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Course Reversal  

Why We Need It and What Will Happen If We Don’t Get It 

The urge to save humanity is almost always a false front for the urge to rule. 

      H.L. Mencken 

Government should do only those things that only government can do, and 

only those things that government can do better than any other 

institution. 

      Abraham Lincoln 
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I Where we are 

It is hard to find anyone who thinks that America is moving in the right 

direction. Not the liberal left who sees rising income inequality as prima facie 

evidence of a corrupt, racist, sexist, mean spirited society in need of radical 

restructuring. Not conservatives and libertarians who see a metastatic state 

that threatens to crush individual freedom and bankrupt the country. Not the 

public at large who senses that something is terribly wrong, but is not quite 

sure what that is. All are correct.  

A few indicators suffice to tell the tale: 

• Total U.S. debt – consumer, business, and government – as a percent of 

gross domestic product [GDP] – has risen to around 380%. If 

responsible estimates of the present value of unfunded Medicare, 

Medicaid, and Social Security liabilities are included, the debt to GDP 

ratio is increased by an additional 700%. Unless our children and 

grandchildren are willing to condemn themselves to poverty, these 

obligations cannot be met. 

 

• Despite: 

➢ Federal spending at 25% of GDP,  

➢ The Federal budget deficit at 10% of GDP, 

➢ The Federal debt at 67% of GDP, 

➢  the Federal Reserve Board’s unprecedented expansion of the 

monetary base,  

the performance of the American economy is poor:  

➢ the unemployment rate as a percent of the civilian labor force is 

9.1%, 

➢  the ratio of employment to population, at 58.4%, is the lowest it 

has been since 1983, 
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➢ Long term unemployment, the percent of unemployed who have 

been out of work for more than six months, is 45.9%, the highest 

since the 1930’s, 

➢ Total civilian employment is lower now than it was in 2005. 

 

• Since 1980 median household income has increased by only 15%. For 

the past three years, it has fallen, and is now at 1996 levels.  

 

• The percentage of Americans living in poverty has risen to 15.1%. 

 

• The homeownership rate at 59.7%is the lowest it has been since 1965,  

 

• Since the founding of the Federal Reserve in 1913, the purchasing 

power of the US dollar has declined by over 95%.   

 

• The government dependency ratio, the percent of persons receiving 

one or more federal benefit payments, is 47%, the highest in American 

history. 

 

• Despite the government’s spending more per student than any other 

nation, American students rank among the lowest in the advanced 

world in terms of reading, mathematical, and scientific literacy. 

 

• Despite having the highest per capita spending on health care, the 

United States does not rank near the top on any of the health indicators 

used in international comparisons, e.g., life expectancy and infant 

mortality. 

 

• The disintegration of poor families continues: 

➢ 25% of mothers without high school diplomas have never been 

married, 
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➢ 40% of all American births happened out of wedlock; about 70% 

of African-American and Hispanic babies are born to unmarried 

women.                                                                                                                                                                                                                                                                        
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II How we got here: the Progressive narrative 

Among those who currently occupy the commanding heights of government,  

the media, the entertainment industry, and that segment of academia that 

opines on public policy, there is a standard narrative for explaining why 

America is in trouble: the American people have shown way too much 

allegiance to the principles of the marketplace and not enough to the core 

tenets of Progressivism. Progressives, who since the 1960’s have increasingly 

dominated the Democratic Party, subscribe to what amounts to a secular 

religion. Its triune catechism is equality, perfectibility, and deference to 

“experts” with advanced degrees from the “right” schools. This catechism has 

been overwhelmingly adopted by the elites that dominate the processes by 

which information the public uses to make sense of the world is gathered, 

interpreted, and disseminated.  

These elites consider equality of outcome as the standard by which a society 

is to be judged, and by this standard, America is found wanting. On any given 

day, it is impossible to watch NBC, ABC, CBS, BBC and their cable cousins, or 

read The Economist, the New York Times, the Washington Post, or the 

Financial Times and not be told once again that:  

• Markets have failed the average American; capitalism has to be tamed 

by government; 

 

• America has always been an unequal society, and in recent years has 

become much more so; 

 

• Rising inequality is offensive and wrong; 

 

• Something must be done, and government is the instrument of 

redemption; 
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• People who disagree with the primacy of equality of result lack 

compassion and are moral defectives.  

Perfectibility, the second pillar of Progressive doctrine, is the idea that 

humans can be endlessly improved under the wise guidance and prodding of 

their intellectual superiors. Progressive elites believe people are basically 

good, but gullible, and therefore must be protected from powerful evildoers 

who would exploit them for profit. The protectors must be the experts, i.e., 

highly credentialed academics and their patrons in various government 

bureaucracies, who have far greater knowledge on any particular subject than 

the average citizen. The ideal of perfectibility animates the explosion of 

regulation. 

The third core tenet of Progressivism, deference to experts, is the idea that 

extremely gifted minds have learned enough about how very complex 

systems work – the economy, the health care system, the financial system, 

etc. – that they can control them with high confidence that what they expect 

will in fact occur.  

To create a better world, Progressives believe that bien pensant elites should 

and in fact do constitute a new priesthood to whom so-called average people 

should turn for enlightenment. The world is too complex for ordinary mortals 

to manage their own affairs. 

For a priesthood to exercise power in the name of the public good, it must 

have an instrument of unchallenged power, and that instrument is 

government. Realization of a just, compassionate society necessitates a shift 

from institutional arrangements that promote voluntary exchange, i.e., the 

free market, to ones that facilitate what is essentially benevolent coercion, 

i.e., government hegemony. Hence, Progressives will always argue for greater 

centralization of power. Has there been any policy proposal from Progressives 

that doesn’t further centralize power? 
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In general, the members of the Progressive priesthood are extremely 

intelligent and articulate, and they take great delight in portraying those who 

oppose them -- generally lumped under the term, “conservatives” -- as 

ignorant, knuckle dragging, bible thumping morons unworthy of engagement 

in serious conversation.  

Why do most really bright people who develop and communicate concepts for 

a living belong to the Church of High Progressivism? No other “religion” 

provides such a heady combination of perceived righteousness and 

justification for pursuing power. By championing “equality” and showing 

people how they must “improve”, Progressives demonstrate to themselves 

deep concern for “the little people” who by definition have been beaten 

down by the injustices of the free market system. To convert concern to 

action, they must have more and more power. It is, after all, hard to ”give 

back”, “show compassion”, “improve society”, “make a difference”, etc. on a 

big scale without it. This line of thinking usually leads to a mentality which 

enables a Progressive to exempt herself from the rules she would impose on 

others; the ends of course justify the means. Nancy Pelosi, for example, may 

believe that anthropogenic global warming is a threat to civilization, but 

would not give up her private jet despite its large carbon footprint. Her work 

is too important to be constrained by nuisances such as leadership by 

example.   

 

III The Hegemonic principle, fountainhead of Progressivism, and the Market 

Principle: irreconcilable opposites  

In essence, Progressivism is a secular religion supporting the hegemony of the 

self-chosen few over the many. For Progressivism to succeed, a society’s 

political and economic systems must be organized according to what Murray 

Rothbard calls the Hegemonic Principle. The only alternative is the “Free 

Market Principle”.  The basic approaches are fundamentally incompatible and 
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hostile to one another; there is no middle way. Calls for bipartisanship in 

Washington are not only futile but wrongheaded. If one is gaining, the other is 

losing.   

The incompatibility of these organizing principles can best be seen by 

comparing what is given primacy under each regime:  
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Market Principle Hegemonic Principle

the individual the group, aka, the community [ethnicity, sexual orientation, income, etc.]

liberty brotherhood of man, mutual obligation and regard [diversity]

meritocracy entitlement

self-reliance security

self-improvement self-esteem

rule of law rule by regulation & bureaucracy informed by Progressive doctrines

equality before law redress for selected groups

equality of opportunity equality of result / "social justice"

all voluntary exchanges but no force or fraud "experts" set limits

minimal regulations

property rights sacrosanct property rights secondary to needs of community as defined by government

decentralization / limited government centralization / big government

perform or die make the right contacts or die

no penalties for poor performance

few incentives for good performance

perfomance measures objective performance measures fuzzy, amorphous, or non-existent

production redistribution

risk taking risk avoidance

diversity of ideas conformity to "elite" ideas [political correctness]

diversity of backgrounds

stable money: unit of value is fixed money is elastic and centrally managed by experts

 

The remainder of this essay will develop the following arguments:  

1. The ultimate fruits of the so-called Progressive religion are 

impoverishment, cultural degradation, and an authoritarian, even 

totalitarian society. Its dogmas are perfectly suited to providing elites 
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with the rationale and moral justification, for ever greater 

concentration of power into their own hands.  

 

2. For individual human beings to flourish, market principles must replace 

the principles of Progressivism as the basis for societal organization.  

 

3. What the Progressive elites have attributed to market failure has in fact 

been caused mainly  by massive government failure, turbocharged by 

the inevitable, noxious byproduct of Progressivism, namely, crony 

capitalism, whereby powerful financial interests use their money to 

bend the apparatus of Progressivism -- the Leviathan state -- to their 

own interests.  

The public has tolerated greater and greater centralization of power for 

decades. If the Progressive religion is so wrong and eventually sure to lead to 

catastrophe, why has it been accepted by the general public for so long?  

1. The United States has been at war to varying degrees off and on since 

1941; the exigencies of war fighting have always persuaded the public 

to acquiesce to greater concentration of power.  

 

2. Non-business elites have had very strong incentives to promote 

Progressivism. Its doctrines are perfectly suited to providing them with 

both a moral and prudential rationale for being granted more power.  

 

3. Progressive elites have been extremely successful in presenting its 

doctrines as both morally right and economically correct.  

 

4. There is a very long lag – decades - between the implementation of 

ruinous policies and the emergence of their malign effects. 
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5. The pain from policies that best promote a healthy economy and 

culture in the long run is always highly visible and occurs in the short 

term; by contrast, the pain from Progressive policies, while vastly more 

devastating, tends to be felt only in the distant future, and the link 

between policy and outcome is much less apparent.  

 

6. Narratives that challenge the logic and moral basis of the Progressive 

dogma have not been widely disseminated, nor have they been distilled 

often enough to give the non-expert an explanation that is clear, 

simple, and convincing.   
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IV Why Progressivism ultimately fails  

The question is not whether the United States is, at the moment, in decline, 

but why. The Progressive elites argue that the policies flowing from their core 

principles have not been pursued with sufficient vigor.  

The claim that Progressivism is itself the cause of America’s economic and 

cultural malaise is contrary to conventional wisdom. To win a conviction in the 

court of public opinion, it is not enough to make the obvious point that its 

principles have dominated policymaking for the most part since the 1930’s. It 

is further necessary to show why Progressive ideas fail on moral as well as 

pragmatic grounds, and what principles should guide government 

policymaking.  

To discredit Progressive principles and de-legitimate the multi-decade 

concentration of power among people who espouse them, it must be shown 

that:  

1. Rising inequality is mainly due not to untamed capitalism but to a 

constellation of factors whose common origin is the effort to 

implement Progressive ideals.  

 

2. The Progressive view of how the economy works is wrong, and its policy 

proposals are out of date 

a. How Progressive ideas exacerbate inequality 

 

Over the past three decades income disparity in the United States has 

widened. This is the result of the cumulative impact of many trends, seen and 

unseen. The latter are the most important. 

 

The visible developments driving inequality have been well documented:  
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• There are powerful downward pressures on the incomes of workers 

whose work product can be duplicated worldwide. Hundreds of millions 

of people in Asia have attained skill levels equivalent to that of 

American workers, and are willing to work at a fraction of American 

wages. Concurrently, computer and communications technology has 

made it possible for very sophisticated knowledge work to be 

performed anywhere in the world.  

 

• At the same time, demand for capabilities that are not easily duplicated 

has risen due to advances in communications and computing 

technology, hard-to-duplicate talents and skills can be leveraged 

globally. The returns to talent have gone up while the returns to 

average have gone down. 

 

Other forces driving inequality while hidden have had, in our view, an even 

greater impact: 

 

• Ironically, one of the main hidden forces driving inequality has been 

the prodigious effort by both the Federal Reserve Board [the Fed] and 

various Administrations to promote home ownership and shore up the 

financial system, especially our largest banks. Predictably, Wall Street 

got rich and poor to middle income people took on more debt than 

they could service. 

For the last two decades up to 2008, Congress through legislation, e.g., 

the Community Reinvestment Act [CRA] and successive Administrations 

through regulations governing the kinds of mortgages eligible for sale to 

Fannie Mae and Freddie Mac caused credit standards to be loosened so 

more people could qualify for a mortgage. The resulting housing boom 

triggered a tsunami of mortgage securitization, the process whereby 
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mortgages were converted into tradable securities and sold to 

investors. The mega boom in mortgage securitization richly rewarded 

Wall Street bankers and they paid themselves lavishly.  

Worried that a stock market crash might set off a second Great 

Depression, the Federal Reserve since 2008 has done all it can to keep 

stock prices up. Since high income earners typically receive a very 

significant part of their compensation in the form of stock options or 

grants, they have been the main beneficiaries of the Fed’s policies. To 

add insult to injury, when large banks were on the verge of collapse, 

Treasury and the Fed literally bailed them out with taxpayer money. So 

the uber rich, with a big assist from Uncle Sam, kept and even grew 

their wealth while the average American has experienced a decline in 

net worth and stagnating income.  

There is strong statistical support that the cosseting of the financial 

system by the federal government has been a significant contributor to 

rising inequality. In a study published in 2010, Bakija, Cole, and Heim 

report that “… the  fact that managers, supervisors, and financial 

professionals can account for 70% of the increase in income going to 

the top 0.1 percent of the income distribution, the fact that financial 

professionals in the top 0.1 percent had substantially faster income 

growth than almost all other professions, and the fact that incomes of 

financial professionals, executives, and managers move in tandem with 

stock market prices during the period, suggest that some combination 

of corporate governance issues, the stock market, and 

entrepreneurship are probably very important parts of the explanation 

for the rise in top income shares.” 

• At the other end of the income spectrum, Progressive policies for the 

poor, which essentially amount to giving them more money either 

directly or in kind, have had severe, adverse side effects. They have 

contributed to the weakening of two parent families and have 
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reinforced a sense of entitlement, victimization, and dependency. This 

mentality has had a devastating impact on poor people’s economic 

prospects, and even worse, condemns children born into this cultural 

milieu to failure. No one should need to do a study to understand this 

point. All that is required is to look at what happens in America to the 

children of penniless immigrants who have been imbued with the 

opposite values of self-reliance, self-responsibility, hard work, 

discipline, and determination to make something of oneself. Korean, 

Indian, and Vietnamese immigrants come immediately to mind. They 

typically have not been infected with the Progressive idea that poverty 

is the cause [rather than the result] of dysfunctional behavior.  

 

• The traditional avenue to advancement in America, the education 

system, has become a dead end. Many public school systems have 

been captured by the teachers unions, bastions of curdled 

Progressivism, whose primary incentives have been not to educate 

children but to maximize the amount of money they can extract from 

local and state governments and to make pay dependent on tenure not 

performance. The protection of mediocre teachers has condemned 

millions of students to mediocre prospects for personal betterment. 

 

• There is no getting around the hard truth that wealth requires hard 

work, risk taking, discipline, and delay of gratification. The more the 

American culture denigrates these ideas, the poorer it will become 

over time. 

 

 

b. Why Progressives are wrong about how the economy should be 

“managed” 

 



Page 17 of 52 
 

Since the Roosevelt era -- with the exception of the Reagan years -- the 

prevailing conceptual template guiding economic policymaking has been one 

form or another of aggressively interventionist Keynesianism. Its application 

has reached its apotheosis in the Obama Administration.  

 

Keynesianism is based on the Progressive conceit that super-intelligent, well 

trained economists can guide the economy to stable prosperity. It is obvious 

from recent experience that hyper-Keynesianism hasn’t worked. Progressives 

such as Paul Krugman assert that Keynesian remedies have not been applied 

aggressively enough. He is wrong. Keynesianism hasn’t worked because every 

one of its foundational ideas is wrong. Should they continue to be applied, the 

United States can expect continued economic stagnation or worse.  

 

The central tenets of modern day Keynesians [new Keynesians] appear 

reasonable, but can be shown to be nonsensical: 

 

Keynesian tenet #1: The goal of economic policy should be full 

employment. 

Wrong. 

 The purpose of economic activity is not to create jobs per se but rather 

jobs whose output is more valuable to buyers than their cost. Any head of 

government can create a million jobs tomorrow by handing out a million 

shovels and telling newly employed workers to dig holes and fill them up 

again. Literally tens of billions of the Obama Administration’s stimulus 

dollars were spent on jobs with no lasting economic value. 

Keynesian tenet #2: Because of widespread market failures, mainly “sticky” 

wage rates [the belief that in a downturn wage rates will not adjust 

downward enough to induce employers to hire], a market economy can 

get stuck in an equilibrium well below full employment.  
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Correct, but Keynesians draw the wrong inference. 

 The “stickier” wage rates are, the slower the market’s adjustment to 

changed circumstances, and therefore the slower the recovery in 

productive employment. The obvious policy response is to promote 

greater labor market flexibility or at the very least not promote policies 

that increase stickiness. The Obama Administration has done precisely the 

opposite.  

Keynesian tenet #3:  Absent an aggressive government response, the 

“paradox of thrift” can cause an “output gap” to become self-reinforcing 

and so severe that the economy falls into a “liquidity trap”.  

a. When there are “idle resources” due to a decline in economic 

activity, an “output gap” - a gap between actual and potential 

output - opens up. 

b.  If an output gap is allowed to persist, it can become self-

reinforcing. Declining economic activity causes people to save 

more. Greater household thriftiness means less consumption, 

and therefore lower revenues for businesses, which leads to 

more layoffs. Keynesians call this dynamic the “paradox of thrift”. 

What they mean is that what is appropriate for a household, 

higher saving, is dysfunctional for the economy as a whole.  

c. The dynamic described by the paradox of thrift can push the 

economy into a “liquidity trap” where the worse the economy 

gets, the more people want to have liquidity, i.e., the more they 

hoard money in order to have enough to live on in case they 

become unemployed. The more they hoard, the less they spend, 

and therefore the fewer number of people employed. 

d. This downward spiral must be avoided at all costs by whatever 

government stimulus it takes. 

e. The way to get an economy out of a “suboptimal equilibrium” is 

to stimulate aggregate demand [higher demand across all sectors 
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of the economy; in response to higher consumption, employers 

will begin hiring again. 

f. To stimulate aggregate demand, the federal government must 

increase its spending, and the Fed must pursue and aggressive 

monetary policy designed to minimize interest rates and 

encourage private spending. 

Wrong diagnosis and therefore wrong treatment.   

The Keynesian narrative is a misleading caricature of the real economy 

which is an unimaginably complex interlocking of production structures. 

Stimulating demand does absolutely nothing to address the true nature 

of the problem indicated by declining employment and output. Lower 

consumption is the symptom not the cause of a weak economy.  

The root cause is a misalignment of the structure of production with the 

mix of goods and services people really want. A simple thought 

experiment makes the point clear. Suppose that because of easy money 

and government policy designed to make every man a homeowner, 

50% of the productive capability of the economy is devoted to 

homebuilding with the remainder dedicated to everything else. Then 

one day, people decide they want to spend only 5% of their income on 

housing. There immediately is a housing bust and a huge output gap 

since the 45% of the economy’s production capability is now idle. 

People panic and save more, and the op-ed pages are full of cries for 

more government borrowing to finance consumption. 

It is obvious that the focus on consumption is misplaced because 

without a change in the production structure, what the economy can 

produce is not what people want to consume. The output gap is 

meaningless because it is based on the erroneous assumption that what 

can be produced is what people want to be produced.  
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A necessary change in the structure of production takes time. If 

government does not let the necessary period of adjustment follow its 

natural course, then the economy not only won’t recover, but any 

government fiscal and monetary stimulus will increase the national 

debt without adding to the economy’s ability to produce the goods and 

services people truly want. Government activism distorts the price 

signals needed to bring the production structure back into alignment 

with the ever changing structure of demand.  

In an economy as complex America’s, it is very difficult for the public to 

grasp this very simple point: Debt financed stimulus is a claim against 

future wealth production. Debt enables people to buy what they want 

for a very long time – decades – before having to produce the wealth 

necessary, i.e., earn enough, to pay for what they have already 

consumed. Sooner or later, however, the debt has either to be 

repudiated, paid back, or inflated away. Debt overhang, a misaligned 

structure of production, and government policies focused on 

consumption mask the real problem, delay an inevitable day of 

reckoning, and make recovery much more painful than it has to be.  

The hallmark of a healthy economy is one where there is a close fit 

between what people produce and what they want at a price they are 

willing to pay. No amount of money printing or political allocation of 

resources via either tax or spending policies can contribute to 

improving the fit. Only producers, entrepreneurs operating in response 

to undistorted signals from a free market pricing system can do that.  

Keynesians ignore these basic facts of life.  

Keynesian tenet #4: Provided enough power is centralized in their hands, 

highly trained, super intelligent experts can effectively manage the 

economy by using advanced mathematical models to predict how the 

economy will respond to various interventions. 
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Hubris + Power = Failure 

The public and most politicians have been beguiled by the idea that the 

economy can be managed by the process whereby really smart people 

using abstruse mathematics do to the economy what chiropractors 

claim they can do to a back: manipulate it into just the right shape. To 

perform their manipulations, macro economists use various aggregates, 

which reduce the entire economy to mathematical abstractions [C for 

consumption, I for investment], as the basis for predicting behavior.  

Models based on aggregates are not only useless but misleading. They 

cannot begin to capture the complexity of a modern economy. No 

individual or group of PhDs can possibly amass enough knowledge to 

allocate resources in the most productive configuration possible. 

Even if our would-be economic manipulators could obtain and organize 

information into models that predicted past behavior, they still would 

fail because in a dynamic economy, the relationships among variables 

are always changing, often in non-obvious ways. Models built on 

econometric equations, however, assume constancy of relationships 

and do not incorporate non-linearities, situations where tiny changes in 

inputs produce wholly unforeseen, huge changes in output. The 

mathematical foundation of economics is bogus, but since powerful, 

prominent men and women have built their careers on advanced, 

Keynesian-based modeling, it will be used until it is obvious to everyone 

that these Progressive wizards of Oz really have no idea what they are 

doing.  
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V The market principle: why it’s better 

So far we have argued that the intellectual and moral arrogance of the 

Progressive elites, combined with an impulse to centralize power in their own 

hands, dooms the United States to economic and social decline. But is there a 

better way? And if there is, what is it? 

a. What’s “better”? 

It is necessary to define and justify what “better” means. “Better” can be 

defined by asking why an individual human being would want to be in a 

society to begin with. In his book, In Search of Civilization, John Armstrong 

observes:  

• Civilization is a prerequisite for “improvement in the way things just 

happen to be.”  

 

• The true test of a civilization is, “How well does it support widespread 

flourishing?”  

 

• “The project for civilization today can be formulated like this: it is the 

encouragement, support and protection of high-quality relationships to 

ideas, objects, and other people undertaken in the arena of freedom.” 

 

• “ The quality of a relationship depends on the contribution of both 

parties [italics added].” 

 

• “… evaluations lie in the hands of individuals and should not be forced, 

because - when forced – they are no longer authentic…. The qualities of 

relationship that I have been pointing to – wisdom, kindness, taste – all 

grow with freedom.” 
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• “… the pursuit of civilization cannot not be cast as  the project of 

removing folly from the world. It has to aim lower: at coping and trying 

to flourish, given the crooked timbers of humanity.” 

 

A flourishing civilization relies on the spontaneous evolution of society based 

on voluntary exchanges among free people. The cornerstone of the market 

principle is the liberty of the individual and everything that the concept 

entails: respect for an individual’s capacity to make his own choices, the 

presumption of personal responsibility, and, often overlooked, the proven 

presumption that left to their own devices, people will look after those less 

fortunate once they have provided for themselves and their families. 

The contrast between the market principle and the Progressive creed could 

not be more stark. The interests of people as members of a group are given 

priority over their interests as individuals. Rights are defined as entitlements 

of some people to the property of other people, e.g., the “right” to “free” 

health care, housing, food, etc. The scope of “permissible” behavior is 

constrained by what “experts” think is appropriate. The concept of rights as 

primarily negative, namely, individual freedom from intrusion by government 

is increasingly ignored. Political correctness is to be preferred to 

“inappropriate” free speech. An individual’s choice of how he takes care of his 

body [or doesn’t] is constrained with the exception of abortion of course. 

Individual citizens, in short, for their own good must have their freedom 

curtailed.  

b. The Progressive project to make people better and more equal is neither 

moral nor effective. 

The Progressive’s moral case against the market principle is that given the 

wide disparity among human beings of both circumstance and ability, 

untamed free market capitalism inevitably entrenches inequality and often 

amplifies it. Therefore, the rich and strong should help the poor and weak.  
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Progressives take this widely shared sentiment one step further. People who 

have won big in the lottery of life must, if necessary, be coerced into giving aid 

and comfort via government mandated and directed redistribution of income, 

always to be sure under the benign guidance of dear leaders at the pinnacles 

of government.  

One moral problem with the ideal of equality is that it legitimizes hierarchy; 

somebody has to do the equalizing. The “equalizers” slip the bonds of self-

restraint against aggression toward other people. Resentment among those 

whose property is under attack results, and the natural sentiment toward 

generosity is destroyed. The result is perpetual conflict. 

A second moral problem with engineered equality is that it infantilizes the 

recipients of wealth redistribution because what they get is unearned.  

Dependency erodes self-respect, which in turn undermines determination to 

do what is necessary to become self- sufficient. A life of failure and crippled 

moral growth is all but guaranteed.  

The great challenge for any civilization that aspires to promote individual 

human flourishing is how to ensure individual freedom while encouraging and 

enabling the more fortunate to help the less fortunate, and the less fortunate 

to help themselves.  

What we know for sure is that however well intentioned, the greater the 

effort to make wealth more evenly distributed by forced redistribution, the 

greater is the eventual inequality, the faster the economic decline, and the 

greater is the loss of liberty. There have been no exceptions in history.  

The increasing centralization of power creates opportunities for well-

connected interests to capture and divert government power to serve their 

own ends. Thus we have what we see today: “crony” labor unions, “crony” 

financiers, and “crony” big corporations. Unless tightly limited by vigilantly 

policed constitutional constraints, government inevitably degenerates into a 

mechanism where interests with political influence but no responsibility 
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compete to see who can extract the most from everyone else. To see this 

dynamic in action, one need go no further than studying how the major Wall 

Street banks extracted hundreds of billions of dollars from taxpayers to assure 

their survival, and months later their senior managements paid themselves 

literally billions of dollars in bonuses. 

The apparent success of the Progressive project in the nations of Europe is 

illusory. With the exception of Germany, it is obvious that the price of greater 

equality is bankruptcy and loss of entrepreneurial vitality.   

c. The Keynesian narrative of how the economy works, which Progressives 

use to justify state intervention, is incompatible with the how the 

economy really works, and produces opposite results from what is 

desired. 

Keynesian economists like to emulate physicists in that they want to explain 

economic behavior in terms of elegant mathematical models. Their effort is in 

vain. Physicists using validated equations that describe the behavior of the 

physical world can predict what will happen with 100% accuracy 100% of the 

time1. This is possible because (1) the relationship between the two sides of 

an equation is always constant and (2) the behavior of physical phenomena is 

simple enough that it can be correctly specified in an equation. By contrast, 

the relationships among variables in an economy are always changing, and its 

behavior is far too complex to be captured in a set of equations. People have 

free will; particles don’t. The economics profession is full of people who have 

extraordinary mathematical gifts, but their work is meaningless because it is 

                                                           
1 There is inherent unpredictability at the quantum level, but scientists can describe the probability 
wave function with astounding precision.  
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not based on the essential nature of human beings. All too often, economics is 

bad psychology tricked out in the garb of abstruse mathematics. 

The so-called Austrian School of economics explains economic behavior best 

because it is built on self-evident propositions as to how people really behave:  

• Individual humans act to remove felt uneasiness. 

 

• Resources are scarce, so if acting man is to achieve maximum 

improvement in his circumstances, he must choose what he prefers in 

what order.  

 

• All value [improvement in circumstances] is subjective, i.e., defined by 

individuals, and no two individuals’ values and preferences are alike. 

Therefore, the complexity inherent in economic activity cannot be 

meaningfully aggregated and modeled. 

 

• All human action takes place in time, and all economic processes take 

time because every action involves a series of stages which a person 

must complete before reaching his goal. 

 

• The interest rate ultimately depends on people’s subjective valuations 

of time preference. The greater the time preference, i.e., the more 

people prefer jam today over jam tomorrow, the higher is the interest 

rate. 
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• To achieve ends that take time, capital goods [resources, labor, 

knowledge] must be accumulated. By “capital” we mean the market 

value of capital goods.  

 

• Capital accumulation requires prior saving, i.e., foregoing or postponing 

immediate consumption. 

 

• The future is always uncertain because circumstances are always 

changing as well as people’s ideas, intentions, values, etc. 

 

• The animating force of economic activity is the entrepreneur, someone 

who acts to produce a more desirable end and to whom the profits or 

losses of an action first accrue. 

 

• All volition, information, and insight are created by and arise from 

human beings in the course of their interactions with others in the 

market. 

 

• The key to a well working economy is a rapid, efficient process of 

discovery of value; this requires a spontaneous, evolutionary process 

that automatically generates correct information about consumers’ 

relative preferences, i.e., a free market. 

 

• The information required for people to meet their material ends gets 

generated only through voluntary exchanges among free agents, i.e., 
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through unfettered markets. Systematic coercion which impedes the free 

exercise of entrepreneurship prevents human beings from (a) discovering 

the information they need to carry out their actions and (b) spontaneously 

coordinating their behavior with respect to others.  

 

• Intertemporal coordination is a prerequisite for success in all human 

actions that take time, especially those related to capital goods.  

The following propositions follow from these Austrian School axioms: 

• To induce a well working economy, government policymakers should 

o focus on assuring that markets work freely 

o provide security against aggression, the essence of which is – as 

the late economist Murray Rothbard put it --“direct physical 

interference with another man’s person or property, or the 

threat of such physical interference”. 

 

• Rigidity in prices, wage rates, and the flow of capital from existing, 

uneconomic investments to new, value-creating investments is the 

chief enemy of recovery. Flexibility is the remedy. 

 

• An economy is so complex that it can’t be correctly measured, 

observed, grasped or modeled. 

 

• It is impossible for a central bank to amass and process the information 

it needs to make good decisions. 

 

• There is no possibility that banks’ increase in loans, if not backed by a 

corresponding previous rise in voluntary saving, will permit society to 



Page 29 of 52 
 

make the necessary sacrifices that all processes of economic growth 

require. There is no free lunch. 

 

• A fractional reserve banking system, which makes possible the 

extension of credit out of thin air – without prior voluntary saving – 

dooms an economy to boom and bust cycles. 

 

• Bank credit expansion unsupported by commensurate savings, along 

with monetary policy designed to lower interest rates, creates an 

insidious dynamic: false market signals a mismatch between supply 

and demand  huge amounts of investment whose economic value 

turns out to be well below their cost [malinvestments]  high 

unemployment as businesses struggle to stay alive. The less flexibility 

entrepreneurs  have to lower wage rates  and/or direct labor to new 

activities, the higher the employment rate will be and the longer the 

duration of unemployment.  

 

• In the short run, an increase in consumption, driven by artificial credit 

expansion [credit backed by nothing], can absorb unemployment, but 

only at the cost of interrupting the market’s adjustment to past 

mistakes.  

 

• Crises [high unemployment and declining production] are not inherent 

in the free market-based capitalistic system. Instead, the busts are 

caused by prior booms, driven by artificial credit expansion, and 

exacerbated by inflexible labor markets.  
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• Once a boom driven by credit creation has occurred, a painful period of 

adjustment is unavoidable. Governments and central banks can employ 

fiscal and monetary policies to forestall adjustments literally for years, 

but only at the cost of a much more severe and prolonged depression 

down the line.  
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VI The Evidence  

Is the conceptual case for discrediting Progressivism and advocating a strong 

tilt toward the market principle supported by experience? No one can 

plausibly argue that Mr. Obama’s policies have been successful. Progressives 

must turn elsewhere. 

a. The Great Depression  

Exhibit A for the Progressive defense is the Great Depression. The accepted 

wisdom is that had it not been for aggressive government intervention into 

what heretofore had been a largely free market system, the economy would 

have been much worse off. FDR allegedly “saved capitalism from itself.” 

The Austrian perspective, which reaches the opposite conclusion, strikes us as 

much more persuasive. Robert P. Murphy, Ph.D., an Austrian economist, in his 

Politically Incorrect Guide to the Great Depression summarizes the really big 

misconceptions promoted by the guardians of the interventionist orthodoxy 

as follows:  

Conventional Falsehood #1: Herbert Hoover’s parsimony made the economy 

worse. 

Hoover wasn’t parsimonious, and he was no “free market ideologue”; in fact, he 

was an ardent member of the “tax and spend school”.   

• In fiscal year 1933 [7/1/32-7/1/33] the Hoover Administration, ran a huge 

budget deficit relative to the size of the economy. “…in FY 2007 the federal 

government would have needed to run a deficit of $3.3 trillion … to achieve 

the same proportion of overspending as Hoover did in his allegedly tight-

fisted year [Murphy, p.47]. 

• When trying to balance the federal budget, Hoover raised taxes more than 

he cut spending. 
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• President Obama would strongly approve of Hoover’s tax and regulatory 

schemes:  

➢ Hoover thought soaking the rich was a fine idea. He signed into law 

enormous increases in tax rates along with hikes in excise taxes, sales 

taxes, and others. The highest marginal tax rate in 1931, for example, 

was 25% on $100,000 of income. The federal tax schedule for 1932 

dropped the 25% taxation threshold to $38,000 [married filing 

jointly]. The maximum rate was 63% on $1,000,000. 

➢ Foreshadowing FDR’s New Deal, Hoover introduced farm price 

supports and subsidies, public works expenditures, and the 

Reconstruction Finance Corporation, which lent $1 billion in its first 5 

months to prop up banks. Mr. Obama and Dr.Bernanke have nothing 

on old Herbert when it comes to using government to “get the                                      

country moving again”. The results today will prove to be just as 

abysmal as they were when Hoover was in office. 

 

Conventional Falsehood #2: FDR’s New Deal made the economy better. 

• From 1933-1941, U.S unemployment ranged from 24.9% [1933] to 9.9% 

[1941] and averaged 17.3%. By contrast, Canada’s unemployment over the 

same period averaged slightly over 12%. 

• Roosevelt’s Treasury Secretary, Henry Morgenthau, Jr. summarized his 

impression of the effectiveness of the New Deal in May, 1939, saying, “We 

have tried spending money. We are spending more than we have ever 

spent before and it does not work …. We have never made good on our 

promises…I say after eight years of this Administration we have just as 

much unemployment as when we started …. And an enormous debt to 

boot!” Does this sound familiar? And shouldn’t Morgenthau’s lament give 

the Obama Administration pause? 

 

Conventional Falsehood #3: The Federal Reserve’s Tight Money Policies Made the 

Great Depression worse. 
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After the crash of 1929, the Fed adopted an easy money policy: 

• From November 1, 1929 through May, 1931, the Fed from 6% to 1 ½ %. 

The rate and amount of cuts were at that time the most aggressive in its 

history. It began hiking rates in October, 1931 after Great Britain went off 

the gold standard.  

• “Reserves of all member banks expanded from $2.4 billion on June 29, 

1929 to $2.5 billion on December 31, 1932, even though total deposits 

declined from $35.9 billion to $ 28.7 billion.” [Barry Wigmore, The Crash 

and Its Aftermath, Greenwood Press, 1985, p. 551] 

•  

If tight money necessarily makes an economic downturn worse, then the 

depression of 1920-21 should have become one of the worst on record because 

the Federal Reserve raised rates. There was indeed a sharp contraction, but it 

was over within a year or so, and the economy started to boom in 1922.  

It would be misleading, however, to leave the impression that the actions of the 

Federal Reserve had no contractionary effect during the Great Depression. In 

1937, the Fed became worried about the possibility that excess reserves in banks 

would trigger inflation; in response, it suddenly doubled reserve requirements, 

thus precipitating what Rothbard calls the recession within a depression of 1937-

38. 

So what did make the Great Depression “great”? Murray Rothbard, a titan among 

Austrian School economists, offers what we believe is the pithiest explanation of 

what really went wrong:  

“Before 1929, every administration had allowed the recession process to do 

its constructive and corrective work as quickly as possible, so that recovery 

generally arrived in a year or less. But now, Hoover and Roosevelt 

intervened heavily: to force businesses to keep up wage rates; to lend 

enormous amounts of federal money to try to keep unsound businesses 

afloat; to provide unemployment relief; to support farm prices; and to 
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engage in federal deficits. This massive government intervention prolonged 

the recession indefinitely, changing what would have been a short, swift 

recession into a chronic debilitating depression.” [Murray N. Rothbard, The 

Mystery of Banking, Mises Institute, 2008, p. 248] 

To this litany of mutually reinforcing drivers of depression, we would add 

protectionism [the Smoot-Hawley Tariff Act] and two pervasive, deeply felt 

themes of the Roosevelt Administration: hostility toward business and a highly 

regulatory, even totalitarian mindset. By thwarting market processes via trying to 

put downward limits on wages and prices, FDR literally blocked the natural forces 

of recovery; the inevitable result was prolonged mass joblessness. Does any of 

this sound familiar? 

b. Did World War II get America out of the Great Depression? 

Exhibit B of the Progressive case for applying the Hegemonic principle to 

economics is the fact that government spending soared when the United 

States entered World War II, and employment dropped precipitously. If it 

were true that destruction is good for employment, then what the United 

States should do is evacuate our cities and then bomb them so that 

government can create millions of jobs rebuilding them. What this line of 

reasoning overlooks is that, besides getting a lot of people killed and 

wounded, war consumes resources that could have been more 

productively used elsewhere. When a tank is destroyed, the fact that 

someone benefits from being employed to build a new tank does not 

mean that society is better off; society in purely economic terms alone is 

impoverished in that the resources used to make that tank have 

disappeared. It was necessary to go to war against the Nazis and the 

Japanese imperial war machine, but necessity is not the same as demand. 

The only way a society becomes wealthier per capita is by creating more 

goods and services that people want to have.  
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It must be acknowledged that based on official measures of unemployment and 

real GDP, World War II did seem to pull the United States out of the Great 

Depression. Again, common sense needs to be applied. Suppose, for example, 

that President Obama sent all unemployed American men to Afghanistan, Sudan, 

Yemen, etc. to destroy Al Qaeda and the Taliban. That would drop the 

unemployment rate, but no one would argue that it would promote economic 

recovery.  

As economist Robert Higgs explains, equating employment necessitated by WWII 

to prosperity is doublespeak at its best:  

“Between 1940 and 1944, unemployment fell by …7.45 million … while 

armed forces increased by 10.87 million. Even if one views eliminating 

civilian employment as tantamount to producing prosperity, one must 

recognize that placing …146 persons… in the armed forces to gain a 

reduction of 100 persons in civilian unemployment was a grotesque way to 

achieve prosperity even if a job were a job. 

“… To treat military jobs [which entailed risk of death or dismemberment at 

worst and long separation from family at best] as commensurate with 

civilian jobs… as economists do in computing tradeoffs between them, 

betrays a monumental obtuseness to their realities.”  

The purpose of an economy is to increase value created per capita. Measured 

GDP, especially in wartime is a poor proxy for economic value. As Dr. Murphy has 

noted, “When the government massively expands its own spending – as 

happened from 1940 to 1945 – it boosts the official GDP because government 

spending is one component of this official measure. The problem though is that 

an extra million dollars of goods and services as determined by a Pentagon 

contract is not as productive as when consumers spend one million dollars on 

goods and services in the private sector [p. 153].” 

One final reason why the narrative, “World War II got us out of the Great 

Depression,” is a red herring is that it fails to make proper adjustment for inflation 
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during WWII. Since price controls were in effect, the consumer price index [CPI] 

was prevented from rising as fast as the actual cost of living. Murphy has it right 

when he says, “… measures of ‘inflation-adjusted gross domestic output’ during 

the 1940s are about as meaningful as economic statistics reported by the Soviet 

Union.” 

c. No final proof 

Since economics is about how inherently unpredictable individual human beings 

behave under scarcity, and since the particular circumstances of any period is 

unique, other interpretations of what caused what and why are plausible. There is 

no possibility of conclusive proof that the Austrian perspective is correct. 

Nonetheless, in the contest for which map best portrays reality, the Austrian 

account has compelling points in its favor: it is in accord with common sense and 

human nature, and it is clear that Obama’s policies, just like FDR’s, built on the 

Hegemonic principle, have not worked as advertised. 
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VII Course Reversal 

If the market principle is best suited to promote universal human flourishing, then 

the fundamental, first step needed get America back on the right track should be 

clear. Wherever possible, institutional arrangements that favor the market 

principle should replace those based on the hegemonic. In practice, this means 

dramatically curtailing the spending and regulatory authority of government.  

a. Role of government  

Lincoln’s rule provides the guideline for deciding what to keep and what to cut: 

“Government should do only those things that only government can do and only 

those things that government can do better than any other institution.”  

Government regulation and/or government provision of services can create 

outcomes superior to what would occur in a free market if and only if the elected 

officials and bureaucrats: 

• have superior knowledge of both people’s preferences and the particular 

circumstances surrounding a particular situation  

• have a strong incentives both to assure that the regulations or services 

provided yield value to the public greater than their associated costs, including 

costs that are long term and/or hidden 

• have strong incentives to stop doing things that fail. 

 Very few government activities pass these tests. Politicians and bureaucrats 

almost never have correct, let alone superior information, and more often than 

not, their incentives are perverse. Decades of experience worldwide make it clear 

that people manage their own money far more wisely than politicians manage 

money from taxes. For politicians, immediate appearances are more important 

than long term results, and the long range costs of their actions are often hidden. 

They are mainly motivated to reward their supporters or protect them from the 

marketplace. Whether a government program creates value to other people 
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greater than the cost of the resources consumed is beside the point. With the 

exception of law enforcement and military personnel, the penalty for poor 

performance among government employees in general is weak to non-existent, 

but they do have powerful incentives to increase their power via bigger budgets 

and enhanced authority.  

There is one category of activity that only government can provide, and it goes by 

the term, “collective goods”, so named because they can only be provided 

collectively or not at all. These are goods [services] that benefit everyone 

regardless of whether anybody pays for them or not. Defense and the 

administration of justice are arguably collective goods that must therefore be 

provided by government. Environmental protection could be accomplished with 

aggressive enforcement of property rights, but the public has decided that it too 

is a collective good and therefore can be most effectively provided by 

government regulation and enforcement.  There may be some additional services 

that fall within the “collective goods” category, e.g., the National Safety 

Transportation Board, but they are minor.  Everything else in one form or another 

is redistribution.   

Americans, being a generous people, want to help those of their fellow citizens 

who are poor or disabled. Historically they have deemed government as the 

institution best suited to accomplish this mission. The results have been 

disappointing, a mess of runaway spending and a thicket of regulations whose 

main effect is to stifle competition and innovation. Politicians have promised that 

we can subsidize health care for all and still avoid spending vastly more than the 

country could afford. This is not credible. To avoid bankruptcy or at least mitigate 

its eventual size, government must limit redistribution only to people who have 

become poor.   

b. Examples of programs that appear to be the proper domain of government 

but are not 
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To illustrate how the market principle would be used to decide whether a 

particular activity should fall within the purview of government, we examine 

three initiatives where government control would appear to be the most effective 

institutional arrangement but is not.  

The first is the Obama jobs plan, announced September 8, 2011. It sounds great – 

lots of jobs created for “working Americans” and the only losers are rich people 

who have too much anyway. The plan is a combination of tax increases, increased 

government spending to favor Mr. Obama’s core constituencies, cuts in payments 

to drug companies and long term care providers, and phantom savings such as 

reductions in government interest payments(!). The plan sounds good, but 

essentially amounts to a transfer of power [control over money] from people who 

have a personal incentive as well as the knowledge to spend it wisely to people 

who don’t care if the money is well spent so long as it strengthens their political 

popularity. By taxing the people mainly responsible for creating wealth and 

growing the power of the state, the Obama plan simultaneously encourages 

entrepreneurs to say “To hell with it”, and further erodes individual liberty. 

At a recent debate among the Republican candidates for president, one of the 

questioners, John Harris of Politico, a member in good standing of the Progressive 

amen chorus, thought he had a “gotcha” moment when he cited the air traffic 

control [ATC] system2 and emergency management as “obvious” functions that 

the federal government should perform. He was wrong on both counts.   

The safety of air travel depends on the quality of the system’s infrastructure, 

which is obsolete. The Federal Aviation Administration [FAA] has been tasked 

with implementing the Next Generation Air Transportation System [NextGen] 

which would use GPS technology to improve routing flexibility and enable more 

precise, safer separation of aircraft. The benefit is large savings in time and fuel.  

                                                           
2 This discussion is drawn from the analysis and recommendations of Robert W. Poole, Jr. and Chris 
Edwards [www.downsizinggovernment.org/transportation-airports-atc] 
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It is universally agreed that the FAA has performed poorly. Delays, cost overruns, 

and lack of improvement have been the hallmark of its modernization efforts so 

far. The FAA culture has shown a remarkable resistance to change. It has neither 

the incentive nor the technical expertise to introduce NextGen efficiently and 

promptly. Funding is constrained by political considerations that make it difficult 

to get rid of air traffic control operations that are obsolete but provide 

employment.  

As Robert Poole, Jr. and Chris Edwards note, a better way is to make the ATC 

system self-supporting with its revenues coming entirely from fees paid by its 

customers, the airlines and general aviation. Commercialization would enable a 

non-civil-service air traffic organization to attract the managerial and technical 

talent needed to get NextGen up and running. A private organization would have 

the incentives to produce the best possible product for the money and would not 

be bound by politics in terms of deciding what to close and what to invest in.  

Government should, however, retain the function of assuring air safety by setting 

and enforcing appropriate standards as well as providing the analysis required to 

improve safety.  

There is good evidence that commercialization of air traffic control works. Both 

UK and Canada have commercialized their air traffic control systems with highly 

satisfactory results -- reduced costs and better service quality at no sacrifice of 

safety. 

The second function Mr. Harris implicitly cited as “obviously” best suited to be 

performed by the federal government is emergency disaster response 

management. The Federal Emergency Management Agency [FEMA] lacks both the 

incentive and the information needed to provide disaster assistance effectively 

and at reasonable cost. Numerous audits have shown rampant waste, fraud and 

bureaucratic mindlessness. For example, an audit by the Inspector General of the 

Department of Homeland Security found that FEMA made improper payments of 

$643 million and still hasn’t figured out how to recoup the money. Odds are it 
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never will. To illustrate its misplaced incentives, one need go no further than cite 

FEMA’s requirement that responders take diversity training before being allowed 

to help people.  

As with just about everything, control over the money should be in the hands of 

whoever has the most timely, accurate information as to what is going on and the 

strongest incentives for using the money to get results that provide the greatest 

possible benefits to the intended recipients. By these standards, federal 

government management of disaster should be precluded from the outset. 

Disaster assistance is best managed by state and local governments, charities, 

volunteers, and private insurance companies.  
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VIII What to do  

The process for getting from the government we have now to one that meets 

Lincoln’s test and deserves the consent of the governed should rest on 

restoration of the venerable American ideals, entirely consistent with the market 

principle, of equality before the law and equality of opportunity.  

Step 1 is mass elimination of value destroying regulations and subsidies, 

combined with the restructuring of programs for the poor.  

Every regulatory agency and its associated body of liberty-restricting regulations 

should be re-evaluated and retained only if all the following conditions are 

present3:  

1. The public cannot itself avoid harm. 

2. The degree of potential harm and probability of harm is significant. 

3. There are no viable alternatives to regulation, such as firm enforcement of 

property rights. 

4. The regulation does not duplicate other mechanisms to assure protection 

against force or fraud. 

5. Regulation is feasible 

6. The benefits exceed the costs.  

The following is a by no means complete list of subsidies that should be cut or 

phased out entirely [political feasibility is ignored]:  

• All government stimulus programs 

• All government bailouts. Bankruptcies should never be short circuited to 

protect the politically powerful [large banks, labor unions]. Bankruptcy 

procedures provide an orderly way for the necessary liquidation of mal-

                                                           
3 This is the analytic framework adopted by the Indianapolis Regulatory Study Commission in 1991. 
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investments and the redirection of capital to uses that citizens through 

their voluntary choices indicate they want.  

• Programs that encourage consumption such as Fannie Mae and Freddie 

Mac 

• Obamacare 

• Medicare 

• Student loans 

• Producer-related subsidies such as ethanol and farm subsidies 

• High speed rail 

• Education spending under No child Left Behind. 

Concurrent with downsizing or elimination, there must be a re-structuring of 

health, education, and welfare programs such that they strike the best possible 

balance between giving the poor the help they need without destroying their 

incentives to better themselves. The best mechanism for this is widespread use of 

income-related vouchers which empower recipients to buy a specified dollar 

amount of a specified good or service such as health insurance, education, 

housing, etc. The responsibility is on the recipient to find the best deal the market 

offers. Government would have a critical role to play to prevent fraud and set 

standards that suppliers in the market had to meet.   

Step 2 is tax reform which encourages wealth creating activities, such as starting 

or expanding a business. A society cannot consume what hasn’t been produced; 

therefore, the focus of economic policy should be on promoting production of 

products whose value to purchasers is greater than their cost. Anything else, such 

as job “creation” whose output has little or no value relative to the cost of the 

paying people to perform these jobs, is nothing more than wealth destruction, 

masked by the fact that the jobs are financed by government debt, i.e., a claim on 

future output. Elements of tax reform that create the right incentives include:  

• Eliminating the tangle of deductions and credits designed to favor any one 

particular activity, e.g., tax preferences for home-mortgage interest and 
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state and local income taxes, the exclusion from taxation of employer-paid 

health insurance,  

• Lowering marginal tax rates across the board, but requiring everyone 

except the very poor to pay some tax  

• Adopting a broad-based consumption tax. 

 

Step 3 is a fundamental restructuring of the banking system. Since 2008, the 

major Wall Street banks [Goldman Sachs, J.P. Morgan, Bank of America, Morgan 

Stanley, etc.] pulled off the biggest scam in world history, a gargantuan transfer of 

wealth from the average American to Wall Street.  Treasury Secretary, Henry 

Paulson, former CEO of Goldman, working hand in glove with Fed Chairman, Ben 

Bernanke, essentially engineered the safety of the large banks by various 

measures that protected them from their horrendous mistakes via a shifting of 

risk of loss to the government, i.e., the taxpayer. Paulson justified this stupendous 

socialization of risk and privatization of gain by the rationale that if this were not 

done, in the memorable phrase of President George W. Bush, “This sucker [the 

financial system] is going down”. 

 

 It is true that the big banks might have gone bankrupt had government not acted. 

It is not necessarily true that the financial system would have frozen up such that 

people would not have received their paychecks.  David Stockman, President 

Reagan’s former budget director, beautifully described what really happened. It is 

worth quoting him at length to demonstrate that the “sky is falling” hysteria 

emanating from Washington and amplified by the mainstream financial press, had 

little foundation in fact [

]: 

“…it is evident that what actually evaporated in [the financial] sector was not the cash 
needed for payrolls, but billions in phony book profits, which banks had previously 
obtained through yield-curve arbitrages that were now violently unwinding. 

At that time [2008], the commercial-paper market was about $2 trillion and was heavily 
owned by institutional money-market funds ….  
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[First Reserve with $60 billion in assets which had foolishly bought some Lehman 
commercial paper to gain a few basis points of yield had to disclose that its fund had 
declined below par and that its clients would lose all of 3%]  

“This should have been a "so what" moment — except then all of the other lemming 
institutions who were actually paying fees to money-market funds for the privilege of 
getting return-free risk decided to panic and demand redemption of their deposits. This 
further step in the chain reaction basically meant that some maturing commercial paper 
could not be rolled over due to these money-market redemptions. 

“But this outcome, too, was a "so what": nowhere was it written that GE Capital or the 
Bank One credit-card conduit, to pick two heavy users of the space, had a Federal 
entitlement to cheap commercial paper — so that they could earn fat spreads on their 
loan books. 

“Regardless, the nation's number one crony capitalist — Jeff Immelt of GE — jumped on 
the phone to Secretary Paulson and yelled "fire"! Soon the Fed and FDIC stopped the 
commercial-paper unwind dead in its tracks by essentially nationalizing the entire 
market. Even a cursory look at the data, however, shows that Immelt's SOS call was a 
self-serving crock. 

“First, about $1 trillion of the $2 trillion in outstanding commercial paper was of the so-
called ABCP type — paper backed by packages of consumer loans such as credit cards, 
auto loans, and student loans. The ABCP issuers were off-balance sheet conduits of 
commercial banks and finance companies; the latter originated the primary loans, and 
then scalped profits up front by selling these loan packages into their own conduits. 

“In short, had every single ABCP conduit been liquidated for want of commercial-paper 
funding — and over the past three years most have been — not a single consumer 
would have been denied a credit-card authorization or car loan. His or her bank would 
have merely booked the loan as an on-balance sheet asset — rather than off-balance 
sheet asset. 

“The only noticeable difference on the entire financial planet would have been that a 
few banks wouldn't have been able to scalp profits from unseasoned loans. In this 
instance, it appears that President George W. Bush did, in fact, bomb the village to save 
it! 

“Another $400 billion of the sector was industrial-company commercial paper — the 
kind of facility that some blue-chip companies used to fund their payroll. But there was 
not a single industrial company in America then issuing commercial paper that did not 
also have a standby bank line behind its CP program. Moreover, since these companies 
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had been paying a 15 or 20 basis-point standby fee for years, their banks had a 
contractual obligation to fund these backup lines, and none refused. There was never a 
chance that payrolls would not be met. 

The last $600 billion of CP is where the real crony capitalist stench lies. There were three 
huge users in the finance-company sector — CIT, GMAC, and GE Capital. At the time of 
the crisis, the latter had asset footings of $600 billion — most of it long-term, highly 
illiquid, and sometimes sketchy corporate and commercial real-estate loans. 

In violation of every rule of sound banking, more than $80 billion of these positions 
were funded in the super-cheap commercial-paper market. This maneuver fattened 
spreads on GE's loan book and produced big management bonuses, too. But it also 
raised to a whole new level the ancient banking folly of mismatching short and hot 
liabilities with long and slow assets. 

Under free-market rules, an inability to roll its $80 billion in commercial paper would 
have forced GE Capital into a fire sale of illiquid loan assets at deep discounts, thereby 
incurring heavy losses and a reversal of its prior phony profits; or in the alternative, it 
could have held on to its loan book, and issued massively dilutive amounts of common 
stock or subordinated debt to close its sudden funding gap. 

Either way, GE's shareholders would have taken the beating they deserved for over-
valuing the company's true earnings and for putting reckless managers in charge of the 
store. 

So the financial meltdown during those eventful weeks was not triggered by the 
financial equivalent of a comet from deep space — but resulted from leveraged 
speculation that should have been punishable by ordinary market rules. 

Viewed more broadly, the carnage on Wall Street in September 2008 was the inevitable 
crash of a 40-year financial bubble spawned by the Fed after Nixon closed the gold 
window in August 1971. As time passed, the Fed's market-rigging and money-printing 
actions had become increasingly destructive — leaving the banking system ever more 
unstable and populated with a growing bevy of Too Big to Fail institutions.” 

After the crash of 2008, there was widespread, sensible sentiment that if a bank 
were too big to fail, it was too big. What eventually happened, however, was a 
triumph of crony capitalism, the passage of the Dodd Frank bill, an abomination 
which does absolutely nothing to address the irreparable structural flaws in the 
American financial system. It provides the illusion of protection, but in fact the 
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financial system is just as fragile, perhaps even more so, than before enactment 
of Dodd Frank. Here is why: 

• The opacity of the big banks has not been addressed. Nobody can 
understand their balance sheets well enough to grasp what would happen 
to a particular bank in a particular crisis; 

• Dodd Frank legitimized the idea that some banks are too big to fail. 
Knowing this, their managements and traders still have an incentive to take 
big risks. If they win, the multi-billion dollar bonus pools will be there for 
the taking, and if they lose, the taxpayer will foot the bill in the form of 
more government debt. 

• The whole process of credit allocation has become more politicized. This 
diminishes the willingness of private sector lenders to lend to banks or 
anyone else because no matter what the contract between lender and 
borrower says, there is always the possibility that the terms of the contract 
will be ignored as politicians seek to protect their patrons. The holders of 
Chrysler bonds learned this lesson the hard way.   

 

• The idea that wise regulators can regulate effectively had been disproved 
by the fact that it was not the unregulated hedge funds, but the heavily 
regulated big banks that became insolvent and would have gone bankrupt 
absent a little help from their friends in Washington. The banks themselves 
can’t know what might trigger the next crisis, so it is nonsensical to expect 
that the regulators who are far removed from what actually is happening 
can have superior foresight.  

 

• Regulators will be like greyhounds chasing a mechanical rabbit – always one 
step behind. Already, implementation of the Volcker Rule, which bars US 
banks from trading for their own account, is many months behind schedule, 
and the 174-page draft of the regulations is full of ambiguities. The big 
banks’ lobbyists will make sure that there is a gray area big enough to 
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enable the banks to interpret the rules in a manner most beneficial to their 
own interests. The financial system is so complex that it will be impossible 
to develop regulations that will be effective in precluding the occurrence of 
financial meltdowns. Regulators by the nature of their work will be forever 
looking at ants while elephants tiptoe by in the night.  

Any restructuring of the banking system must arise from defining what people 
want a banking system to do. The banking system has two functions. One is to 
serve as a repository of value. Everyone wants to be able to put his money 
someplace where he can be sure it is on hand when he wants it, and it retains its 
purchasing power. The other is to serve as an intermediary between people who 
have money [lenders] and people who need money [borrowers]  

The banking system we have today commingles these functions, thereby putting 
people’s money at risk with their implied but not explicit consent. Under the 
“fractional reserve” banking system where a bank’s owners [shareholders] 
finance only a fraction – usually 1/10 or less – of its loans with the rest funded by 
depositors’ money, a bank makes a commitment it can’t necessarily keep. It is 
telling depositors that their money is safe and they can withdraw it in full at any 
time. In fact it isn’t and they can’t because the money is tied up in illiquid loans. 
This arrangement is terrific for bankers because they get to keep all the profits 
from making loans using other people’s money, but if a bank fails, the individual 
banker does not necessarily lose any of his own capital. Depositors, however, may 
get back only a fraction of what they put in. The establishment of the Federal 
Deposit Insurance Corporation [FDIC] alleviated this problem at the local level, 
but only by passing the losses on to taxpayers as a whole. 

The bigger the bank, the greater is the disconnect between the bank’s fate and 
the financial condition of the individual banker. If a banker at one of the too-big-
to-fail banks has been collecting multi-million dollar bonuses for years, what does 
he or she care if it goes down? 

When bankers make loans that are not likely to be repaid in full unless everything 
goes just right, word eventually gets out that banks have made “bum” loans and 
depositors flock to withdraw their money. A bank run ensues; banks are forced to 
call in loans to generate cash, and a general contraction of economic activity 
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occurs. This dynamic is not the result of the free market; it is the inevitable 
consequence of fractional reserve banking.  

The solution to the problem inherent in fractional reserve banking is to separate 
the depository function from the lending function. People who want to make sure 
their money is safe and available to pay bills would put their money in an 
institution that would guarantee its immediate availability for withdrawal and bill 
payment. These “money warehouses” would receive a small fee for safekeeping 
and transactions services, and would compete on the basis of the credibility of 
their assurances of safety, low cost, and convenience in implementing 
transactions 

The second banking function – matching up lenders with borrowers – should be 
done by an institution that does nothing but that. Under this arrangement where 
lending institutions acted much like today’s mutual funds, it would be clear to 
everyone who entrusted their funds to a financial intermediary dedicated to 
lending that their money was at risk. Furthermore, profits would accrue mainly to 
the people taking the risk, not the agents of the intermediary [which for the sake 
of convenience we shall call a “bank”]. Competition among these banks would be 
based on which institutions generated the best returns relative to the degree of 
exposure to permanent risk of capital loss.  

If these changes were adopted, there would be no need for a Federal Reserve 
Banking system because there would be no need for a “lender of last resort”.  

A final reform needed to protect the citizenry against the destruction of the 
purchasing power of its money would be a return to the exchangeability of the 
dollar into gold at a fixed exchange ratio. Politicians don’t like a gold standard 
because it effectively forces a nation and its government to maintain fiscal and 
monetary discipline. If, for example, holders of dollars saw that government was 
running large deficits, which were being monetized by a central bank, they would 
insist on converting their dollars to gold. The consequent drain on monetary 
reserves would push interest rates up and drive prices down. Because a gold 
standard forges a tight, short link between irresponsible financial behavior and 
adverse consequences,  it serves as an automatic governor on the universal 
tendency of politicians to consolidate and broaden their power by running ever 
greater deficits. Furthermore, although the adjustments forced by a gold standard 
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are painful, they have the salutary effect of stimulating greater production and 
exports.  
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IX What to expect 

Short of a systemic crisis, policies and institutional arrangements based on the 
market principle are unlikely to dislodge the Progressive urge to build a society on 
the foundation of the hegemonic principle. Progressive elites dominate those 
institutions most influential in shaping public opinion: Congress, the departments 
and agencies of the federal government, the mainstream media, academia other 
than the hard sciences, and the entertainment  business. Progressivism offers its 
adherents an intoxicating combination of power and sense of righteousness. No 
one is less humble and less open to evidence than those who are sure of their 
moral superiority, and almost no one gives up power voluntarily. Most 
Progressives cannot be persuaded, so they must be defeated in the court of 
public opinion and at the ballot box.  

While outgunned and outnumbered, advocates of the market principle have the 
compelling advantage of having been proven right time and again. Human beings 
do the best when the market principle is the foundation for social relations and 
their supporting institutional arrangements. Being right, however, does mean that 
anyone will listen. 

If we are correct in arguing that the market principle works and the hegemonic 
principle doesn’t, then we should expect that ever more strenuous application of 
the latter will prove futile. Despite platitudinous official assurances, the economy 
will continue to stagnate and the financial system, already fragile, sooner or later 
will experience a cascade of insolvencies as it becomes obvious that economies of 
the developed world cannot possibly grow fast enough to assure that government 
deficits will stop growing, much less decline. Whether acknowledged or not, mass 
government and bank insolvencies are in our future, as is the legitimacy of 
government. 

Progressivism has gotten the United States into a gradually accelerating, debt-

driven death spiral:  economic crisis → ↑demand for government assistance ↑ 

power to government → ↑misallocation of resources → ↑debt and taxes → ↓ 

economic activity whose value > cost → ↓ employment and production  → 
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economic crisis, and so on.  Eventually, debt relative to national income becomes 

so onerous that it cannot be serviced unless a nation’s citizens resign themselves 

to indefinite poverty.  

A politico-economic system built upon the market principle will be vastly more 

stable than hegemonic system, but the damage done by Progressivism cannot be 

corrected without pain . The self-corrective mechanisms inherent in free markets 

engage early on in response to resource allocation mistakes. Power is dispersed 

and close to the site of action, so the need for rapid recognition of mistakes and 

adaptation to changed circumstances is recognized and acted on. Nonetheless, 

even if policies compatible with the market principle were adopted today, there is 

no avoiding a very painful period of adjustment. Pulling out of the debt death 

spiral can be done only by inflation or mass liquidation of debt via bankruptcies 

and/or take-back of entitlements. Some well-known economists sympathetic to 

the Progressive viewpoint, such as Kenneth Rogoff and Paul Krugman, already are 

calling for more inflation as a way of lightening the debt load. This is tantamount 

to advocating confiscation of people’s savings and has never worked. If, after 

observing that the economy is not improving, the authorities attempt to produce 

a “Goldilocks” degree of inflation – “not too much, not too little, just right” – they 

may succeed. Ultimately, however, all they will have done is to impoverish society 

even further. The best an individual or family can do today is to focus on 

preserving what they have in terms of real purchasing power and maintaining 

sufficient liquidity to be able to take advantage of the outstanding opportunities 

that will emerge from eventual chaos. Optionality is all.  

 

 

 

 

 


