, A Failure of Capitalism. Chicago: The University of Chicago Press, 2009, p.296. 
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Instead, we have to decide whether there are indeed positive 

externalities such as I have described, measure them as best we can, 

and develop institutions to distribute any indicated subsidies in an 

optimal manner. Or, if we are lucky, we might find that the 

deductibility of mortgage interest, with some adjustments to reflect 

income, might just be enough to get us closer to the optimal level of 

home ownership. These are empirical questions, for which opposition 

to any government intervention in the housing market is no substitute. 

 Before leaving the question of how to develop policies to deal 

with externalities, let me comment on the implications of any 

socialization of risk. Consider health care: it is easy for us to get up in 

arms when such as New York Mayor Bloomberg decides to try to 

control the ingredients of our favorite junk foods, as those blessed 

with sufficient leisure and high-toned upbringing to “dine” rather than 

to “eat” prefer to call our hamburgers, fries and fizzy sweet drinks. But 

if it is indeed the case that “the annual medical burden of obesity” 

accounts for 10% of all medical spending, and close to $150 billion 

annually, or 42% more than for “normal-weight people”,26  and if a 

substantial portion of those costs are now covered by government 

insurance programs paid for by taxpayers, then the cost of obesity is 

in part an externality -- the eater imposes the cost of his medical care 

on society. That, some would argue, surely makes it proper for 

government to ban fatty foods, or sweet fizzy drinks, or tax them. So 

we have proposals to do just that, and more. President Obama has 

announced a plan to ban candy and sweetened beverages from the 

                                                
26 Eric A. Finkelstein, Justin G. Trogdon, Joel W. Cohen, and William Dietz, “Annual Medical Spending 
Attributable to Obesity: Payer- And Service-Specific Estimates,” Health Affairs 28, no.5 (2009) 
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schools,27 and will undoubtedly pursue the suggestions that will 

sooner or later come from his new “Fat Czar”. Those could 

reasonably include the imposition of involuntary exercise programs 

on anyone approaching a certain weight. Or on everyone, when the 

alleged effect of exercise on reducing the incidence of heart attacks -- 

an effect the burgeoning health bureaucracy will surely exaggerate to 

improve its own moral, prestige, and power -- is taken into account. 

Alternatively, it would justify programs denying certain medical 

treatment to the obese, something that politicians are highly unlikely 

to favor. All become appropriate in dealing with socialized risk. 

 There is of course, a simpler and more efficient solution -- allow 

insurance companies to take into account the health effects of obesity 

when setting premium rates. But, with insurance premiums now in 

effect regulated by government, and obese people among those who 

vote, it is not likely that such higher premiums will be allowed. Indeed, 

liberals are already arguing that obesity is not a question of individual 

responsibility: obesity is a genetic condition beyond the control of the 

afflicted person.  

Such are the problems that confront us when we try to sort out 

our policy choices in the face of significant externalities, especially 

when combined with the socialization of risk. But we can resort to 

neo-orthodox solutions -- traditional measurement techniques applied 

to new circumstances. Conservatives among us might instinctively 

bridle at the dilution of individual responsibility that comes from 

socializing risk -- and properly so, given the moral hazard that results 

                                                
27 “A Sin We Sip Instead of Smoke,” The New York Times, February, 14, 2010. 
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from shielding people from the consequences of buying houses they 

cannot afford or hamburgers with unfortunate effects on their health. 

But in the absence of acceptable policies for de-socializing various 

risks, we have to confront externalities -- both costs and benefits.  

 4. Government intervention is sometimes necessary to 

offset other instances of market failure. I recognize at the outset 

that attempts to correct market failure often result in the even greater 

damage caused by government failure.28 And that market failure is 

often in the eye of the beholder, and when the beholder is a 

government official or what we in America call a liberal, he or she 

sees it everywhere. Those who would deny patients freedom of 

choice see market failure in “information asymmetry” – the doctor 

knows more than the patient. From which it is a short jump to a 

health- care bill that turns treatment decisions over to government 

bureaucrats rather than to doctors and patients, the doctors not being 

sensitive to “best practice” and economic considerations, the patients 

not being wise enough to determine a sensible trade-off between the 

pain of treatment and a longer life, on the one hand, and a dignified 

shuffle off this mortal coil. Or between limping and undergoing the 

pain of having a new knee or hip installed.  

 But the danger of excessive reliance on market failure 

arguments, and the ubiquity of government failure are reason for 

caution, for reluctance to introduce new government programs, but 

                                                
28 “…The fact that markets are prone to sometimes spectacular failure does not mean that governments are 
immune to it….  The public sector is subjected to all sorts of perverse incentives.” “Leviathan stirs again,” 
The Economist, January 23, 2010. See also Sowell, op.cit., p.300. 
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not an excuse for policy paralysis. The slope may be slippery, but 

down the road of reform we must travel.  

 The market failure I refer to is the systemic failure created by 

flawed incentive systems and sub-optimal industry structures. 

Consider, first the problematic incentive systems that contributed to 

the threat to the entire financial system, and forced the government to 

act, not because it was certainly right to do so, but because the risk of 

doing nothing exceeded the risk of doing something that might in the 

end prove to have been unnecessary or even harmful. 

We know that mortgage brokers had no incentive to avoid risky 

loans, since they were passing on the risk and had no skin in the 

game. So they wrote NINJA mortgages (no income, no job or assets) 

and “liars’ mortgages” -- no verification of self-proclaimed income, 

often inflated at the urging of the broker. We know that bank 

executives had incentives to maximize short-term profits, and did so 

by securitizing these mortgages on the theory that bundling together 

a great load of risky paper reduces risk, in the full knowledge that the 

resultant bonuses are now, and the ruin of purchasers of this paper 

and those who insured it, comes later. We know that rating agencies, 

paid by issuers and then only when deals went forward, had 

incentives to sprinkle the holy water of triple-A ratings on undeserving 

securities, a form of grade inflation that would curl the hair even of 

university administrators. We know, too, that politicians had (and still 

have, since they alone have paid no price for these market failures) 

every incentive to make finance available to families that could not 

afford the homes they lusted after, never mind any effort to develop 
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subsidies commensurate with the uninternalized benefits of 

homeownership. 

 We know, too, that the very structure of the banking industry 

encouraged excessive risk-taking. Being too big to fail, the banks 

could take risks that less fortunately placed enterprises could not.  

This results in the socialization of losses while profits remain 

privatized, leaving us with three choices; the status quo; regulation; or 

getting the incentives right.  

We can wait for the next crisis, and then bail out the 

miscreants. That seems unlikely. For one thing, voters won’t tolerate 

it: they have had enough of bankers who have lent imprudently, and 

then unloaded their bad paper on the Fed; who created exotic 

financial instruments they did not understand and that involve so 

much leverage that at some point the government inherited a load of 

debt or had to pump equity into troubled banks. It is difficult to deny 

that bankers’ bonuses have been something more than a reward for 

skill, hard work, and risk-taking as the latter term is ordinarily 

understood -- they have been rewards for winning one-way bets, 

hardly what free-market enthusiasts who gag at the term “pay czar 

should be prepared to defend.  

For another, the status quo is not an option because the 

concept of “moral hazard” has leaped from the textbooks to the front 

pages. This incentive to repeat or emulate past bad behavior 

because those who have engaged in it were saved from any negative 



 24 

consequences of their behavior29 became most obvious immediately 

before the collapse of Lehman Brothers. When Dick Fuld, the CEO of 

the stricken firm, a firm that in the course of its pursuit of  

extraordinary profits had been led by Fuld’s heavy hand to invest in 

risky mortgage-backed securities, refused to negotiate a sale of his 

troubled firm, then-Treasury Secretary Hank Paulson asked an aide, 

“Does he [Fuld] know how serious the problem is?” the response 

was, “He’s still clinging to the view that somehow or other the Fed 

has the power to inject capital.”30 Fuld insisted that he would not sell 

his firm for less than the $10-per-share bail out price that Bear 

Stearns had finally received, a price Jamie Dimon finally agreed to 

after the government agreed to pour several billions into the deal.31  

Fuld might have been encouraged by Paulson’s agonizing,  

“What do we do about Lehman? There’s got to be something -- we’ve 

always managed to pull a rabbit out of the hat.”32 Not this time. And 

we will never know whether Fuld would have taken an offer to buy 

Lehman Brothers that might have emerged were he not waiting for a 

bail-out. He didn’t, the rescue didn’t arrive, and all hell broke loose in 

financial markets. 

                                                
29 “Bailing out failing firms deemed “too big to fail” [creates] an incentive for corporate giantism and 
financial irresponsibility (winch go hand in hand because the difficulty of controlling subordinates grows 
with the size of an organization.” Posner, op.cit., p.237. 
30 Henry M. Paulson, Jr. On The Brink: Inside the Race to Stop the Collapse of the Global Financial 
System. New York: Business Plus, 2010, p.173. Paulson writes that in answer to a question form George 
Stephanopoulous, he replied with a degree of vagueness perhaps dictated by the fact that nervous markets 
were hanging on his every word, “”’We’re very aware of moral hazard’, I said, adding, ‘My primary 
concern is the stability of our financial system.’” (p.109). 
31 Paper losses on the real estate assets acquired by the Fed from Bear Stearns to clear the way for JP 
Morgan’s purchase of the firm are estimated so far at $3 billion. “Fed carrying losses from Bear portfolio,” 
Financial Times, February 16, 2010. 
32 Ibid., p.175. The italicizing of the sentence is as it appears in the original. 
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 If we concede that the voters will not tolerate a repeat of past 

remedies, and that moral hazard is more than a theoretical problem, 

we can move from the option of doing nothing to option two: unleash 

an army of regulators to regulate behavior in the hope that day-to-day 

regulation can offset skewed incentives and a flawed industry 

structure. In my view, unleashing a swarm of risk-averse regulators to 

look over the shoulders and pore over the books of investment 

bankers, loan officers and others involved in allocating capital is not 

the way to revive what Keynes called the “animal spirits” that drive so 

much of entrepreneurial capitalism.  

 Besides, that detailed checking-the-books regulation might 

catch a utility charging some entertainment to rate-payers rather than 

to shareholders, but it just won’t work in the fast-moving, complicated 

financial sector. The Financial Crisis Inquiry Commission notes that 

“the dedicated supervisory team” overseeing Citigroup was “well-

qualified and generally has sound knowledge of the organization”, but 

was nevertheless unable to prevent Citi from imploding. It just 

couldn’t cope with the complexity of the bank, or appraise the risks to 

which it was exposed.33 

 Or consider the efficacy of the requirement that banks report 

their debt levels each quarter, intended to make the risks to which 

they are exposed transparent. It seems that at the end of each 

quarter, the banks generally reduce the levels of debt, adding a bit of 

glow to their quarterly reports, and then increase debt until the next 

                                                
33 Sewell Chan and Eric Dash, “Fed Reviews Find Errors In Oversight Of Citigroup”, The New York Times, 
April 8, 2010. 
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reporting date.34 Perfectly legal, but only one way that banks are 

better at gaming the regulatory process than the regulators are at 

anticipating such gaming. The information asymmetry -- the banks 

have a lot more information than their regulators can possibly have -- 

makes the regulators’ job somewhere between extraordinarily difficult 

and impossible.   

Fortunately, there is a third way: government can put in place 

incentives designed to elicit behavior less likely to produce systemic 

mayhem. Get the incentives right, and much good will follow, and less 

government intervention -- some, but less -- will be required. 

Mortgage brokers can be made to have some “skin in the game” by 

requiring them to hold a portion of any mortgages they write. So, too 

with lenders: the S.E.C. has proposed that bankers retain a 5% stake 

in any asset- backed securities (bundles of residential mortgages, 

student loans, auto loans) they repackage and sell on to investors, 

and not be allowed to hedge against that risk.35 Rating agencies can 

be required to take a portion of their fees in the securities they rate. A 

portion of bankers’ compensation can take the form of a long-term 

stake in the banks’ profitability,36 and bankers’ bonuses can be 

subjected to claw-backs if the loans they make eventually go sour. All 

of these means of aligning incentives with socially desirable behavior 

create problems of their own. But all have advantages over a system 

                                                
34 Kate Kelly, Tom McGinty and Dan Fitzpatrick, “Bib Banks Move to Mask Risk Levels”, The Wall Street 
Journal, April 9, 2010. 
35 Jennifer Hughes, “Lenders face crucial reforms”, Financial Times, April 8, 2010. This would put an end 
to the “originate to distribute” model.    
36 Frederick Tung, Professor of Law and Business at the Emory Law School suggests “that bankers be paid 
in part with their banks’ public subordinated debt securities. Market pricing of this debt will be particularly 
sensitive to downside risk at the bank.” “Pay for Banker Performance: Structuring Executive Compensation 
for Risk Regulation,” March 13, 2010. http://ssrn.com/abstract=1546229. 
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that encourages behavior that can create the enormous costs 

associated with massive disruption or collapse of the financial 

system. Instead of complaining about government intrusions in the 

market place, it would better serve the interests of the preservation of 

support of capitalism if conservatives would develop and promote 

methods of getting incentives right. It might take government to do 

that, but such intervention is surely more desirable than on-going 

micro-regulation. 

But there is more to market failure than skewed incentives. The 

system of corporate governance characteristic of the capitalist system 

as it has developed in the United States is seriously flawed. I say this 

in full recognition of the fact that America’s corporations have 

produced a standard of material well-being unmatched anywhere in 

the world. Which is why it is worth reforming them to preserve market 

capitalism, now under such serious attack.  

The corporate governance system has failed to relate executive 

rewards to performance, allowing executives on whose watch mighty 

companies have been laid low to go off onto sunlit golf courses with 

multi-million dollar bonuses in hand. It failed to allocate capital 

efficiently, putting a premium on company size that enhances 

executive prestige rather than return on capital that rewards 

investors; the governance system encourages mergers that reduce 

rather than enhance efficiency, and harm shareholder interests. It 

failed to provide equitable treatment of small investors, who are 

virtually powerless to control the managers of their firms, and whose 

only recourse very often is to sell at a loss -- a problem compounded 

by the fact that most fund-management companies seem reluctant to 
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use their power to depose directors who approve exorbitant 

compensation packages.37  

The consequences are: a loss of faith in the underlying fairness 

of the capitalist system, an increase in the cost of capital as investors’ 

suspicions make them more reluctant to entrust their savings to 

corporate managers who often ignore their fiduciary obligations. 

The root of the problem was identified over seventy years ago 

by Adolf Berle and Gardiner Means -- the separation of the control of 

large corporations from their ownership creates what economists call 

a principal-agent problem. “Under such conditions control may be 

held by the directors or titular managers who can employ the proxy 

machinery to become a self-perpetuating body, even though as a 

group they own but a small fraction of the stock outstanding…. The 

separation of ownership from control produces a condition where the 

interests of the owner and of ultimate manager may, and often do, 

diverge…”.38 

This problem was addressed, and in my view with some 

success, by the Sarbanes-Oxley law, which has gone part of the way 

to making directors independent of, rather than chums of a 

corporation’s managers.39 And by S.E.C. rules that make voting for 

directors less certain to produce re-election.  

                                                
37 “Critics Say Funds Should Do More to Police Corporate Pay,” The Wall Street Journal, April 5, 2010. 
38 Adolf A. Berle and Gardiner C. Means, The Modern Corporation And Private Property. Original 
published in 1932 by Harcourt, Brace & World, Inc., reproduced by Transaction Publishers in New 
Brunswick, New Jersey, 2002, pp.6-7. 
39 A comprehensive survey of the literature can be found In Renée B. Adams, Benjamin E. Hermalin, and 
Michael S. Weisbach, “The Role of Directors in Corporate Governance: A Conceptual Framework and 
Survey,” Journal of Economic Literature, Vol. 48, No. 1, March 2010. 
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It is, of course, true that some pension funds are chipping away 

at the principal-agent problem by demanding changes in the 

governance of some companies is which they have holdings. And 

there is a risk that increasing the accountability of directors might 

result in excessively risk-averse behavior. But in present 

circumstances those arguments are overwhelmed by the ugly 

anecdotes of corporate excess, and by the mounting threats to 

capitalism arising in part from the sense that income distribution is not 

only increasingly unequal but inequitable.  

This principal-agent problem is of significance not only to the 

shareholders of major corporations. It has a macroeconomic effect. In 

what some have taken to be a mea culpa, former Fed Chairman Alan 

Greenspan told congress, “I made a mistake in presuming that the 

self-interest of organizations, specifically banks and others, was such 

that they were best capable of protecting their own shareholders and 

their equity in the firms.” That mistake was nothing more than a 

failure to recognize that the financial interests of managers of many 

banks, pension funds and other financial institutions, at least as they 

perceived those interests, were not congruent with those of their 

shareholders. The managers were willing to take risks with the long-

term viability of their institutions in pursuit of short-term gains -- 

bonuses.40 In the end, many were wrong, and lost large portions of 

their own fortunes, although few face penury. But others left ruined or 

almost-ruined institutions with handsome golden goodbyes, conferred 

on them by directors whose first priority was not the shareholders 

                                                
40 “All along the ‘agency’ chain, concern about performance has been translated into focus on short-term 
returns. Stiglitz, op.cit., p. 13. 
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whose interests they were elected -- actually, de facto appointed by 

those same CEOs -- to protect, but preservation of the reputation for 

forgiveness that enhanced the prospects of future board 

appointments. 

Given the atmosphere created by these failures of governance 

and management, there is serious danger that instead of further 

reform we will have another round of Obama’s “transformation” of 

America. We are in need of no such transformation. But if 

conservatives are to head it off, they must do more than adopt Nancy 

Reagan’s drug policy, and just say “no”. There is no reason not to 

support higher capital requirements for banks, or even some sort of 

rainy-day insurance fund41 even though that means lower profits, now 

that we know the costs of an almost-failure of the financial system. 

There is no reason not to support greater consumer protection from 

banks that think nothing of charging for “free” services, and imposing 

retroactive increases in interest rates on bank credit cards, even if 

these reforms drive up interest rates: at least the cost would be 

transparent to the customer, and full information is surely a 

conservative goal. There is no reason to oppose measures that make 

it easier for shareholders to rid themselves of under-performing 

directors, as greater control of an enterprise by its owners must 

surely be acceptable to conservatives. There is no reason to oppose 

efforts to align private and public interests, by reviewing the executive 

compensation programs of financial institutions that benefit from 

government financial support . There is no reason to oppose 

                                                
41 Beware, of course, of the moral hazard created by such a fund. 
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regulations that would prevent the likes of Goldman Sachs from 

urging its customers to buy financial products that it is at the same 

time shorting for its own account.42 There is no reason to oppose 

confining banks that take depositors’ money and have an implicit 

government guarantee of their continued existence, from risking 

those deposits with proprietary trading. And there is no reason to 

avoid altering the structure of the banking and finance industries so 

that financial risk-taking takes place in a sector in which failure is an 

option, and its costs borne by those who made wrong guesses.      

5. Government has an obligation to attempt to make certain 
that capitalism produces results that are believed by the great 

bulk of the body politic to be fair, or just. The trick is to accomplish 

this while recognizing that “Inequality of wealth and incomes is an 

essential feature of the market economy.”43 This is an area into which 

I would not have ventured some years ago, influenced as I was by 

John Selden, writing more than one hundred years ago: 

Equity is a roguish thing. For Law we have a measure, know 
what to trust to; Equity is according to the conscience of him 
that is Chancellor, and as that is larger or narrower, so is 
Equity. ’T is all one as if they should make the standard for the 
measure we call a “foot” a Chancellor’s foot; what an uncertain 
measure would this be! One Chancellor has a long foot, 
another a short foot, a third an indifferent foot.  
’Tis the same thing in the Chancellor’s conscience.44 

  

                                                
42 See report in The New York Times, January 12, 2010. 
43 Ludwig von Mises, “Inequality of Wealth and Incomes,” in Economic Freedom and Interventionism: An 
anthology of Articles and Essays. Indianapolis: Liberty Fund, 1990,  
44 The Table Talk of John Selden, edited and with an introduction and notes by Samuel Harvey Reynolds. 
Oxford: Clarendon Press, 1892, p.61. 
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But my position has changed, partly  because there is now an 

overwhelming need to respond to assaults on market capitalism, 

assaults that will inevitably give government a blank check to expand 

and expand, Tea Parties or no Tea Parties. The public sees Wall 

Street saved by their taxes while Main Street is left to wallow in the 

recession. Talk of the importance of a rescued financial system to the 

health of Main Street doesn’t have much effect.  

If those of us with a responsibility to affect policy have nothing 

to offer except chants of unintended consequences and moral 

hazard, we face the grim possibility that “democratic capitalism might 

… be shaken to its foundations. A new generation of embittered 

nihilists could arise with its own destructive program to remake 

American society, and a new generation of collectivists might be 

emboldened to use the market’s temporary failures to advance new 

government takeovers of the private economy. Indeed, we may 

already be seeing just that.”45 CHECK THE EXACT WORDING OF 

THIS QUOTE 

That should come as no surprise, given the confluence of 

globalization and the imperfections of the compensation systems of 

our major corporate and financial institutions.46 Let me explain. 

 Globalization means that one billion relatively low-paid workers 

have entered the international labor market. These workers, whose 

living standards and wage requirements have only now begun to inch 

up from subsistence levels, compete directly with low-skilled 

                                                
45 Eric Cohen, “The Moral Realism of Irving Kristol,” National Affairs, No. 2, Winter 2010, p.135-136. 
46 The following several paragraphs draw on pages 12-15 of my “The New Capitalism,” a pamphlet 
published in October, 2008 by the Hudson Institute. 
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American (and other developed countries) workers who produce T-

shirts and sneakers, and with some higher-skilled workers who 

produce everything from automobiles to electronic goods. This new 

competition threatens the jobs or at minimum places downward 

pressure on the wage rates of American workers who have played 

the game we asked them to play -- work hard, educate your children, 

pay taxes. These workers have done nothing wrong except to be in 

the wrong workplace at the wrong time in the economic history of the 

world; the plight of such people was of great concern to Adam Smith: 

 

  No society can surely be flourishing 
  and happy, of which the far greater 
  part of the members are poor and 
  miserable. It is but equity, besides, 
  that they who feed, cloath and 
  lodge the whole body of the people, 
  should have such a share of the 
  produce of their own labour as to 
  be themselves tolerably well fed, 
  cloathed and lodged.47  
 

True, the problems of those suffering collateral damage from 

globalization are the flip side of enormous benefits to consumers -- 

doubt that and visit your local Wal-Mart’s. But where is it written the 

interests of consumers take precedence over those of producers, 

especially when trade patterns are distorted by a communist 

government’s decision to keep the value of its currency artificially low 

in order to create jobs in its own country? 

                                                
47 The Wealth of Nations, p.96. See also Amartya Sen, “Capitalism Beyond the Crisis,” The New York 
Review of Books, February 25, 2008, p.27: “It is also worth mentioning… his [Smith’s] … overwhelming 
concern - and worry - about the fate of the poor and the disadvantaged. 
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 Meanwhile, the very same globalization that is sapping the 

bargaining power and the real incomes of some workers is increasing 

the value of many in the managerial class. A Goldman Sachs deal-

maker can make millions arranging mergers between his U.S. clients; 

he can make hundreds of millions arranging deals across national 

boundaries. A CEO of a local or even national brewery can make a 

fine living supervising his regional or national distributors and brew 

masters; a CEO of an international brewery can spread his talents 

over millions more in assets and thousands more employees, and 

demand to be compensated accordingly. 

 These forces alone explain the emergence of a dissatisfied, 

hard-put-upon working class and an increasingly affluent managerial 

and entrepreneurial class in America. No matter that these same 

forces are raising more people out of poverty, more quickly, than at 

any time in recorded history. That should be unambiguously good 

news, but regrettably it is not, at least not to workers in the developed 

economies. As the Chinese masses get richer, as the Indian masses 

learn the skills that are enabling them to thrive in a high-tech world, 

they, too, want decent food, and cars instead of bicycles. Add this 

new demand for food and fuel to existing demand, and prices rise, to 

the consternation of consumers in already-wealthy countries who 

previously faced no such competition for resources. And because the 

response of supply to such demand pressures is far from 

instantaneous (especially in oil markets dominated by an international 

cartel, and food markets dominated by politically powerful farmers 

who restrict output and benefit from artificial price supports), prices 

rise more than a little. Throw into the mix the relatively stagnant 
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incomes of many workers, and unhappiness with the way markets are 

working in the new, globalized world mounts.  

 That pressure is increased by tales of executive compensation 

unrelated to performance. Americans are not an envious lot: we have 

always believed that we can get a bigger slice of pie because the pie 

will always be bigger. Few begrudge Warren Buffett his billions, 

earned by shrewd investing. Or Bill Gates his billions, earned by 

creating a great company that has changed the way the world does 

business, consumers shop, and children play. Few even begrudge 

risk-taking entrepreneurs their billions, or at least did not until 

encouraged to do so by Republican conservatives, or until strange 

quirks in the income tax system such as those that have enriched 

some private equity entrepreneurs became more public. 

 But when CEOs manage to wreck the companies over which 

they preside, and drive down the value of the enterprises they 

manage, and nevertheless stroll into the sunset and onto golf courses 

with hundreds of millions in bonuses from board members, many 

themselves CEOs of other companies, grateful for past favors (and 

perhaps hoping for similar treatment some day), the results of a 

market-based, capitalist system of income distribution become 

increasingly difficult to defend. 

 And when such corporate misgovernance, due in good part to 

the principal-agent problem, is compounded by use of taxpayer funds 

to bail out banks and insurance companies, not to mention 

mismanaged and union-beset automobile companies that present no 

systemic threat, voters’ gorges understandably rise.   
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Never mind that the recent failure of the rising tide to raise the 

boats of everyday workers might be due to a temporary and 

unsustainable increase in the premium accorded skills and education. 

Somehow, a tide that fails to raise workers’ rowboats, but seems to 

lift the yachts on which failed CEOs cruise into the future, offends 

voters’ sense of fairness. The result is that the entire system of 

income distribution loses its popular support -- or at least enough of 

that support to justify government policies to reorder the distribution 

of incomes. 

So much for an explanation of why responsible policy makers 

can’t content themselves with turning up their noses at the rabble that 

makes up the Occupy-this-and-that movement. The results of the 

nation’s distribution system can’t be defended if the process by which 

that result is reached is indefensible. We have to avoid confining 

ourselves to what James Buchanan calls “the piddling trivialities that 

occupy modern economists”,48 and instead battle to restore the 

acceptability of the capitalist income distribution system. We can  

Ø argue for and offer empirical support for the notion that 

when redistribution reduces the incentive of those who 

produce the wealth that is being redistributed to, I 

assume, the deserving poor, it is certain to produce more 

misery than happiness;  

Ø demonstrate that redistribution in some of its forms can 

create incentives to the antisocial and self-destructive 

                                                
48 James M. Buchanan, “”Methods and Morals in Economics,” in What Should Economists Do? 
Indianapolis: Liberty Fund, p.216. 
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behavior described by Charles Murray49, and sap the 

initiative and dignity of its supposed beneficiaries, and 

therefore can hardly be defended on ethical grounds; and 

Ø show that when the cost and complexity of the 

redistributive mechanisms exceeds the understanding of 

all save government bureaucrats, the process is doomed 

to fail; and most important 

Ø accept the need for reforms that reconnect incomes and 

performance. 

This is a harder course than merely repeating opposition to 

government programs on vague, ideological grounds, but it is 

necessary if we are not go down the road charted by politicians from 

Huey Long to Al Gore. 

--- 

There you have it: a neo-orthodox program drawing on the 

teachings and analyses conservatives have always favored, adapted 

to our present circumstances:  

• Vigorous enforcement of competition laws to preserve a 

dynamic economy and social mobility; 

• Regulation of enterprises with significant monopoly power that 

is more than transient; 

• Internalization of externalities, using revenue-neutral taxes if 

necessary; 

                                                
49 Losing Ground: American Social Policy, 1950-1980. New York: Basic Books, 1984. 
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• Programs to correct for other instances of market failure by 

increasing the power of enterprise owners to control their 

companies; 

• Creation of incentives for corporate and financial-sector 

behavior that align private and public interests and attack the 

causes of dissatisfaction with the distributional consequences 

of market capitalism. 

• Restructuring of the financial sector to eliminate one-way 

betting. 

 

I have no illusions:  

§ Policies to preserve competition can, in the wrong hands, 

morph into mindless attacks on successful big businesses and 

truly pro-competitive practices, as has been true in the past but, 

I must add, is less likely in the future thanks to the contribution 

of Bob Bork,50 modified by the post-Chicago school of 

economists.51 

§ Regulation of monopolies where they are inevitable can result 

in regulatory capture or protection of those monopolies by 

regulators with a stake in their survival, and worse still, the 

substitution of the uncertainty of administrative interpretation for 

what we normally consider the rule of law;52  

                                                
50 See Robert Bork, The Antitrust Paradox: A Policy At War With Itself. New York: The Free Press, 1993 
edition with a new introduction and epilogue. But see also Robert Pitofsky (ed.), How The Chicago School 
Overshot The Mark: The Effect Of Conservative Economic Analysis on U.S. Antitrust. Oxford: Oxford 
University Press, 2008. 
51 See Pitofsky, op.cit. 
52 This problem has not been thoroughly explored in the context of regulation. But it is no minor matter 
since the industries subject to direct regulation are key infrastructure industries such as energy and 
telecommunications, and since (at least when it comes to entire economies) existence of the rule of law is 
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§ Recognizing externalities and coping with them through 

taxation or other forms of internalization can open the door to 

unwise subsidy or tax policies; 

§ Recognizing that attempting to deal with market failure can 

open the door to interventionists who see such failure wherever 

they look, and to government failure;  

§ Restructuring the financial services industry and attempting to 

improve corporate governance can lead to costly paperwork 

and risk aversion by corporate leaders; 

§  Attempts to create a more equitable capitalism can easily be 

perverted into programs for a more equal society; 

§ Most of all, I am aware that there are always unintended 

consequences. 

Aware of all these problems, but not paralyzed by that 

awareness, for three reasons:  

First, unless we attack the status quo using an updated version 

of instruments we have long championed -- what I have called neo-

orthodoxy -- we will get changes that are more rather than less likely 

to make matters worse. 

Second, there is a crying need for a vigorous defense of 

reformed, American market-based capitalism. In part because the 

recession was brought on by what critics see as “financial capitalism”, 

in part because we are seen as a nation rattling its begging bowl in 

Beijing and incapable of avoiding the fate of Greece, in part because 

President Obama has chosen to reduce our role in world affairs,  and 

                                                
an important contributor to economic growth. See Robert J. Barro, Determinants of Economic Growth: A 
Cross-Country Empirical Study. Cambridge and London: The MIT Press, 1997, espec. P.28. 
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in part because of the success of China in so far avoiding the worst of 

the current worldwide recession, America’s form of capitalism no 

longer captures the imagination of the world’s policymakers, and “is in 

a new competition with unexpectedly robust authoritarian regimes 

over which form of government can better deliver prosperity, security 

and national strength.”53  

“Many Chinese now feel they have little to learn from the rich 

world. On the contrary, a ‘Beijing consensus’ has been gaining 

ground, extolling the virtues of decisive authoritarianism over shilly-

shallying democratic debate.”54 One (unnamed) Chinese official told 

the Financial Times, “We used to see the US as our teacher but now 

we realise that our teacher keeps making mistakes and we’ve 

decided to quit the class.”55 To which Tony Tan, chairman of the 

Government of Singapore Investment Group, which is one of the 

oldest and largest sovereign wealth funds with over $100 billion under 

management, added at the recent gathering of the once-high-and-

mighty leaders of the financial sector in Davos, that Asian and other 

emerging market countries are reappraising whether they should rely 

on the U.S. model and use a “system of free markets and minimal 

regulation, and large dependence on financial institutions and 

minimum interference from the state….. State capitalism, interference 

by the state, has served [some countries] well.”56  

                                                
53 “Challenging democracy as path to prosperity,” The Wall Street Journal, October 29, 2009. But note that 
a market-oriented, tax-cutting party advanced in Germany (see “Europe’s Socialists Suffering Even in Bad 
Capitalist Times,” The New York Times, September 29, 2009), and leftwing parties are floundering in Italy 
and in France (see John Lloyd, “Europe’s centre-left suffers in the squeezed middle,” Financial Times, 
October ¾ 2009. 
54 “Facing up to China,” The Economist, February 6, 2010, p.11. 
55 “Free market ideals survive the crunch,” Financial Times, November 27, 2009. 
56 “Asian Banks told to seize unique chance,” Financial Times, January 30-31, 2010. 
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Of course, the recent financial crisis is not the sole reason that 

the American model is less revered than it once was. The increasing 

affluence of state capitalist countries such as China; the reliance of 

the U.S. on supplies of oil from state-owned companies; the trek of 

capital-short banks and other investors to the offices of sovereign 

wealth funds; all contribute to the notion that the road to prosperity 

might lie through nations’ capitals and with government officials rather 

than through Wall Street and with financial houses. In short, we are 

witnessing what The Economist calls “the shift in the balance of 

economic power to countries with a very different view of the state 

from the one celebrated in the Washington consensus.”57 

Some other countries have moved from resentment of our 

success -- their problem, not ours -- to scorn for our system’s failures 

xxx-- our problem, not theirs. Led by the likes of French president 

Nikolas Sarkozy, who “having run for office as a French Margaret 

Thatcher, now argues that the main feature of the credit crisis is ‘the 

return of the state, the end of the ideology of public 

powerlessness,’”58 they are pronouncing the death of America’s 

ability to lead the world, and calling for the end the dollar’s reign as 

the world’s reserve currency.59 More important, they are increasingly 

unlikely to follow the lead of an America with a failed economic 

system than one that again demonstrates its traditional ability to 

reform and heal itself.  

                                                
57 January 23, 2010. 
58 “Leviathan stirs again,” The Economist, January 23, 2010. 
59 Zhou Xiaochuan, governor of the People’s Bank, has joined Sarkozy’s call for eventual replacement of 
the dollar by a global reserve currency. Financial Times, November 27, 2009. 
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This has implications far beyond the field of economics. I am no 

geopolitical expert, but take seriously the warning, “From its 

perceived position of growing economic strength, China has been 

throwing its weight around…. At gatherings of all sorts, Chinese 

officials now want to have their say, and expect to be heeded.”60  

The answer to the elites and bureaucrats of Europe and other 

countries is easy to come by. The flow of immigration more than 

suggests that the American system is the envy of people whose 

nations have not adopted it, and who vote with their feet when they 

can – the communist societies of Cuba and North Korea; the state-

run economies of many African and Middle Eastern countries; the 

highly regulated and highly taxed economies of France and Germany, 

where the pursuit of a tamer, more “civilized” version of capitalism 

has resulted in a lack of opportunities for the young. 

Let me conclude on a cheery note. In 1835 Tocqueville wrote, 

“The great privilege of the Americans is therefore not only to be more 

enlightened than others, but to have the ability to make repairable 

mistakes.”61 We have in the  past “repaired” the economic 

deficiencies that brought on the Great Depression by adopting some 

of the reforms instituted by Franklin Roosevelt, and the cultural 

problems by eventually ending institutionalized racial discrimination.   

I worry about where the sorts of neo-orthodox reforms will be 

shaped. The universities find more statist, left-wing remedies more to 

their liking. The business community either is heavily in debt to the 

                                                
60 Loc.cit. 
61 Alexis de Tocqueville, Democracy in America. Translated and edited by Harvey C. Mansfield and Delba 
Winthrop. Chicago and London: Chicago University Press, 2000, p.216. 
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government or, as The Economist put it, “…more concerned with 

balancing their books than in engaging in worthy debates about 

freedom and democracy.”62 The trade union movement is now 

dominated by public sector workers with no interest in reviving other 

sectors. 

Unless we correct the imperfections I have mentioned, using a 

coherent set of neo-orthodox principles such I have laid out here for 

discussion, we are in serious danger of ending up with a variant of 

capitalism that leaves less room for individual actors.  

I have tried to suggest such a basis, one that might be applied 

to a variety of policy issues I have not discussed explicitly, if nothing 

else as a starting point for discussion, in the hope that we can avoid 

the alternative -- opposition for the sake of opposition, becoming 

nattering nabobs of negativism. 

 

END 

 

 

       

 

                                                
62 “The Silence of Mammon,” The Economist, December 19, 2009. The author, writing in the column 
headed “Schumpeter”, adds, “But they would do well to become a bit less reticent: the price of silence will 
be an even more hostile public and ever more overbearing government.” 


