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EDITOR-IN-CHIEF’S NOTE
It has been 12 years since I founded the American Review of Political Economy. I
have nurtured this from a one-man labor of love into a respected journal that serves as
one of the top worldwide outlets for heterodox economists. I have paid all expenses,
never taking a dime from contributors or readers. The journal has always been
published as a PDF, taking on the look and feel of a full-fledged print journal. It is
abstracted in Econlit, part of the ProQuest series of journals, and listed in Cabel’s.
At the same time, I have also gone from being an adjunct professor and government
economist to a full professor and chair of a department of economics and finance at a
university in North Carolina. It is time for me to move on and hand this off to someone
else. Although I will remain on the masthead as the founding editor, it is clear that my
current responsibilities simply do not allow me to continue to run the American Review
of Political Economy in the manner that I wish to see it. For the past six months, I have
asked some colleagues to try to find a major publisher to house the journal. Until one is
found, this journal is officially on hiatus.
It has been a great run and I will continue to be affiliated with the journal even as I no
longer have day-to-day responsibilities. We will continue to fulfill our mission to publish
articles in political economy, broadly defined, from all schools of thought, both
heterodox and orthodox. The American Review of Political Economy is a place where
economists of all stripes may conduct dialogue. It has a unique mission in academia
and the world and the light of its search for truth shall never be extinguished, even if it
must be diminished somewhat due to the constraints of time.

Zagros Madjd-Sadjadi, Ph.D.
Publisher and Editor-in-Chief
American Review of Political Economy
Winston-Salem State University
North Carolina, December 2012
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Milton Friedman and the financial crisis of 2008

1

Walter E. Block
William Barnett II

Loyola University, New Orleans
Loyola University, New Orleans

Abstract
We find Milton Friedman, in part, guilty of leading to the monetary meltdown of fall 2008, at least, that is,
his ideas, concerning gold, the Fed, monetary policy, flexible exchanges rates and other elements of
international financial arrangements. However, contrary to the views of some Austrian economists, we
take the position that had his 3% rule for the annual expansion of the money stock been followed by the
Fed, the Austrian Business Cycle of late 2008 would not have occurred.

Key words: Gold; Austrian business cycle; Milton Friedman; monetarism
JEL Codes: E3, E32

INTRODUCTION
Is the intellectual legacy of Milton Friedman responsible for the fiscal crisis of 2008?
Like the two handed economist of stage and screen, we answer “yes” and “no.” On the
one hand, he is guilty of contributing to the thinking of most mainstream economists on
issues such as the appropriate level of aggregation for macroeconomic analysis (he
actually used a more aggregated analysis than Keynes), gold, the depression of the
1930s, flexible or floating exchange rates and support of the Federal Reserve System
(the Fed). And on those issues his analyses have been wrong; the policy prescriptions
he thought followed therefrom have been deleterious. On the other hand, had his policy
prescription for the money stock been followed (a slow and steady increase at an
annual rate of about 3-5%), it is our view that it would not have given rise to the present
Austrian Business Cycle (ABC).
In section II we put forth our thesis: Friedman, that is, his ideas, is indeed responsible
for our financial meltdown, in general; however, his specific 3% monetary increase rule
1

The authors thank Lew Rockwell and Joseph Salerno for aiding and abetting us in the writing of this
article. We also thank Tom DiLorenzo, Jeremie Rostan, Bettina Greaves and John Cochran for
bibliographical help. A special mention is hereby made of a referee of This Journal who radically
improved our paper with several of his suggestions. All errors are of course the responsibility of the
present authors.
Copyright 2013 American Review of Political Economy June 2012/June 2013 (volume 10, number 1/2): 2‐17
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for the Fed is not. Section III is devoted to several objections. We conclude in section
IV.

THESIS
Let us consider some of the specifics, as the “devil is often found in the details.”
Why gold? This precious metal serves as a check on the avaricious, greedy tendency
for government to grab up more and more of the nation’s wealth. They have only three
ways of doing so, other than straight out confiscation, compensated or not – just ask
Mrs. Kelo: taxation, borrowing and inflation. The recent massive bailouts will at most be
financed only partially with additional taxes. Moreover, the American private sector and
the U.S. Government are pretty much borrowed out – any credit financing would have to
come in large part from foreigners, especially foreign governments and Sovereign
Wealth Funds. That leaves inflation, the most insidious of the three techniques. With
gold as money, the Federales’ ability to raise money in this manner would be severely
truncated. Yet Friedman was all his life a staunch opponent of the gold standard, much
to his discredit as a free enterpriser.
His analysis of the 1930s depression (Friedman and Schwartz, 1963) is also
problematic in this regard. He ignores the huge, but unwarranted, credit expansion of
the 1920s which set the stage for the economic debacle, and, instead, focuses on the
fact that the Fed allowed the money stock to decrease by about one third during the
Great Depression. His prescription for the Fed during a crisis (we can extrapolate and
infer he would take such a position at present) is by all means do not allow anything like
that to happen again.2 Such is Friedman’s stature in the economics profession that we
need have no fear that Ben Bernanke will ignore this analysis and advice. No, the
monetary base has skyrocketed as of late, and the expectation is for more of the same.
Yes, ordinarily, the Friedman public policy calls for a slow steady growth in money. But,
during a crisis, he was a bitter opponent of monetary deflation, and thus a champion of
price inflation.
2

“…Ben Bernanke apologized to Friedman publicly for the Fed's failure to inflate during the early 1930s
and promised it would not make the same mistake again.” See Bernanke 2002.
http://www.libertyasylum.com/FreidmanMyth.htm
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But as Ron Paul asked Fed Chairman Ben Bernanke: "How in the world can we
expect to solve the problems of inflation, that is, the increase in the stock of money, with
more inflation?"3 And according to F.A. Hayek: "To combat the depression by a forced
credit expansion is to attempt to cure the evil by the very means which brought it about;
because we are suffering from a misdirection of production, we want to create further
misdirection – a procedure that can only lead to a much more severe crisis as soon as
the credit expansion comes to an end."4 Or, to put this is much more practical terms,
you cannot put out a fire started with gasoline, by pumping more gasoline onto it.
In the international arena, Milton Friedman was a champion of flexible or floating
exchange rates between the different national fiat currencies. He based this on the idea
that fixed exchange rates would be akin to price controls, anathema to all supporters of
free enterprise. At least with fixed exchange rates in international trade there is a limit
on inflation on the part of all the countries in the world. Unless they inflate in tandem, an
unlikely event over any extended time period, those with the loosest monetary policy will
face balance of payments problems. Not so with flexible exchange rates. Here, the
currency of the inflationary countries will tend to decline in value, but this is less likely to
serve as a barrier to inflation. So, again, Milton Friedman allies himself with the forces of
easy money and inflation.
Now, for the “other hand” side of this issue. First, Milton Friedman was interviewed5
in 2006. At the very end of the interview, Friedman does say that the Fed cannot be
expected to stick to his monetary rule. However, he does not apologize for long
advocating this system. This Nobel Prize winner said that he should have leaned more
heavily on Public Choice Theory, and realized that no group of high paid bureaucrats
who sought prestige would confine themselves to limiting money stock increases to
anything like the 3-5% range. That is all to the good. And, so is the fact that had this
advice been followed (Friedman, 1960), it is unlikely that we would now be facing the
sort of economic meltdown besetting us. Indeed, strict adherence to this rule would
3

http://www.whiskeyandgunpowder.com/Archives/2007/20071113.html
http://www.lvrj.com/blogs/vin/Attempts_to_prevent_liquidation_once_the_crisis_had_come.html
5
http://www.reason.com/news/show/38384.html; we owe this cite to Jeff Herbener. Also, see this
pertinent interview with Friedman: http://www.econlib.org/library/Columns/y2006/Friedmantranscript.html;
we owe this cite to James Chappelow, and Christopher Westley.
4
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have made the U.S. currency by far the strongest, hardest (e.g., least inflationary) in the
entire world.6
Do we favor Friedman’s Fed rule for a 3% annual monetary growth? Indubitably not.
First, we urge the abolition of the Fed in its entirety (Rothbard, 1962), and its
replacement with a 100% gold backed dollar, with no fractional reserve banking,7 no
legal tender laws, no monopoly of the mint, etc.8 Second, even this modest increase in
money will have deleterious effects. Resources will be misallocated, and will continue to
be misallocated (Block, 1999). But this will resemble, more, a low grade fever, where we
do not grow as fast (or even decline gradually), and are not as prosperous, as we could
have been in the absence of Friedman’s pernicious 3% rule. Call it a series of minor
recessions if you will, but the Friedman rule will not give rise to anything like the
monetary debacle from which we are now suffering, as of fall 2008. It is a staple of
Austrian Business Cycle Theory (ABCT) that any change in the fiat money stock that
flows through the credit market will eventuate in a misallocation of resources.9 But, it is
a misinterpretation of this view to claim that even a very slight increase thereof10 will call
forth the ABC.

6

See on this Gwartney, Lawson and Block, 1996, table 1a, pp. 244-246; Gwartney, and Lawson, 2007,
pp. 39-181
7
In fact, we go further. We oppose the intertemporal carry trade; i.e., the practice of borrowing short and
lending long, of which fractional-reserve banking is but one form (Barnett and Block, 2008B).
8
If we abolish the Mint, legal tender laws, etc., how do we propose to outlaw the intertemporal carry trade
unless there is an extremely ruthless government bureaucracy regulating everything? Indeed, how do we
get to a 100% gold backed dollar in the first place? Fractional reserve banking historically was not the
product of government but of the market. What is to prevent banks from engaging in this behavior without
regulation? Our answer to these questions, posed by a referee of This Journal, is that yes, of course, we
favor regulation: against murder, theft, rape, arson, and, why not also fraud, of which of borrowing short
and lending long (including fractional reserve banking) is an aspect? Presumably, the forces of law and
order, whomever they may be, can take care of all such lawlessness. But this does not imply “regulating
everything.” It merely requires that criminality be put down (to specify precisely how this would occur
would take us too far from our present concerns.) It cannot be denied that fractional reserve banking
historically was not the product of government but of the market. But the state allowed this criminal
behavior to occur, and even encouraged it. In any case, if private crime takes place, this is all the more
reason to favor its extirpation. What will prevent banks from engaging in this behavior is precisely
regulation, of the sort that protects against fraud and theft.
9
No change in gold money results in a cycle regardless of the nature of the change; e.g., jewelry to coins
or vice versa, and how the change is effectuated; e.g., lending or spending any new gold money into
existence or removing from the supply of credit and stock of money, any interest or principle payments by
making jewelry out of the coins so repaid.
10
See section III of this paper, below.
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OBJECTIONS
What might a critic of Austrian economics say to the foregoing? Here are some
possibilities:
A. Since there exists economic growth, over the long-term a stable currency base will
cause deflation unless it is generally offset by a precisely equivalent rise in the velocity
of money. This is not generally a problem except that existing contracts all presuppose
inflated money and thus not only a change in velocity but also in the money supply. This
would require a one-time contractual downward adjustment to all contractual interest
rates. Otherwise, it will be impossible for debtors to meet their obligations and creditors
will realize an unanticipated and ill-gotten gain on their investment merely because of
the switch. This switch will cause a misallocation of resources because deflationary
times will result in many contracts going “underwater” unless this downward adjustment
occurs (it is necessary for such contracts to be such that they will generally anticipate
reducing the principal faster than the projected deflation or else you end up with
underwater contracts, which may lead to strategic default). It is true that this can be
alleviated by increasing down payments but we must deal with the transition and a
conversion to the ABCT would be disastrous unless these considerations are made. It is
for this reason that a Friedman 3%-5% solution is a preferred intermediate solution with
full-backed Austrian gold standard only occurring some 30 years in the future. Friedman
was anything if not practical and presumably would agree with this prescription as a
precondition for even considering a gold standard.
The second point raised is one of prudential judgment: gradualism vs. immediacy /
instantaneity. People act on expectations. Anytime someone acts upon what turns out in
retrospect to be incorrect forecasts, resources are misallocated. First, this objector
maintains, “existing contracts all presuppose inflated money.” This is a conjecture on his
part. Certainly, historically low rates of interest, both currently and for some time past,
would seem to contradict this position. There is no way to recover from the disastrous
situation we find ourselves in (circa 2011) without recognizing the massive misallocations of resources, both past and present, by reallocating them in accordance with
real preferences, in contradistinction to their apparent preferences as seen through the
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lenses of artificial interest rates, and accepting the financial losses which are the
counterpart of these economic losses. Moreover, it is not at all clear who the winners
and losers are and would be. Currently, many responsible people who worked hard and
saved for the future are forced to accept either negative real rates of return on their
savings or speculate in the hope of at least maintaining their capital in real terms.
Furthermore, gradualism is what turned the depression that began in 1929 into the
Great Depression that lasted for more than a decade. We contend that had the
government followed the same type of policies it followed in the “depression of 19201921,” what became the “Great Depression of the 1930s” would be known, instead, as
the “depression of 1929-1930/31.” Second, his point is similar to Fisher’s Debt-Deflation
theory. The idea is that excessive debt results in deflation which causes depression.
This may be true, but it tells us nothing about the duration and severity of the
depression. Allowing markets to work, without increasing or decreasing the amount of
fiat money/credit is the best way to shorten a depression caused by excess leverage
resulting from increased fiat money/credit.
As to Freidman “considering” gold as money, this is unlikely in the extreme, certainly
not on the basis of any such assumptions as posed in this objection. Freidman’s
antipathy to the gold standard is of such severity, and long duration that, in our opinion,
there is virtually nothing that would have changed his mind on this matter.11

VIOLATION OF ABCT
“As people adjust their expectations to the 3% rate of monetary expansion, the nominal
and real interest rates will inevitably rise and some investment projects will be revealed
as unsustainable. The Fed will then be faced with a dilemma: increase the rate of
monetary expansion to push interest rates down again to avoid recession or stand pat
and allow the recession to occur. The recession may be minor, but it will occur sooner

11

For Friedman’s withering criticism of gold as money, see Freidman (1960). For an Austrian critique, see
Barnett and Block, 2009C, Block, 1999.
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or later."12 (Obviously, this refers to a fiat-money expansion, as there is no way any
government can maintain a commodity-money expansion at 3% or any other rate.).
One reaction of ours to this possible criticism (made by a fellow Austrian economist)
is that this constitutes more of a verbal dispute than a substantive one. What this critic
says about expectations cannot be denied. But, we are choosing to call what would
ensue a “low grade fever,” while he characterizes it as a “minor recession.”
But there is a substantive point involved here, too; two of them, actually. First, there
is the continuum issue (Block and Barnett, 2008A). As stated, our critic’s view cannot
be maintained. For, suppose that Friedman’s rule was changed from a 3% annual
money growth to an annual money growth of 0.0000003%. To give you some idea of
the magnitudes involved, according to the St. Louis Fed, M1, currently, is approximately
$1.5 trillion. The percentage we hypothesized, arguendo, would mean an increase of
some $4,500 in the first year, and $4,500.0000135 in the second year, etc.13 It seems
absurd to insist that the consequent misallocation of resources that would result from
such a policy, even if significant to the individuals suffering therefrom, would be of much
consequence from an overall point of view of the economy, much less of a magnitude to
cause a business cycle. The point is, if our critic is correct, a “minor recession” would
follow even such a trivial increase in the money stock, and that is just plain wrong.
Second, there is the distinction that must be made between praxeology and
thymology in Austrian economics. From a praxeological point of view, there is no reason
to think that even if everyone adjusts their expectations to a 3% rate of fiat-money
expansion that their expectations about price inflation or other relevant variables will
converge. This is the case if for no other reason than that relative prices change and
different individuals buy different goods. Moreover, in such a situation there is no a priori
reason to think that both nominal and real interest rates will increase. To the extent that
such a policy reduced uncertainty, it can be expected to reduce real interest rates, in

12

"But even if the money supply is increased just sufficiently to prevent a fall in prices, it must have
basically the same effect on the structure of production as any other expansion in the quantity of money
not 'justified' by an increase in output" (Hayek, 1984. p. 94); see also Skousen (1990, pp. 355-56).
13
If the money stock is $15 trillion in year one, and it increases by 0.000000003% ($4,500) the next year,
year two, it will be $15 trillion + $4,500. If it again increases by 0.000000003%, the increase will be
$4,500 + $0.0000315, or $4,500.0000135

Block & Barnett: Milton Friedman and the financial crisis of 2008

9

general, although real world barriers to perfect arbitrage might prevent such a result
from being universal.

And, the nominal interest rate premia over the relevant real

interest rates might be expected to be 3%, but again there are barriers to arbitrage and
differences in expectations about price inflation, even given identical expectations about
fiat-monetary growth.
Moreover, in our thymological judgment, particularly assuming, arguendo, Friedman’s
supposition of a 3% annual real growth rate in the economy, his plan for the Fed would
not result in anything deserving the name “recession.” That is, we are now involved in
an empirical dispute with our critic, not one involving Austrian principles. Just how
serious an economic disruption would occur? As a matter of prudential judgment, our
critic is far more pessimistic than we are on this issue.
With regard to this objection, what we have is a disagreement about an empirical
issue. There is no doubt that, in the Austrian tradition, lending new fiat money into
existence, no matter how tiny the amount, causes a misallocation of resources, and that
the greater the quantity of new money so injected in a given time period the greater is
the misallocation of resources.
However, not all such injections cause a business cycle. For example, we cannot
believe that any rational man would think that, with our current monetary system, an
increase in the money stock of $1 per year would cause a business cycle, even if this
increase were to continue ad infinitum. So there are two empirical issues. First, in a
particular society what rate of growth of the money stock would be the minimum that
would cause a misallocation of resources of sufficient magnitude to be worthy of the
designation “business cycle?” (This would, in our opinion, vary depending on the
specific details of the injections.) Second, could and would a government be able to limit
itself, and its accomplices, to sufficiently low such rates that it would not eventually
exceed the relevant limits and set off a business cycle?
Although, obviously, we do not know the answer to the first question, but suspect that
Friedman’s 3% rule, strictly adhered to, might be very near, though below, the critical
limit. Of course, we may well be wrong, and it might be significantly higher than that
limit. Nevertheless, unless one is prepared to argue that a $1 increase in the fiat money
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system each year is sufficient to set off an Austrian Business Cycle, one must admit that
this is not a matter of praxeology, but, rather, an empirical matter. The answer, then,
depends upon evidence not currently available or likely to become available, as no
government has ever followed Friedman’s rule, nor does it seem at all likely that any
one will do so in the future. So we are left to speculate.
As to the second question, we think history provides the clear answer: NO!
Disclaimer: Nothing in the foregoing should be read to mean that we support Friedman’s
analysis or his policy prescription; on the contrary, we favor 100% commodity money or
monies, as individuals may freely choose, and oppose fractional-reserve banking, as
well as the practice of financial intermediaries borrowing short and lending long (Barnett
and Block, 2008B).
But our fellow Austrian economist is not the only one to call our analysis into
question. An unusually active and insightful referee of this Journal poses this challenge
to our views:
“I am unclear as to what it means to say that ‘As people adjust their expectations to the 3% rate of
monetary expansion, the nominal and real interest rates will inevitably rise and some investment
projects will be revealed as unsustainable.’ If by this it is meant that if people adjusted to a 3% rate
of monetary expansion based on the presupposition of a gold standard, then, yes, nominal and real
interest rates would rise with the inevitable inflation (the real interest rate would rise due to
increased volatility of individual investments as inflation rises and the nominal interest rate would
rise with inflation). However, if we begin with the current regime of fiat money, then I do not
understand this statement. A 3% rate of monetary expansion guaranteed by law should reduce
both nominal and real interest rates dramatically as inflation would fall to near 0% given the longterm growth pattern of the economy is about 3%.”

We respond to this query as follows. Insofar as this point is concerned, the referee
only has a problem re fiat money. First, no government can “guarantee” a “3% [or any
other] rate of monetary expansion. Moreover, even if governments could guarantee a
3% increase in the monetary stock, changes in the financial sector (and other factors)
have in the past, and almost certainly will in the future, affect the degree of hoarding
(aka the velocity of money). Second, fiscal and regulatory policies affect rates of real
growth. Therefore, even if people were to adjust their expectations to a 3% rate of
growth of fiat money, there is no reason to think that their expectations as to other
variables would converge. Furthermore, given changes in hoarding and possible fiscal
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and regulatory changes that could affect real growth rates, it is not at all clear what
would happen to nominal and real interest rates. It is hard to imagine that current (2011)
nominal rates at historically low levels and negative real rates would or could fall
“dramatically.” Nominal interest rates are set in credit markets and, to the extent they
exist objectively, so are real rates. Buyers and sellers of debt agree to credit transactions based on a number of factors, not merely the rate of growth of the fiat money
stock.
This referee also objects to our analysis on these grounds: “Friedman also supported
the 100% reserve system, so there is really a question about the quote from Hayek: ‘But
even if the money supply is increased just sufficiently to prevent a fall in prices, it must
have basically the same effect on the structure of production as any other expansion in
the quantity of money not “justified” by an increase in output.’ Under a 100% reserve
system and, assuming constant velocity of money, a money supply increase that would
be sufficient to prevent such a price decline would absolutely be justified only by the
equivalent increase in output. Therefore, I don’t understand the rationale for this quote
and question whether it is misapplied to a fractional reserve system (which Friedman
opposed).”
Here is our response: the Hayek quote has nothing to do with 100% reserve banking.
Rather, it concerns an increase in the stock of fiat money barely sufficient to keep prices
from falling in a growing economy. Hayek’s point is that: “The expectation that prices will
not change calls forth an excessive rise in output for the future…. In just the same way
as in the cases previously discussed, however, the quantities of present goods which
producers want to obtain at the given price [sic] will not be available, precisely because
of the expansion of output for the future” (Hayek, 1984, 93). That is, Hayek makes the
case that an increase in the stock of fiat money barely sufficient to maintain a constant
level of prices in a growing economy with “[t]he expectation that prices will not change”
nevertheless distorts the structure of prices in such way as to cause an inter-temporal
misallocation of resources. Therefore, regardless of whether there is 100% reserve
banking or fractional-reserve banking, an increase in the money supply that maintains
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price level constancy nevertheless causes a business cycle, assuming always that the
magnitudes involved are sufficiently large.

ANALOGY FROM MINIMUM WAGES
“… Next you'll tell me that increasing the minimum wage by a dime does not necessarily
cause unemployment. Well, OK, but why in the world would one make such an
argument on a libertarian site?” Our answer to this objection is as follows. More apt
would be raising the minimum wage from zero to $3.00 per hour. There would be some
unemployment created if this were done, but it would be very small. How many workers,
after all, have labor productivies between these two points? Indeed, even raising it from
zero to $5.00 in the present situation wouldn’t create much unemployment (except for
child labor, mentally handicapped) in our empirical judgement. We are talking prudential
judgement, keeping a sense of proportion, here, not praxeology. In contrast, raising the
present minimum legal wage by a dime would eventually unemploy thousands of people
whose productivity lies between the old minimum wage and the new one.

FISHER
Your thesis supports “Fisherism-Friedmanism as versus Mises, Hayek, Rothbard, and
Hazlitt. These latter economists can be wrong, but not on inflationism and the business
cycle…”. We are not at all communicating if anyone thinks this is an issue of FisherismFriedmanism versus Mises, Hayek, Rothbard, and Hazlitt, at least not in our view. As
we see matters, the first objection, supra, holds, in effect, that if the Fed increases the
money stock by so much as $1 per year, this will cause a “minor” ABC. The present
authors, in sharp contrast, are saying that this is silly. Yes, an increase in the money
stock by $1 per year will give the economy a (very slight) fever in the form of misallocated resources, but that this won’t rise to the level of an ABC, not even a “minor”
one. In a sense, all this constitutes a verbal dispute. However, there is a substantive
dispute, too, as concerns proportionality. Consider the following: Michael Jordan jumps
high into the air in order to dunk a basketball. Now, at this point in time, there are not
one but two things that are true:
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1. The mass of the earth is distorting space-time in such fashion as to pull Michael
Jordan back to the earth with its gravitational force.
2. Michael Jordan’s mass is distorting space-time in such a fashion as to pull the
earth back to him with his gravitational force.
However, this superlative athlete has a mass of only some 100 kilograms. The earth,
in sharp contrast, has a much greater mass, approximately 6•1024 kilograms. Yes, it
cannot be denied, each of these bodies exerts a gravitational force upon the other. But,
as anyone with a modicum of common sense will acknowledge, the disparity in their
masses is so overwhelming as to render the ignorance of one of these “forces” a
reasonable one. That is, we may safely ignore the second of the two propositions
above.
We suggest that, just as in the Michael Jordan gravitational case, a tiny increase in
the money stock will indeed have deleterious effects, but, we insist, very small ones,
just as this basketball player exerts on the entire planet. As long as the government can
maintain its 3% annual money stock increase, no ABC will likely emerge. ABCs come
about only when the Fed is forced, due to fear of runaway inflation, to cut back. But, our
thymological expectation is that a 3% money increase would not be sufficient to do this.
This is particularly true when we realize that such an annual rise in the money stock
would be, by far, the lowest of all national currencies. This would render the U.S. dollar
the hardest of hard currencies in the entire world. It is difficult to see what forces would
compel such a Fed to pull back, thus creating an ABC. The Friedmanian 3% rule would
cause a slow fever for the economy. It would not be as vigorous as otherwise it might
be. But, his rule would not give rise to an ABC.14
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Shostak (2008), with which we are in full agreement, comes close to being relevant to our concerns,
but does not quite fully connect with our present paper. He states: “Let us, however, make the unrealistic
assumption that the central bank is successful in maintaining the money-supply rate of growth at a fixed
number. Will this lead to economic stability as suggested by Milton Friedman? . . . We have seen that
printing money always creates false nonproductive activities. So if the fixed-money rule were to be
enforced, over time it would lead to the expansion of false nonproductive activities. This, as we have
seen, is going to weaken the wealth generators and thus undermine the real economy. The longer that
Friedman's rule is implemented, the worse it is going to be for wealth generators and hence for the
foundations of the economy. At some stage, once the percentage of false activities surpasses the 50%
mark, the economy is going to collapse. . . . We can thus conclude that Friedman's monetary rule is
another way of tampering with the economy; it cannot lead to economic stability.”
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INNOVATION AND ABUSE OF FINANCIAL DERIVATIVES IN WALL STREET
Is it possible that the innovation and abuse of financial derivatives in Wall Street has
been responsible for the present economic debacle, and not any of the considerations
(fractional reserve banking, fiat currency, the FDIC, legal tender laws, absence of the
gold standard) which form the mainstay of Austrian economic analysis? If so, this would
serve as a condemnation of the present paper. In our view, this is not likely15 true. Let
us try to address this important issue.
What are financial derivatives? They are financial instruments that rely for their value
on the prices of the constituent elements of which they are comprised. A mutual fund is
a company whose main purpose is to own stocks in, and bonds of, other firms, as well
as cash, money market instruments and other such holdings. It is not usually thought of
as a financial derivative, but it fits the criteria thereof. Simple derivatives include futures,
forwards, options, and swaps. What all these have in common is that they are attempts
on the part of market participants to reduce risk. But this is just the tip of the iceberg. In
the modern era, at the beginning of the teen decade, there are numerous very complex
financial derivatives, an examination of all of which would take us too far afield for the
purposes of the present paper. However, it is incumbent upon us to address the
question of whether or not they are responsible for the present economic meltdown,
contrary to our thesis.
Although this can only be a general presumption, given that we are not scrutinizing
the entire gigantic panoply of financial derivatives, there are reasons to think this is not
the case. First and foremost, they all consist of voluntary contractual arrangements.
Market participants necessarily gain, in the ex ante sense, whenever they give up
something as part of a trade, for something they value even more. This sort of
arrangement makes bad straw for the bricks of economic debacle. Second, “Financial
The reason Shostak (2008) is orthogonal to our concerns is that he does not address himself to a
Freidmanite type rule calling for an exceedingly small increase in the money stock, as we have done,
supra.
15
Our reservation does not involve the typical anti market critiques of these institutions. Rather, there are
so many of these, many but not all are relatively new, and complex, we have not yet determined whether
or not any of them run contrary to our concerns about time mismatching. See on this Barnett and Block,
2009A, 2009B.
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derivatives are not new; they have been around for years” (Siems, 1997), some, even,
since the time of Aristotle. Given the truth of this statement, it is difficult to understand
why they would only be creating the havoc for which they have been charged in recent
times. Third, as a generalization, financial derivatives are methods of shifting risk from
those who do not wish to bear it, and are willing to pay others for the service of taking it
off their hands, and to those who are willing to take on these responsibilities, for a fee. If
it is not disruptive for some people to clean the houses of others who do not wish to do
so, for a payment, or to repair the automobiles of those who are unable to do so, for a
fee, why should be so when it comes to the shifting of risk? Fourth, puts and calls, short
selling and other speculative actions via financial intermediaries help set proper prices
not only for tractors, but far more important, for actual firms, via the stock market
(Murphy, 2006A, 2006C). Fifth, according to Murphy (2006B), “Just as varying interregional prices serve to efficiently allocate goods and services over space, so too do
varying inter-temporal prices allocate them over time.” Yet, without future and forward
markets, also aspects of financial derivatives, generation of these latter prices would be
rendered far more difficult. In a world where futures markets were prohibited by law, this
sort of allocation would be faced with the difficulties that Mises (1922) pointed out would
afflict central planners of the economy. Consider one last example, the credit default
swap. Here, people arrange insurance with each other, to allay the risk of a bankruptcy.
Why this should end up creating a depression, as opposed to entrepreneurs attempting
to protect themselves from one, is not easy to see (Murphy, 2009, Wall Street Journal,
2010). Contrary to the critics of financial derivatives, they tend to bring about economic
efficiency, not mayhem.

CONCLUSION
At the time of this writing, there is a brou-ha-ha at the University of Chicago16 over the
issue of whether or not a new institute named after Milton Friedman ought to be
inaugurated. The campus lefties are up in arms in opposition, blaming this Nobel Prize
Winner in Economics for many, many things. Well, one thing they cannot blame him for
16

http://www.chicagotribune.com/business/chi-tue-friedman-protest-oct21,0,1125996.story
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is this: if the Fed had followed his 3-5% annual increase in money advice, we would
likely not be in as severe an economic recession as we are now suffering from.
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Resource-Allocation Advantage and International
Trade
Peng Yu

Abstract
This article demonstrates that wealthy and advanced nations have the capacity to absorb additional
resources to the nontradable sectors. This absorption capacity provides them with an advantage in resource
allocation, which consequently transforms to welfare gains in trade. The author builds a mathematical model
that captures this institution of resource-allocation advantage and that provides a measure of its welfare
effect on trade. The model also compares the relative strength of such advantage between wealthy nations.
It draws three main conclusions: (1) the resource-allocation advantage makes wealthy nations better off; (2)
immiserizing growth is less likely to occur to wealthy nation; and (3) some key economic parameters such
as productivity and national wealth level can affect trade gains.

Key Words: resource-allocation advantage, absorption capacity, constrained Nash
equilibrium, immiserizing growth, national strategy, nontradables, role of nation in trade
gains
JEL: C70, F10, I31

INTRODUCTION
It is observed that nations with high income and national wealth consume certain nontradables with systematic high quality, such as high quality of environment, high
standards of healthcare, and first-class higher education that poor nations can barely
afford. The demand for these nontradables highly depends on the income and wealth
level of a nation. When income and wealth increase, people tend to increase demand
for a better environment, healthcare system, and higher education. These specific
nontradable sectors can absorb resources when demand in the tradable sector is
relatively weak. The recent recession in the United States, which started in December
2007 and ended in June 2009,1 had a peak unemployment rate at 9.8%. However, the
data from the Bureau of Labor Statistics show job growth in the education and healthrelated sectors during the recession. The educational services sector added almost
1

It is determined by the National Bureau of Economic Research.
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114,000 jobs, a 3.82% increase, and the health care and social assistance sector added
almost 492,000 jobs, a 3.17% increase.2
It is also observed that, on many occasions, the amount of resources allocated to
these sectors is, to some extent, strategically determined or influenced by national
policy. For example, in fiscal year 2010, the U.S. government spent (budget outlays)
$43.7 billion on natural resources and environment; $127.8 billion on education,
training, employment, and social services; $369.1 billion on health; and $451.6 billion on
Medicare.3 The reported U.S. government spending on the American Recovery and
Reinvestment Act of 20094 shows that the Department of Health and Human Services
and the Department of Education are the two agencies that have paid out the most
money at $105.05 billion and $70.51 billion, respectively. The combined spending
accounted for 49.4% of the total spending.
Bearing these phenomena in mind, I build a trade model that explains why the
resource absorption created by these nontradable sectors provides a resourceallocation advantage and hence advantage in trade gains. The hypothetical example in
the next paragraph demonstrates the basic idea of the resource-allocation advantage.
Consider a trade system of two Robinson Crusoe economies. One economy consists
of a baker, and the other consists of a shoemaker. For simplicity, assume that the baker
can only engage in two activities: (1) producing bread and (2) having leisure time.5 He
will not make shoes; instead he will trade bread for shoes with the shoemaker. At the
beginning, the baker only engages in producing bread. In time, he becomes more skillful
and increases productivity. He produces a sufficient amount of bread for his own
consumption and for trading for shoes. At this point, he is able to work fewer hours in
the bakery and enjoy more leisure, which yields two gains. First, the baker benefits from
a better term-of-trade as a result of reduced supply of bread, compared to if he works in
the bakery full time. Second, leisure generates satisfaction and health for him. The time
2

Employment data are seasonally adjusted.
Data are from Budget of the United States Government: Detailed Functional Tables Fiscal Year 2011.
Data are available at http://www.whitehouse.gov/sites/default/files/omb/budget/fy2012/assets/27_14.pdf
4
Data are updated on 01/21/2011 at recovery.gov and available at
http://www.recovery.gov/Transparency/agency/Pages/AgencyLanding.aspx
5
It refers to the additional leisure besides the necessary rest needed to reproduce his labor. If working
eight hours a day is the norm, working less than eight hours a day is considered as having leisure time.
3
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that the baker can afford to spare on leisure depends in large measure on his
productivity in making bread. If his productivity is low, he has to work an adequate
number of hours in the bakery to reach sufficiency in production. He may not
necessarily be able to or, more precisely, be willing to have leisure time. In other words,
the baker has a resource-allocation advantage if he is sufficiently productive. Further,
the comparison can be made between the baker and shoemaker. If the shoemaker
cannot afford to spare time on leisure while the baker can, with other things being equal,
the baker definitely has an advantage in allocating his resources –an advantage then
can be materialized in terms of the twofold gains mentioned earlier.
This article builds a mathematical model to capture this institution of resourceallocation advantage demonstrated by the aforementioned hypothetical example. It
provides proof of its welfare effect on trade gains. The model fits the observed
phenomena mentioned earlier: (1) absorption occurs in some nontradable sectors, and
(2) the government strategically allocates resource to these nontradable sectors. The
model highlights three main conclusions: (1) the resource-allocation advantage makes
wealthy nations better off; (2) immiserizing growth is less likely to occur with wealthy
nations; and (3) some key economic parameters such as productivity and national
wealth level will affect trade gains by nation. Even though a large amount of interest is
devoted to address trade between wealthy and poor nations, it does not undermine the
fact that the proposed model can also be equally applied to trade between wealthy
nations. After all, resource-allocation advantage reflects relative strength between
nations. The model provides a measure of resource-allocation advantage.
The remainder of the article is organized as follows. The next section relates the
proposed model with the literature. The third section lays out the framework and
assumptions for the model. After that is a discussion of the terms and volume of trade.
The fourth section discusses trade equilibrium, measure of resource-allocation
advantage, and the effect of system parameters on national welfare. The final section
concludes.
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LITERATURE
First, the proposed model is compared with some key models. Second, the proposed
model is compared with other models that address the role of nation in trade gains.
Third, I compare the purpose of including nontradables is compared with other models.
Comparison with Key Models
Baldwin (1948) used a diagrammatic analysis to establish the optimum price and
production equilibrium for a monopoly given the other trading nation’s offer curve.
Johnson (1953) showed trade equilibrium and welfare when both nations have market
power through tariff and retaliation.6

7

Both models assume that nations have complete

and direct market power over tradable goods, and both models demonstrate that one
nation can expand its gains at the expense of the other. The proposed model shows
comparable welfare effect to their models. However, it discusses a seemingly similar but
completely different question. It does not address how nations can obtain additional
trade gains by manipulating their trade policy. It illustrates that wealthy and advanced
nations have advantage in resource allocation, which leads to gains in trade. No trade
policy is associated with such gains. The proposed model is distinguished from
Baldwin’s and Johnson’s models in two fundamental ways: (1) nations have only a
confined and indirect market power on tradable goods by strategically allocating
resources to the nontradable sector; and (2) most importantly, trade is still free and
production of tradable goods is still efficient. The similarity of these models is that they
all address how a nation can affect gains from trade (mostly at the expense of other
nations compared with the situation if the specific influence of the nation does not exist).
However, the role of nation can be quite (even fundamentally) different. The proposed
model highlights a national advantage and active national role in resource allocation as
the results of high productivity in the tradable sectors.
Johnson (1967) and Bhagwati (1958, 1969) addressed the possibility of income
losses from increased efficiency. In their models, they showed that increased efficiency
can increase supply and hence deteriorate the terms of trade. When this occurs,
6

Also see, for example, Johnson (1951, 1953, 1960, 1965a, 1965b), Hagen (1958), Syropoulos (2002),
Tower (1975), and Gehrels (1971).
7
Riezman (1982) discussed the issue through a strategic point view.
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immiserizing growth will occur. The proposed model demonstrates that immiserizing
growth is less likely to occur (or at least has dampened effect) to wealthy and advanced
nations. This is because they have the capacity to absorb extra resources into certain
nontradable sectors to reduce the stress facing the tradable sector. In contrast, this
article shows the possibility of the terms of trade and income increase when productivity
increases in the tradable sector for wealthy and advanced nations due to resourceallocation advantage.
The Prebisch-Singer hypothesis argued that the terms of trade between primary
products and manufactured goods tend to deteriorate over time because income
elasticity of demand for manufactured goods is greater than that for primary goods.
Debaere and Lee (2003) argued a more realistic version of the Prebisch-Singer
hypothesis on the basis of their findings of a positive correlation between a country’s
terms of trade and its per capita gross domestic product (GDP) or its research and
development (R&D) induced productivity. Considering per capita GDP and R&D as
proxy for differences in quality and variety of output, they argued that countries can
avoid adverse terms of trade through quality and variety upgrading. They suggested
that big countries are able to affect their own terms of trade. Hallak (2003) suggested
that quality affects pattern of trade, i.e., rich countries import more from countries that
produce high-quality goods. The proposed model emphasizes the systematic quality
difference that occurs in the nontradable sectors across nations. The ability to sustain
high-quality systems in certain nontradable sectors gives wealthy and advanced nations
the capacity to absorb additional resources from the tradable sectors. However, key to
sustain high-quality systems in the nontradable sectors is high productivity in tradable
sectors, which consequently transforms to an advantage in resource allocation.

The Role of Nation in Trade Gains
This section emphasizes the role of nation in trade gains. It relates to the existing
models and adds a new dimension to this rich literature. The existing literature can be
roughly categorized into three areas: (1) trade-related government strategy, such as
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strategic trade policy; (2) national advantage, such as wealth and technology; and (3)
competitive advantage induced by national policy and strategic planning.
Trade-related government strategy has been discussed along several different lines.
One important line of argument is trade restriction and protection. Besides the literature
discussed previously, some authors have addressed government protection on special
occasions to obtain gains from trade. For example, Bagwell and Staiger (1990) showed
that countries use special protection to exploit gain from trade when trade volume is
high. Mann (1987) argued that periods of macroeconomic stress especially linked to
trade imbalances decrease the benefits from free trade for the United States. Therefore,
the United States, in such periods, tended to threaten its trading partners with a shift of
its trade policy, which may lead to negotiations to open markets. However, the deviation
from consensual international code of trade conduct by the United States on some
occasions evoked tit-for-tat retaliations from its trading partners.8
Another influential line of argument is strategic trade or industrial policy. It
emphasizes how government can use industry policy in an international oligopolistic or
duopoly market to obtain comparative advantage for national industries. Trade is
intervened in the sense that a nation’s government supports its national firm to compete
with foreign firm(s). Thus, government support provides a comparative advantage to its
own national firm if other governments do not follow suit. Spencer and Brander (1983,
1985) argued that government uses industry policies to capture a larger share of
international profitable industries. Thus, the gain of one nation is at the expense of other
nations. Krugman (1984) proposed a different mechanism of strategic trade policy. In an
international oligopolistic market with economics of scale, protecting the home market
for a domestic producer will allow the domestic producer to produce more and hence
reduce its marginal cost of production. At the same time, this will increase the marginal
cost of production of a foreign producer as it sells less. This will lead to an increase in
export by the domestic firm as a result of the opposite effect on the domestic and
foreign firms’ marginal cost. Therefore, Krugman argued that an import protection can
be an export promotion. Eaton and Grossman (1986) provided an analysis for optimum
8

Some authors have argued that labor standard can be used to obtain welfare gains from trade. See
Brown (2001) for a comprehensive survey regarding labor standard and international trade.
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trade or industrial policy under oligopoly with a variety of assumptions about market
structure and conduct (i.e., Cournot and Bertrand competition). Bagwell (1991, p. 1166)
“consider[ed] the role for specific export subsidies as a means to enhance exportcountry welfare in a new-product industry.” He concluded that “an export subsidy
provides a first-order benefit to export-country welfare by reducing the distortion in highquality prices and causes only second-order losses to welfare by introducing distortion
in low-quality prices and the selection of quality” (pp. 1166-7). Collie (1997) analyzes
the effect of trade bloc enlargement in a multicountry version of a Brander-Spencer
export subsidy game. For comprehensive surveys of literature, see Stegemann (1989)
and Reimer and Stiegert (2006), where Reimer and Stiegert emphasized empirical
literature.
Some authors have argued certain national advantages such as technology and
wealth can be the cause of comparative advantage and trade gain. Rodriguez (1975)
addressed the monopolistic position and benefit of a nation, which has exclusive
technology to produce one good. He argued that the nation with exclusive technology
can maximized its national welfare by charging a tariff and a rent for the use of the
technology by the foreign country. Wynne (2005) argued that wealth can be a
determinant of comparative advantage in the sectors facing severe financial
imperfections. These sectors are typically populated by small firms and are labor
intensive; wealth provides these firms better access to credit.
Some authors (e.g., Porter, 1998 and Vietor, 2007) have emphasized the national
role in providing a competitive advantage. Vietor (2007) in his book How Countries
Compete emphasized the role of government in maintaining national competitive
advantage in a global economy. He argued that the government takes responsibility not
only for fiscal and monetary policy, “but [also] resources for housing, education, health,
research and development, and defense” (p. 2). The government provides explicit or
implicit strategy for economic development (including macroeconomic and microeconomic components) and institutional structure to implement such strategy. The
strategy and institutional structure together take the role of resource development and
efficient use of resources. Karagiannis and Madjd-Sadjadi (2007) in the preface of their
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book provided a comprehensive summary of state intervention: “[States] need to have
strong policy instruments which will enable them to plan and finance their strategic
goals such as job creation, higher mass living standards, endogenous competency and
competitiveness, research and development, environmental protection, etc.”
Compared with those in the literature, the proposed model is not involved in trade
restriction and protection, and trade is still free. It is also not involved in any strategic
trade policy that supports national firms to compete with foreign firms. It agrees with the
literature on national roles in resource allocation and development planning. It
emphasizes the effect of resource allocation on trade gains, whereas much of the
literature (e.g., Ray, 1976, Melo & Robinson, 1981, and Melitz, 2003) has emphasized
the effect of trade and trade policy on resource allocation. The proposed model relates
to the literature regarding government spending on nontraded goods. Nakibullah and
Cho (1993) discussed how government spending affects the relative price and output of
nontraded goods. Brennan and Pincus (1983) discussed how government expenditure
affects resource allocation.

Nontradables
Much of the literature’s main concern is how the introduction of nontradable goods
affects the qualitative results from models with only tradable goods through the linkage
between goods prices and factor prices. For example, Jones (1974), ignoring the
underlying factor market, built a model that each nation only produces two goods: a
nontradable and an exportable good. He further assumes that there is no domestic
demand for the exportable good, and exportable goods are only a means to obtain
importable goods. Consequently, real income in his model is determined by the terms of
trade. David Lebow (1993) argued that a strengthening dollar leads to a decline in the
demand for labor among tradable goods producers, and an increase in the demand for
labor among nontradable goods producers. Therefore, the aggregate real wage and real
wage in tradable sectors are ambiguous. Cassing (1977) argued that the presence of
monopoly in nontraded goods sector modifies the Stolper-Samuelson result. The real
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income of the factor intensively used to produce the favored goods (i.e., goods with a
price increase) may fall depending on its preference to consume nontraded goods. 9
This article demonstrates a relation between productivity in the tradable sector and
the demand in the nontradable sector. It argues that the demand for certain nontradables depends on income derived from the tradable sector and accumulated
national wealth. Thus, it establishes a size linkage between the nontradable sector and
the tradable sector. That is the size of the nontradable sector depends on the size and
productivity of the tradable sector and it, in turn, constrains the amount of resources
available to the tradable sector. High productivity in the tradable sector will allow a
nation to absorb additional resources into the nontradable sector, which creates an
absorption capacity. This absorption capacity provides the wealthy and advanced nation
a resource-allocation advantage. Through a simplification assumption (see the next
section), nontradable goods do not appear in the national welfare function. Thus, the
model can be compared with models without nontradables. To the best of my
knowledge, the role of the nontradables in this model is novel.

FRAMEWORK AND ASSUMPTIONS
Nontradables and Absorption Capacity
In the hypothetical example, the idea of resource-allocation advantage is illustrated with
a simple nontradable good –leisure. This section extends the discussion to address the
types and nature of nontradable goods and their effect on resource-allocation
advantage. Depending on the mechanism that nontradable goods create absorption
capacity, I categorized them into three types. The first type is those nontradables that
can be equally produced across nations. The Harrod-Balassa-Samuelson effect shows
that wealthy nations have higher wage in the nontradable sector because of higher
productivity in the tradable sector. This higher wage tends to attract labor, and thus the
nontradable sector will grow over time. This is a size effect associated with higher
productivity in the tradable sector. The absorption can occur without government
intervention.
9

For two factor models, also see, for example, Melvin (1968); Komiya (1976); McDougall (1965);
Pattanaik (1970); Cassing (1978); Ethier (1972); and Goldstein et al. (1980).
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The second type is the nontradables that are exclusively produced in some wealthy
and advanced nations as a result of production ability. Producing these nontradables
requires a number of factors such as cutting-edge technological know-how, enormous
initial investment, and perhaps even the most innovative ideas. There are many of these
nontradables, for example, nuclear power plants, spacecraft, and some military
equipment such as aircraft carrier (nontraded for national security reason). The purpose
of this article is not to provide a complete list of what these nontradables may be. The
ability to produce these nontradables exclusively provides an additional dimension for
resource allocation and creates absorption capacity. Even though poor nations may
eventually catch up and have the ability to produce these nontradables, the
technological and innovative frontier may have already moved forward by then. The
chance is there may always be some nontradables that only wealthy and advanced
nations can produce exclusively.
The third type is the nontradables that are produced with a systematic-quality
difference across nations. For example, wealthy and advanced nations may have high
quality of environment, high standards of healthcare, and first-class higher education.
Data presented at the beginning of this article show that these sectors can absorb a
large amount of resource. Consider that a high-quality system can somehow be divided
into a basic quality part and a high-quality part. The basic quality part is equally
produced across nations.10 Thus, the basic quality part is equivalent to the first type of
nontradables discussed earlier, and the absorption is merely a size effect. It is the high
quality part that draws extra resources and creates absorption capacity. The absorption
capacity created by this quality effect is the main emphasis of this article.
There are a number of reasons that wealthy and advanced nations may sustain a
high-quality system in these nontradable sectors. First, they can afford the cost to build
and maintain a high-quality system. It is important that a high-quality system is
affordable; otherwise, it cannot be sustained in the long run. Pauly (2004) reviewed the
relation between marginal benefit of quality and marginal cost. Second, they are wealthy
enough (as a result of high productivity in tradable sector) to create sufficient market
10

If a nation has a poor-quality system, its situation will be worse.
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demand for a high-quality system. The demand for a high-quality system greatly
depends on income and wealth level. When income and wealth increase, the desire for
high quality will become increasingly important. The theoretical framework for such
demand behavior can be found in Abraham Maslow’s (1943) famous theory, the
hierarchy of human needs. The general idea of his theory is that human needs have
different layers: some needs are higher than others. Only when more basic needs are
satisfied can a higher level of needs then emerge to the fore.11 Third, they have the
technology in building equipment and facilities and the knowledge in creating efficient
and effective social organizations, which serves as the foundation for a high-quality
system.
The ongoing healthcare reform in the United States is an example of government’s
strategic involvement in improving the quality of the healthcare system. In his speech at
the National Press Club, Ben Barnake (2011) addressed, “Indeed, the CBO projects
that federal spending for health-care programs –which includes Medicare, Medicaid,
and subsidies to purchase health insurance through new insurance exchanges – will
roughly double as a percentage of GDP over the next 25 years. The ability to control
health-care costs, while still providing high-quality care to those who need it, will be
critical for bringing the federal budget onto a sustainable path.” Here, he emphasized
two important issues: first, the large amount of resources (high cost) needed to sustain
a high-quality healthcare system, and second, the importance of affordability for longterm budget health.
In general, wealthy nations, as a result of high productivity in their tradable sectors,
can absorb additional resources to the nontradable sectors especially those sectors with
high systematic quality. The additional resources that can be absorbed into the nontradable sectors measure a relative strength in absorption capacity between two trading
nations. Such difference in relative strength can exist between wealthy and poor
nations, wealthy and wealthier nations, and poor and poorer nations. Therefore, for
welfare comparison purpose, it is reasonable to define a zero absorption capacity.
Define a representative poor nation: it has basic quality of nontradable sectors such as
11

The scope of human needs that Maslow discussed is much broader than the consumption case
discussed here.
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healthcare and higher education,12 and it does not produce any nontradables
exclusively. Its absorption capacity is defined as zero. Then, compared with this
representative poor nation, the maximum amount of additional resources that a wealthy
nation can absorb to these nontradable sectors is defined as the absorption capacity for
that wealthy nation. Although absorption capacity is the maximum extra resources that
may be allocated to these nontradable sectors by a nation, such allocation may not
actually occur. A wealthy nation does not have to use all of its absorption capacity, and
the availability of such capacity per se constitutes an advantage.
Because the purpose of this article is to demonstrate the welfare effect of the
absorption capacity, it is unnecessary to model nontradables in the representative poor
nation that has zero absorption capacity. To include those nontradables that do not
create absorption capacity will not change qualification results.

Resource-Allocation Advantage
In the hypothetical example, when his productivity increases to a certain level, the baker
gains freedom to work fewer hours in the bakery. The maximum number of hours that
he can free himself from the bakery to enjoy leisure depends on the level of his
productivity. He may not maximize his leisure time. Instead, he will choose a suitable
amount of leisure time to maximize his total satisfaction. The freedom that he obtains in
allocating his leisure time is an advantage in resource allocation, in comparison with the
situation in which he does not have such freedom because of low productivity.
Likewise, wealthy nations have the capacity to absorb extra resources into the nontradable sectors due to high productivity in the tradable sector. In particular, those nontradable sectors with a systematic high quality become a major source of creating
absorption capacity. Given absorption capacity, national policies strategically allocate
resource into these sectors to maximize national welfare in the long run. In situation of
market stress, the absorption effect can mitigate the negative effect in the tradable
sector as a result of supply increase or demand weakness. Therefore, resource12

Given that the systematic quality of these nontradable sectors is linked to productivity in the tradable
sector, this indirectly defines productivity in the tradable sector and the consumption of the first type of
nontradables.
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allocation advantage refers to the ability to allocate extra resources, in comparison with
its trading partner, to its nontradable sector as a result of higher productivity in tradable
sector.
Resource-allocation advantage is a relative advantage. Its welfare effect depends on
the difference in absorption capacity between trading nations. When a wealthy nation
trades with a poor nation, the wealthy nation will have resource-allocation advantage.
The same can occur when two wealthy nations or two poor nations trade with each
other as long as productivity difference exists. Therefore, how nations are classified
whether as wealthy or not is not important, what important is the existence of difference
in absorption capacity between trading nations.

Market Structure
This section uses the standard two-by-two Ricardian framework with the capacity to
allocate resources to the nontradable sector by wealthy nation. Tradable goods are
produced with one factor of production and constant production cost. The markets for
tradable goods are perfectly competitive.
The section models only the nontradables that create absorption capacity and omits
the nontradables that do not do so. This approach simplifies the discussion but does not
change the qualification results. Resources allocated to the nontradable sector therefore
all contribute to the creation of utilized absorption capacity. On the one hand, absorption
capacity is endogenously modeled. It depends on income derived from the tradable
sector and national wealth (i.e., cumulated past income). It is the maximum resources
that can be allocated to the nontradable sector and the system is still sustainable. In
other words, the nontradable sector cannot infinitely shrink the size of the tradable
sector. On the other hand, the amount of resources allocated to the nontradable sector
is strategically determined by a nation’s decision makers to maximize its national
welfare, but constrained by the absorption capacity of the nontradable sector. Thus,
resource allocation to the nontradable sector is “regulated and balanced” by both
market force and government strategy.
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There are three main reasons to use an exogenous factor (i.e., national strategic
resource allocation) to provide optimal resource allocation to the nontradable sector.
First, the article intends to build a model that reflects the reality that governments play
an important role that affects national resource allocation and national welfare (Porter,
1998; Vietor, 2007; and Karagiannis and Madjd-Sadjadi, 2007). Because some of the
nontradables, such as environment, healthcare, and higher education, have positive
externalities and semipublic good nature, market alone may not provide optimal
resource allocation. As the data given at the beginning of the paper show, resource
allocation in these areas is strongly influenced by national policies. Second, the
modeling approach derives a general solution set which includes the solution that may
be derived from an endogenous approach. This general solution set includes all
possible trade equilibriums, which have their intrinsic value for theoretical discussion.
Third, I have built a two-factor model with increasing opportunity cost and uses
endogenous factor to drive terms of trade. The attempted modeling approach provides
an alternative mathematical method to study equilibrium solutions. It is my hope that it
can be applied to study other issues with similar nature.
If the amount of resources allocated to the nontradable sector is modeled
endogenously, two possible options exist. The first option is that market determines an
allocation, which provides a welfare gain (compared with the representative poor
nations) but may not maximize national welfare. The second option is to make some
assumptions about market demand for nontradables, which will lead to an optimum
resource allocation that maximize national welfare. Similar conclusion can be drawn to
show that wealthy nations are better off in trade.

Assumptions for Simplicity of Discussion
Denote tradable goods as Good 1 and Good 2. Assume Country I has a comparative
advantage in producing Good 1, and Country II in Good 2. Country I is used as an
example for discussion, and the case of Country II can be discussed similarly. In Figure
1, the straight line AB is Country I’s transformation curve between two tradable goods,
Good 1 and Good 2. If there is no nontradable good, Country I will completely specialize
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in producing Good 1 at point A, and it will produce OA amount of Good 1. Consider that
some amount of resources is pulled out of tradable sectors to produce nontradables,
and the amount of Good 1 produced now becomes OG. The amount of labor that can
produce GA amount of Good 1 is now employed to produce nontradables.
To be comparable to the standard two-by-two Ricardian model,13 assume that
national welfare does not change when nontradables are producedThat is a nation will
have the same welfare if GX amount of Good 2 are produced than if nontradables are
produced using the same amount of resources, with other things being equal. If a nation
is better off without accounting the welfare gain by consuming the nontradables, surely
it will be true if such welfare gain is accounted. Thus, the problem can be discussed as
if an OG amount of Good 1 is produced, and a GX amount of Good 2 is produced, as if
the production point has now moved from A to X. Depending on the amount of
nontradable goods produced, X can be anywhere between EA, where E is selfsufficiency equilibrium.14
The merit for this assumption is as follows. First, it does not change qualitative
results, but rather it greatly simplifies the discussion and graphic presentation. Second,
the nontradable goods will not appear in the national utility function, and standard utility
functions with only tradable goods can be used. Third, the qualification results can be
compared with models with only tradable goods. Fourth, the welfare discussion and
results will be the same if some Good 2 (tradable) is actually produced domestically as
a result of market imperfection.15

Determination of Terms and Volume of Trade
In Figure 2, under complete specialization, Curve I is the excess demand curve for
Good 2 of Country I, and Curve II is the excess supply curve of Good 2 of Country II,
respectively. Corresponding to production point E (self-sufficiency), point X, and point A
13

See, for example, Bhagwati and Srinivasan (1983) and Chacholiades (1978).
Country I will not produce at a point on the left of E (in Figure 1), as it contradicts the assumption that
Country I has a comparative advantage in producing Good 1.
15
Market imperfection can due to, for example: (1) product differentiations, (2) specific factor in
production, (3) partial labor mobility (Grossman, 1987), (4) factor price rigidity, (5) people’s preference of
domestic products (e.g., geographic identity), and (6) domestic network protecting domestic products
(Ranch 2001; Brander and Spencer 1985).
14
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(complete specialization) in Figure 1, (part of) Country I’s excess demand curve is JV,
JKT, and JHY in Figure 2, respectively. When nontradable goods are produced, the
production point of Country I will move from A to E (in Figure 1), and the corresponding
excess demand curve will shift leftward from JHY to JV (in Figure 2).

Figure 1. Transformation Curve
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Figure 2. Excess Demand Curve
Terms and Volume of Trade When Only One Country Has Absorption Capacity
This is the case of a wealthy nation that trades with a representative poor nation that
has zero absorption capacity. Assume that Country I is the wealthy nation with
absorption capacity. It has comparative advantage in producing Good 1. It strategically
adjusts the amount of resources allocated to the nontradable sector to maximize its
national welfare. At this stage, ignore any limitation on the feasibility of the amount of
resources that can be allocated to the nontradable sector, and leave the discussion of
the constraints for later sections. Thus, in Figure 2, the shaded area is the feasible
excess demand for Good 2 of Country I. Assume that Country II is the representative
poor nation with zero absorption capacity. It completely specializes in producing Good
2. The excess supply curve of Country II is MS, and its mirror image is MW. The VW
segment of the MW curve (shown in bold) intercepts the shaded feasible excess
demand area. Therefore, the VW is the loci of feasible trade equilibrium points where
excess demand is equal to excess supply. The welfare maximization of Country I is
subsequently derived.
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In autarky, Country I produces at its self-sufficiency equilibrium (point E) using L1
units of labor in producing Good 1 ( q1 ), and L2 units of labor in producing Good 2 ( q 2 ).
Let l1 be the labor input to produce one unit of Good 1; l2 be the labor input to produce
one unit of Good 2. Denote p as the price of Good 2 in terms of the numeraire Good 1.
The self-sufficiency commodity–price ratio is p 

l2
.
l1

~
Using point E (in Figure 1) as reference,16 define L as the increment of labor used to

produce Good 1, when Country I produces at an arbitrary point X (in Figure 1). When
~
L  0 , the production point will be at point E (in Figure 1), and the trade equilibrium will
~
be at point V (in Figure 2); when L  L2 , the production point will be at point A (in Figure
1), and the trade equilibrium is at point W (in Figure 2). Write Country II’s excess supply
function of Good 2 as g B ( p) . (Subscript A denotes functions for Country I and subscript
B for Country II.) If point W is on the horizontal part of curve I, the maximum value that

l
~
~
L can take is l 2 g B ( 2 ) . This can be shown as follows. Expression L / l 2 is the amount
l1
of Good 2 that Country I can produce if it does not transfer this amount of labor to

l
produce Good 1, and g B ( 2 ) is the amount of Good 2 that it can trade for at the price
l1
ratio

l2
. At this price ratio, Country I does not benefit from trade at all, so that the
l1

l
~
forgone opportunity cost, L / l 2 , should be equal to the return from trade, g B ( 2 ) .
l1
l
l
~
Thus, we have L  [0, l 2 g B ( 2 )] , l 2 g B ( 2 )  L2 .
l1
l1

16

It will be no difference to use point A as reference.

17

Another way to look at it is that the amount of labor transferred should be able to produce enough of

~
l
l2
L l2
l2
 gB ( 2 ) .
Good 1 to exchange g B ( ) amount of Good 2 at the price
, yielding
l1
l1 l1
l1
l1

17
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If the production point is now at X (in Figure 1), the trade-price ratio is CR, and the
~
~
L1  L L2  L
),
utility maximization point is at F, we have the following coordinates: X(
,
l1
l2
~
L1 L2
L1  L
,
E(
), and F(q1, q2). The excess supply of Good 1 for Country I is
 q1 , and
l1 l 2
l1

the excess demand for Good 2 is q 2 

~
L2  L
. The trade condition gives the following
l2

identity:
(

~
~
L1  L
L L
)=p
 q1 )/( q 2  2
l1
l2

(1)

Meanwhile, for a balanced trade, the excess demand for Good 2 by Country I will be
equal to the excess supply of Good 2 by Country II, yielding the following:
~
L2  L
(2)
q2 
 g B ( p)
l2
Solving Equation 1 and 2 yields the following results:
~
L1  L
q1 
 pg B ( p )
l1

(3)

~
L2  L
q2 
 g B ( p)
l2

(4)

~
~
From Figure 2, it is known that for each value of L , there is a unique p value, p(L ) ,

which can clear the market –that is, the price where the excess demand curve intercepts with the excess supply curve.18 As such, the equilibrium quantities can be written
~
~
L1  L
L2  L
~
~
~
*
*
as follows: q1 
 p ( L ) g B ( p ( L )) and q 2 
 g B ( p ( L )) —both q1* and q 2* are
l1
l2
~
only function of L . Therefore, we have the following:
~
~
U A ( q1* , q 2* )  u A ( L ) | g B , L  [0, L2 ]

18

See Appendix A for a simple mathematical proof of this relation.

(5)
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given ordinal social utility function U A (q1 , q2 ) . This derived trade utility function gives the
utility of trade equilibriums of Country I, given Country II’s excess supply function. The
utility maximization condition for Country I is as follows:
~
~
MaxL~ {u A ( L ) | g B : L  [0, L2 ]}

(6)

Note that better terms of trade may not necessarily lead to a higher utility
indifference curve. This is shown, in Figure 1, by the price line that goes through point
E, which is tangent to a lower indifference curve than the price line (XC) that goes
through point X. Assume that there are no multiple equilibriums.19 Point Z in Figure 2
represents the utility maximization trade equilibrium.

Terms and Volume of Trade When Both Countries Have Absorption Capacity
This is the case of two wealthy nations. Figure 3 shows the case when both countries
have absorption capacity. Ignoring any limitation on the feasibility of the excess supply
and demand, the area between the rays JRV and JHW is the possible excess demand
for Good 2 for Country I. Similarly, the area between rays MRY and MVW is the
possible excess supply of Good 2 by Country II. The shaded area YHWVR, resulting
from the interception of the excess demand and the excess supply, gives the feasible
trade outcomes.
Repeating the optimization procedure described earlier for each possible excess
supply function of Country II it yields the set of utility maximization trade outcomes for
Country I, which is shown in Figure 4 as segment AB. Similarly, we can obtain the set of
utility-maximization trade outcomes for Country II, shown as segment CD. The
intersection of segment AB and CD, point N, is the trade equilibrium.

19

Because in this case better terms of trade are associated with low trade volume, a large terms-of-trade
effect will be offset by low underlying trade volume. It is, therefore, reasonable to assume a concave
derived trade utility function, i.e., a unique utility-maximization equilibrium.
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Figure 3. Trade Outcomes
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Figure 4. Unconstrained Trade Equilibrium

TRADE EQUILIBRIUM AND RESOURCE-ALLOCATION ADVANTAGE
This section first defines the unconstrained equilibrium. Then it discusses the absorption
capacity and the constraint trade equilibrium. Trade equilibrium is compared with the
Ricardian equilibrium where no nations have resource-allocation advantage. Last, a
measure of resource-allocation advantage is provided.

Unconstrained Equilibrium
Using the self-sufficiency production equilibrium as a reference, each production point
~
~
of Country I can be measured by variable L , where L1  L amount of labor is used to
~
~
produce Good 1, and L2  L amount of labor for nontradables. Use variable L to define

the strategic allocations of resources in the nontradable sector of Country I; write
~ ~
S A  {L : L  [0, L2 ]} for the set of all possible strategic allocations in the nontradable
sector of Country I (short as strategies of Country I). Denoted by using the prime sign,
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the variables for Country II are defined the same way as Country I. Similarly, write
~ ~
S B  {L  : L   [0, L1 ]} for the set of all possible strategies of Country II. (Subscript A
denotes sets for Country I, and subscript B for Country II.) The Cartesian product

S A  S B is the set of all strategy profiles for the two-country trade system.
~
~
Write set A  {(Q2 , p ) : Q2 ( p, L , U A )  L  S A } as the excess demand function of Good
~
~
2 of Country I; write set B  {(Q2 , p ) : Q2 ( p, L , U B )  L   S B } as the excess supply

function of Good 2 of Country II. Write set D for A B –the set of all feasible trade
outcomes –including all pairs of quantity and price of Good 2 for which trade will be
balanced. In Figure 3, it is shown as the shaded area YHWVR. There is a one-to-one
mapping from the set of strategy profiles to the set of trade outcomes, written as
~
S A  S B  A  B . For a fixed L  value of L1 , write B | L1 for the subset of B –that is

{(Q2 , p) : Q2 ( p, L1,U B )} –which is the excess supply function of Country II given its
strategy L1 . Write set D | L1 for A  ( B | L1 ) ; hence set D | L1 is the attainable trade
outcomes for Country I given Country II’s strategy L1 . For instance, the bold curve VW
in Figure 3 is the set of attainable trade outcomes for Country I if Country II completely
specializes in producing Good 2.
Write set H A | L1 for Max D | L1  {x  D | L1 : u A ( x)  u A ( y )y  D | L1} ; that is the set of
uA

utility-maximizing trade outcomes of Country I. Write the corresponding resource
allocation in Country I as L* ( L1 ) . If L* is known, define the inverse injection as L( L* ) 1 .
Similar relations can be defined for Country II. (These notations are used later for
~
welfare analysis). Set H A  ~  Max D | L is the set of all national welfare-maximizing
LS B

uA

trade outcomes for Country I, given Country II’s various possible strategies. Similarly,
the set of all national welfare-maximizing trade outcomes for Country II, given Country
~
I’s various possible strategies, is H B  ~ Max D | L . At H A  H B , both countries
LS A

uB

maximize their welfare given the other country’s strategy; that is, one country will not be
better off by changing its strategy if the other stays with its original strategy (Nash,
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1951). Therefore, N  H A  H B is the set of unconstrained equilibrium. There will
always be N  D . In other words, H A will always intercept H B within the feasible trade
outcomes region. This is explained in Figure 6. On the right-side boundary of set D, N A
(i.e., the welfare maximization point for Country I) will be no higher than W along N A W
line. Similarly, N B (i.e., welfare maximization point for Country II) will be no lower than W
along N B W line. On the left-side boundary of set D, it is the opposite case. Therefore,

H A and H B must intercept within D.
Absorption Capacity
Under full employment, the available labor for the nontradable sector is as follows:

~
~
LnS  L  L1  L ,

(7)

where subscript n stands for nontradable goods and superscript S stands for supply.
~
~
Notation L ( L1  L2 ) is the total labor force. When L increases, LnS decreases; i.e., it is

~
downward sloping with respect to L .
The absorption capacity of the nontradable sector depends on real income in
tradable sector and national wealth. Write real income in tradable sector of Country I as

1
~ 1 1
, where
is the terms of trade for Country I. Instead of using current
y  ( L1  L )
p
l1 p
price, it is better to use an expected price, pe ,

20

given that investment decision making

is forward looking. Thus, the income can be written as follows:
~ 1 1
.
ye  ( L1  L )
l1 pe

(8)

Therefore, the absorption capacity can be defined as follows:
~
~
~ 1 1
LnD   [( L1  L )
 w ]  ye  w   , L  L 2 ,
l1 pe
20

(9)

Using adaptive expectation model (Parkin, 1998), the expected price can be written as


pe    (1   )i pt  i ,
i 0

0    1.
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where  is the coefficient and w is the national wealth. (Superscript D stands for
~
~
demand.) Given prices, LnD increases when L increases, i.e., it is upward sloping

~
~
~
with respect to L . The relation between LnS and LnD is shown in Figure 5. Constant

 is the threshold to obtain absorption capacity, when income derived in tradable
sector and cumulated wealth reaches a certain level.

~
L
Figure 5. Stable Condition

The amount of resources can be allocated to the nontradable sector is constrained
~
~
by the absorption capacity, yielding LnD  LnS , which gives the following:
~ 1 1
~
 w]  L  L1  L .
l1 pe

 [( L1  L )

(10)

Solving Equation 10 yields the following:
1 1
1 1
~
) L1  w] /(1  
).
L  [ L  (1  
l1 pe
l1 pe

The right side of the inequality is a constant, and it can be written as Lm :

(11)
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1 1
1 1
) L1  w] /(1  
).
l1 pe
l1 pe
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(12)

L1  Lm gives the minimum size of the tradable sector. It is reasonable that the
absorption by the nontradable sector cannot indefinitely shrink the size of the tradable
sector. The demand for nontradables depends on the income derived from the tradable
sector. Therefore, the stable condition shown by Equation 11 can be rewritten as
follows:

~
L  Lm .

(13)

Thus, the maximum amount of labor that can be absorbed in the nontradable sector
is L  L1  Lm . Accordingly, the constrained strategy set can be written as

~ ~
S Ac  {L : L  [ Lm , L2 ]} (in comparison with S A ), where superscript c refers to constraint.
Similarly, Country II yields the following:
Lm  [ L   (1  

1
1
pe ) L2  w] /(1   pe ) .
l2
l2

(14)

By using the same coefficient  , we assume that Country II has an identical preference
for nontradables as Country I. Thus, only income and wealth level will affect absorption
capacity and preference difference for nontradables is not considered. The strategy set
~ ~
for Country II can be written as S Bc  {L : L  [ Lm , L1 ]} (in comparison with S B ). The
stable condition for Country II can be written as follows:
~
L  Lm .

(15)

Further, the constrained excess demand function of Good 2 for Country I can be
~
~
written as Ac  {(Q2 , p) : Q2 ( p, L , U A )  L  [ Lm , L2 ]} . The constrained excess supply

~
~
function of Good 2 of Country II is Bc  {(Q2 , p) : Q2 ( p, L,U B )  L  [ Lm , L1 ]} .

Constrained Trade Equilibrium and Measure of Resource-Allocation Advantage
The trade equilibriums can be discussed in three major scenarios and graph
presentation is shown in Figure 6. The first scenario is the basic case to show resource-
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allocation advantage. It involves a wealthy nation (Country I) with absorption capacity
and a representative poor nation (Country II) without absorption capacity. In Figure 6,
the trade equilibrium is N A for N A  Ac . At point N A , Country I maximizes its potential
benefit from the resource-allocation advantage. However, the wealthy nation may not
necessary benefit the full potential if it itself only have limited absorption capacity. If
N A  Ac , the equilibrium will be A | Lm  B | L1 , i.e., a point along the N A W line
depending on Country I’s absorption capacity. Note that national welfare for Country II
increases from N A to W along the N A W line, where W stands for the maximum welfare
for Country II.
Resource-allocation advantage measures a relative advantage between two nations
at given situation. At point N A , Country I’s welfare is maximized at its current strategy
and it has no potential to increase, while Country II’s welfare can potentially increase to
point W’s level. Using the potential welfare increase for Country I (zero) to minus the
potential welfare increase for Country II (with a minus sign), we can obtain a measure of
the resource-allocation advantage:

R1a  0  [u B ( L1 ) | g A ( L* ( L1 ))  u B ( L1 ) | g A ( L2 )]

 uB ( L1) | g A ( L2 )  uB ( L1) | g A ( L* ( L1))

(16a)

Expression u B ( L1) | g A ( L* ( L1)) is Country II’s utility at N A and u B ( L1 ) | g A ( L2 ) is its utility
at W (referring to Equation 5). By this measure, R1a is positive, which reflects Country
I’s advantage in trade. Similarly, if the equilibrium is at A | Lm  B | L1 for Lm  L* ( L1 ) , the
measure of the resource-allocation advantage can be written as follows:
R1b  0  [u B ( L1 ) | g A ( A | Lm )  u B ( L1 ) | g A ( L2 )]
 u B ( L1) | g A ( L2 )  u B ( L1) | g A ( Lm )

(16b)

In this situation, Country I’s absorption capacity is limited and it fails to obtain the full
potential benefit of the resource-allocation advantage. Nonetheless, it still has
advantage and R1b is positive. Both R1a and R1b measure the welfare lost for Country
II, compared with the Ricardian equilibrium. It clearly shows a disadvantage in trade for
poor nations.
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The second scenario is that both nations are wealthy nations, and one nation’s
absorption capacity is larger enough to benefit the full potential of the resourceallocation advantage. This is equivalent to no constraint for that nation. Thus, the
equilibrium is one-constrained Nash equilibrium. If Country I is the nation with no
constraint, the equilibrium will be N c1  H A | Lm N B c . (Subscript c refers to constraint
and superscript ‘1’ refers to one constraint.) Country II’s absorption capacity is shown by
Lm . Equilibrium N c1 is on Country I’s welfare maximization line H A . An extreme situation
is that N c1 coincide with N A , that is the case in which Country II is a representative poor
nation.

At

N c1 ,

Country

I’s

welfare

is

maximized.

Country

II’s

welfare

is

u B ( Lm ) | g A ( L* ( Lm )) and can potentially increase to u B ( Lm ) | g A ( L( Lm ) 1 ) at point

H B | L( Lm ) 1 . Thus, the resource-allocation advantage can be measured as follows:
R2  0  [uB ( Lm ) | g A ( L* ( Lm ))  uB ( Lm ) | g A ( L( Lm ) 1 )]
 u B ( Lm ) | g A ( L( Lm ) 1 )  u B ( Lm ) | g A ( L* ( Lm ))

(17)

If B | Lm intercepts W N B (equilibrium still at N c1 ), i.e., B | Lm does not intercepts line H B ,
use L2 to replace L ( Lm ) 1 . Extending the definition of L( Lm ) 1 , let L2  L( Lm ) 1 when
B | Lm intercepts W N B . Thus, Equation 17 covers all situations. In this scenario, R2 is
positive, and Country I has relative advantage.
The third scenario is that both nations face constraints and none of the nation can
benefit the full potential of the resource-allocation advantage. For N  Ac , N  Bc ,
H A | Lm  Ac (or N c1  Ac ) and H B | Lm  Bc , the two-constrained Nash equilibrium is
N c2  A | Lm  B | Lm . At point N c2 , the utility of Country I is u A ( Lm ) | g B ( Lm ) and of Country

II is u B ( Lm ) | g A ( Lm ) . At given strategy, Country I’s utility can potentially increase to
u A ( Lm ) | g B ( L ( Lm ) 1 ) or u A ( Lm ) | g B ( L1 ) . Extending the definition of L ( Lm ) 1 , let
L1  L ( Lm ) 1 when H B | Lm intercepts W N A . Country II’s utility can potentially increase

to u B ( Lm ) | g A ( L ( Lm ) 1 ) , including the same extended definition earlier. The resourceallocation advantage can be measured as follows:
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R3  [u A ( Lm ) | g B ( Lm )  u A ( Lm ) | g B ( L ( Lm ) 1 )]
 [u B ( Lm ) | g A ( Lm )  u B ( Lm ) | g A ( L ( Lm ) 1 )]

(18)

If R3 is positive, Country I has advantage; if R3 is negative, Country II has advantage.
In summary, the set of trade equilibrium is the closed area of N N A W N B . Write this
set as Γ. N is the unconstrained equilibrium. N N A is one-constrained equilibrium, where
Country I has relative advantage. N A W is the poor nation case, where Country II is the
poor nation. Similarly, W N B is the poor nation case, where Country I is the poor nation.
N N B is the one-constrained equilibrium, where Country II has relative advantage. Area
closed by N N A W N B is the two-constrained equilibrium. If R 3  0 , Country I has relative
advantage; if R 3  0 , Country II has relative advantage.

Figure 6. Constrained Trade Equilibrium
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EFFECT OF SYSTEM PARAMETERS ON ABSORPTION CAPACITY
From the previous section, it is known that a large absorption capacity may allow a
nation to obtain the full potential of resource-allocation advantage, other things being
equal. Equation 12 illustrates that the absorption capacity is affected by two system
parameters: (1) productivity of tradable sector,

1
; and (2) national wealth, w.
l1

First, a productivity increase not only boosts output within the tradable sector but also
augments the amount of labor that can be employed in the nontradable sector (job
creation). Given the expected price, a productivity increase shifts the demand curve for
nontradable upward (refer to Figure 5), while the supply curve of nontradable remains
unchanged. Thus, Lm will decrease, which means a larger absorption capacity. From
Equation 12, the productivity elasticity of job creation in the nontradable sector can be
derived as follows:

 ( L  w )

l  

1 1
l1 pe

 ln Lm

0
1
1 1
1 1
 ln( ) [ L  (1  
) L1  w](1  
)
l1
l1 pe
l1 pe

(19)

From Lm  0 , it is known that Equation 19 is larger than zero. This is consistent with job
creation. In addition, consumption of certain nontradable goods may help increase
productivity in tradable sector.21 For example, a high quality of environment and high
standards of healthcare make people healthier and hence lead to higher productivity. A
first-class higher education makes labor force more knowledgeable and skillful, which
directly contributes to higher productivity. This high productivity, in turn, increases
absorption capacity in the nontradable sector. This process provides a dynamic, positive
feedback on the absorption capacity and national welfare.
Second, when wealth increases, it can also increase the amount of labor that can be
employed in the nontradable sector. The wealth elasticity of job creation can be written
as follows:

21

Alcala and Ciccone (2004) found that international trade has a positive effect on productivity.
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w  

 ln Lm
w

0.
 ln w L  (1   1 1 ) L  w
1
l1 pe

(20)

Equation 20 has a positive sign, which clearly indicates that increase in wealth boosts
absorption capacity.

Immiserized Growth Is Less Likely to Happen
From Equation 19, we know that when productivity in tradable sector increases, the job
creation effect in nontradable sector is positive, which means some resource will be
absorbed into the nontradable sector. The absorption effect will dampen the effect of
immiserized growth. Therefore, immiserized growth is less likely to occur, and its effect
is mitigated.

CONCLUDING REMARKS
This article argues that wealthy and advanced nations have resource-allocation
advantage in international trade. Resource-allocation advantage stems from a nation’s
capacity to absorb extra resources to produce nontradables as a result of high
productivity in the tradable sector. This advantage allows wealthy nations to be better
off in trade, while trade is free and production of tradable goods is efficient.
First, when a wealthy nation trades with a representative poor nation, the wealthy
nation obtains larger gains in trade compared to the Ricardian equilibrium. Second,
resource-allocation advantage measures a relative strength between nations. When two
wealthy nations trade with each other, the nation with larger absorption capacity tends
to have relative advantage. Third, the model explains why immiserized growth is less
likely to happen for wealthy nations. Fourth, the model shows some key economic
parameters such as productivity and national wealth level can affect trade gains by
nation. In addition, the consumption of certain nontradables may have a positive effect
on productivity in tradable sector, which will help to create absorption capacity in the
long run.
The model illustrates the situation where nations can maximize their gains. In reality,
nations may not necessarily be able to perform as ideally as the model indicated.
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Nevertheless, it suffices to say wealthy nations are better off than if resource-allocation
advantage is not present. Also, we can envisage a long-run gradual adjustment
process, which leads to welfare maximization.
In the era of globalization, government policies relevant to national resource
allocation become increasing important. As Karagiannis and Madjd-Sadjadi (2007, p. 7)
indicated, “State supervision of national development, investment coordination among
potential competitors within key dynamic sectors, ‘socialising risk’ through technically
proficient industrial planning, and focus on targeted investments, capacity, skills and
research and development (R&D) can help the economy achieve faster industrial
growth and structural change.” A direction of further research is to study the type and
effectiveness of policy tools that can be used by government in the content of resourceallocation advantage. Is it possible to create new policy tools to help nations to fully take
advantage of the resource-allocation advantage that they possess? Another future
direction for research is to empirically test the proposed model. Debaere and Lee (2003)
suggested that a country’s terms of trade are positively correlated to its per capita GDP.
A similar approach is to test the relation between terms of trade and per capita spending
in those nontradable sectors in which systematical quality difference exists among
nations. A different approach is to estimate the contribution to per capita GDP by the
terms of trade and the relative size of some specific nontradable sectors.
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APPENDIX: TERMS OF TRADE IS A FUNCTION OF L
Proof
Form Lagrange function:

~
S  U ( q1 , q2 )  y ( q1 , q2 ; p, L )
where

y (q1 , q2 ) is the implicit function of the consumption possibilities frontier.

The first-order condition gives the following equations:

(A.1)
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q1 q1
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(A.2)
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U
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0
q 2 q 2
q 2

(A.3)

S
~
 y ( q1 , q2 ; p, L )  0


(A4)

Solving the equations, we obtain the ordinary demand functions:

~
q1  f ( p, L )
~
q2  h( p, L )

(A.5)
(A.6)

The value of p is not arbitrary. It has to be a price that can clear the world market. From trade condition,
we have

~
~
L2  L
L1  L
)=p
(
 q1 )/( q 2 
l2
l1
~
L L
= g(p)
q2  2
l2

(A.7)

(A.8)

~

Substituting equation A.6 into equation A.8 (or A.7), we derive p  p (L ) .
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Abstract
I consider an n-player alternating offer bargaining game in which the allocation of private resources and a
one-dimensional ideological good is decided. Importantly, players have heterogeneous preferences for
the ideological good so that the composition of winning coalitions has real meaning. The main focus is
characterizing the ideological composition of winning coalitions. I analyze a generalized ultimatum game
as well as the infinite horizon game. I find that, in equilibrium, coalitions consisting of members running
from one extreme up to the median can be expected under a wide variety of parameters. Moreover, such
coalitions choose relatively extreme policies. I also show, contrary to previous results, that patience can
be a force for more extreme policy choices.

Key Words: legislative bargaining; coalition formation; heterogeneous preferences
JEL Codes: C63,C78, D72.

INTRODUCTION
This paper brings together two stylized facts about legislatures. The first fact is that
legislatures bargain over two very different sets of issues. On one hand, legislative
bargaining redistributes wealth by deciding, for example, changes in tax policy or the
funding of local public goods (a.k.a. “earmarks” and “pork”). On the other hand,
legislatures set policies with ideological implications by deciding how to distribute funds
across various (non-local) public goods (e.g. defense, scientific research, environmental
protection, etc.) or how to regulate certain types of behavior (e.g. abortion, gun control,
gay marriage, etc.). Real world legislation almost always contains a mix of ideological
and redistributive implications. The second fact is that, to the extent that legislators can
be positioned on an ideological spectrum, winning coalitions often form around one or
the other of the extreme ends or poles of that spectrum. I call these polar coalitions.1
For example, in the U.S. Congress, votes on substantive legislation tend to be along
party lines with one party covering roughly the left half of the ideological spectrum and
1

See Definition 1 for a precise description. “Polar” because they are defined by one or the other extreme
polar ends of an ideological spectrum. In other words, if the task was to build a minimum majority
contiguous coalition that had to include an extreme end, a polar coalition would result.
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another party covering the right.2 Conversely, center coalitions composed of moderates
to the exclusion of extremists from both ends of the ideological spectrum are extremely
rare. In this paper, I focus on the relationship between the bargaining environment in a
legislative setting and ideological structure of winning coalitions. In particular, I ask
whether the determination of ideological questions alongside the redistribution of private
wealth contributes to the formation of polar coalitions.
The ideological make-up of winning coalitions is important because the policy
enacted by a winning coalition reflects the ideological sentiments of the coalition’s
members. Also, since ideological decisions are public in nature, winning majorities
impose their ideological will on the whole population. In this light, polar coalitions are of
special interest. Compared to any other possible coalition structures they have the most
extreme preferences. Therefore, if bargaining simultaneously over redistribution and
ideological goods leads to polar coalition formation then legislatures are predisposed
toward enacting relatively extreme ideological outcomes. Specifically, such outcomes
would typically lie very distant from the median or the efficient policy choice depending
on the distribution of preferences.
In order to understand the incentive to form polar coalitions and how robust it may be,
this paper builds on Jackson and Moselle (2002) by using a model of alternating-offer
majority-rule bargaining. The model has

players who decide on a one dimensional

ideological good (represented by choosing a number between 0 and 1) and the
allocation of a pot of money among the players’ districts. All the players like getting as
large a share of the pot for their district as possible, but have heterogeneous
preferences for the ideological good. Preferences for the ideological good are
summarized by ideal points on the [0,1] interval. (Section 3 describes the formal model
in detail.) As suggested above, there at least two broad interpretations for the ideal
points. One might imagine that the ideological question is how strictly to regulate an
action such as abortion with 0.0 representing a policy of complete laissez faire and 1.0
representing a total ban. Alternatively, one might imagine that the ideological decision is
how to allocate a second pot of money between two (non-local) public goods such as
2

See Poole and Rosenthal (1991) for a detailed analysis of historical roll call patterns in the U.S.
Congress.
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environmental protection and defense. In this context, an ideal point of say 0.7 would
represent a player who would most prefer that 70% of the second pot of money go to
defense (ceteris paribus with respect to how the pot of money is distributed). I analyze
two versions of this model - a generalized ultimatum game and an infinite horizon game.
One of the central insights generated by this model in both the ultimatum and infinite
horizon versions is that the coalition choice problem can be thought of in terms of two
competing forces – conglomeration and polarization. Conglomeration is an incentive to
form close-knit formations, while polarization is an incentive to include extremists from
both ends of the ideological spectrum. Conglomeration is fairly intuitive; members who
are ideologically close make good coalition partners because the collective pain of
compromising on the ideological good is low. Polarization is less intuitive; extremists are
attractive as coalition partners because, in any round of bargaining, there will always be
uncertainty over the outcome in the event that agreement cannot be reached. For
extremists, the potential downside to disagreement is much worse than for moderates.
This puts extremists in a weak bargaining position relative to moderates and lowers
their demand for shares of the pot of money. It is this low demand for transfers of
private wealth that makes them attractive.
Analysis of the model shows not only how these two forces – conglomeration and
polarization – arise, but, more importantly how their combination leads to the formation
of polar coalitions. I argue that legislative bargaining environments where these two
forces exist in roughly equal measure are those most likely to sustain polar coalition
formation. I highlight in particular how the discount factor affects the balance between
polarization and conglomeration. Briefly, a higher discount factor (more patience)
strengthens the polarization relative to the conglomeration effect, force making
extremists more attractive to coalition builders. This is because the weak bargaining
position of extremists derives from uncertainty over how bargaining might play out in
later rounds. If nobody cares about the future, the basis for this difference between
extremists and moderates evaporates and only conglomeration would matter.
For the ultimatum game, I derive a sufficient condition for polar coalitions to form the
basis of any subgame perfect equilibrium. Using that sufficient condition, I show that
under a squared distance loss function, a discount factor equal to one and equal
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expected private wealth values, polar coalitions must form in any subgame perfect
equilibrium for any distribution of ideal points. This provides a useful benchmark for
arguing that polar coalitions should frequently arise in equilibrium when conglomeration
and polarization are sufficiently balanced.
For the infinite horizon game, I derive a necessary and sufficient condition for polar
coalition formation in a stationary equilibrium when the distribution of ideal points is
symmetric. An examination of this condition demonstrates that the roles played by
conglomeration and polarization and how they are balanced by the discount factor are
robust to changes in assumptions made about the length of the bargaining horizon. I
also search numerically for polar-coalition-based stationary equilibria in the infinite
horizon game. This analysis confirms the broad appeal of polar coalitions across
assumptions on the functional form of players’ utility functions, the discount factor, the
number of players in the game and the distribution of players’ ideal points. Furthermore,
the numerical results further illustrate the role of the discount factor, suggested by the
theory, in balancing the conglomeration and polarization incentives.
The paper proceeds as follows. Section 2 describes related literature. Section 3
introduces the basic model. Section 4 presents the results for the generalized ultimatum
game. Section 5 presents the theoretical and numerical analysis of the infinite horizon
game. Section 6 concludes.

LITERATURE REVIEW
Baron and Ferejohn (1989) extended the two-player alternating-offer divide-the-dollar
bargaining game famously analyzed in Rubinstein (1982) by considering n > 2 players.
Jackson and Moselle (2002), upon which my analysis builds, added a public ideological
good to the model. They proved the existence of “simple” equilibria which are
characterized by stationarity, immediate agreement and minimum majority coalitions.
They did not, however, put much focus on the composition of coalitions except to say
that every player has some chance of being excluded in every round. By contrast,
coalition composition is the central question here.
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Apart from the model of Jackson and Moselle (2002), I am not aware of any other
models in the tradition of Baron and Ferejohn (1989) that combine a public or
ideological good and heterogeneous preferences for it.3 As such, most Baron-Ferejohn
extensions or derivatives cannot speak to the main issue addressed in this paper: the
ideological composition of winning coalitions. Examples of Baron-Ferejohn extensions
with heterogeneity in things other than preferences for a public or ideological good
include Calvert and Dietz (1996) who admit externalities by allowing players to care
about other players’ share, Harrington (1989) who allows heterogeneous preferences
for risk and Norman (2002) who looks at the heterogeneity of time preferences.4 Lizzeri
and Persico (2001), Volden and Wiseman (2007), Battaglini and Coate (2007, 2008) are
all examples of models where bargaining takes place over both private wealth
distribution and a public good, but where preferences for the public good are
homogeneous. Such models are well suited for investigating the overall provision of
public goods, but cannot speak to the composition of coalitions.
Other political bargaining models have players with heterogeneous preferences over
a public or ideological good space. In many of these, the question of coalition structure
does arise. Unfortunately, many of these limit their analysis to the case of three players
(Austen-Smith & Banks, 1988; D. Baron, 1991; D. P. Baron & Diermeier, 2001; D. P.
Baron, Diermeier, & Fong, 2007). Since three players can only form three majority
coalitions5, it is difficult to make many general claims about coalition composition which
might extend to larger games. Banks and Duggan (2000, 2006) and Baron (1996),
discussed below, are notable exceptions allowing any number of players.

3

Banks and Duggan (2000,2006) is very general and could, in principle, accommodate a game where
players bargain over both an ideological good and private wealth, but they do not specifically analyze
coalition formation or policy choice for that case.
4
Norman (2002) finds a link between the heterogeneity of time preferences and uniqueness of subgame
perfect equilibria and the possibility of non-minimum majority coalition formation. This possibility in the
standard Baron-Ferejohn model is due to the symmetry of homogeneous time preferences and proposer
indifference over who to include in their coalitions. He shows how the introduction of heterogeneous time
preferences destroys this symmetry, making subgame perfect behavior in each round determinant and
unique. In this paper, heterogeneous preferences for a public good instead of time preferences destroys
that symmetry ruling out multiplicity of equilibria and super-majority winning coalitions in the finite horizon
game.
5
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The literature on electoral competition, as opposed to bargaining, has long discussed
exceptions to the median voter hypothesis. For example, Palfrey (1984) shows how the
threat of a third party can give incentive to two dominant parties to take significantly
divergent positions. Ingberman and Villani (1993) construct a model in which parties run
for an executive position and legislative seats. They show, under a variety of
specifications of voter behavior, how the interaction between the legislative and
executive branches in the policy setting process can give incentive for parties to take
divergent positions in the election stage. Alesina and Rosenthal (2000) examine a
model of elections similar to that in Ingberman and Villani in which voters again elect
both an executive and a legislature. They show how split ticket voting gives parties an
incentive to take extreme platform positions. The main conclusions in this paper
complements these results by demonstrating how outcomes representing significant
deviations from the median voter can arise in a bargaining game.
Polar coalitions, as I define them, also appear in Baron (1996) and the one
dimensional case analyzed in Banks and Duggan (2006).6 However, I arrive at very
different conclusions about the mechanisms through which they arise and how they
behave. In contrast to both of these models, policies formed by polar coalitions in my
model do not converge to the median. Furthermore, Banks and Duggan (2006) show
that a high discount factor strengthens the draw toward the median policy. They
summarize this result by saying that “legislative patience implies policy moderation”
suggesting that this relationship generalizes beyond the one-dimensional case
generating the result.7 While the relationship between the discount factor and
equilibrium policy choice is more subtle in my model, it is nearly opposite in spirit.
Specifically, I show that proposers accommodate the policy preferences of their
coalition members and that patience encourages proposers to include extremists in their
coalitions. The apparent contradiction can be explained by the lack of private wealth

6

Besides these two cases, one might interpret the coalitions in Romer and Rothenthal (1979) as polar
coalitions. In that model, however, the proposer’s ideal point is assumed to be an extreme point.
Therefore, it is not surprising that the winning coalition is the proposer’s half of the ideological spectrum
7
.See especially Banks and Duggan (2006, p.52 and p.60)
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transfers in both Baron (1996) and Banks and Duggan (2006).8 Without cash transfers,
there is no mechanism to extract coalition members’ surplus utility and thus no incentive
to choose the policy which maximizes the coalition’s utility. This leads to policy choices
which tend toward the median ideal point. As such, the distinction between the right half
and left half as winning coalitions is nearly payoff irrelevant. By contrast, in the model
employed here, policy choices maximize coalition utility in equilibrium. This translates to
policies located toward the center of the coalition’s ideal points9 as opposed to the
center of the population’s ideal points. Therefore, right and left polar coalitions choose
very different and potentially extreme policies (depending on the distribution of ideal
points) with significant payoff consequences.
Another strand of the political science literature explores the question of party
discipline in legislatures. Prime examples include Krehbiel (2000) and McCarty et al
(2001). According to this view of legislative bargaining, political parties are exogenous
entities representing the left and right halves of the political spectrum that enforce voting
blocks similar to the polar coalitions described in this paper. However, in contrast to
framework employed in that literature, the model in this paper makes no assumptions
about political parties. Coalitions representing the left and right half of the ideological
spectrum arise endogenously out of the basic elements of the bargaining game.
Hence, the novelty in this paper is not the model itself. Nor is this the first paper to
describe or attempt to explain polar coalitions as I define them here. Instead, this paper
offers a new story about why such coalitions form and their relatively extreme policy
choices.

8

Banks and Duggan (2000,2006) employ a very general model which could, in principle, accommodate a
game where players bargain over both an ideological good and private wealth, but they do not specifically
analyze coalition formation or policy choice for that case.
9
For example, if the ideological loss function takes the typical squared-distance form, then the policy is
exactly the coalition mean ideal point. If the loss function is the absolute distance, it is the median. This is
a consequence of Proposition 2, part (ii), below.
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MODEL
There is a set of

.10 Each player has

players denoted

preferences defined on a set of proposable outcomes,
consists of two items – a policy

. A proposal

and an allocation
. Each

of n dollars among the n members so that

player’s preferences are common knowledge and are characterized by an ideal point:
Let

denote the policy individual j would most like to see enacted. Players’

labels are in order of ideal point, so that player 0 has the lowest ideal point and player
n−1 has the highest.
I consider two versions of the game – a generalized ultimatum game and an infinite
horizon game. In both versions, each player is selected with probability
proposer in every round of bargaining
proposal

to be the

. The proposer announces some

. After learning the proposal, each player, including the proposer, votes

either YES or NO. Players vote in a fixed sequence.11 If at least

players vote YES,

the proposal is enacted and the game ends (in both versions). In the ultimatum game, if
fewer than

vote YES, a default outcome,

, drawn from a commonly known

distribution, is implemented. In the infinite horizon game, the game advances to the next
round of bargaining.
For a given outcome

, player j cares about her own share of the cash and how

far the policy is set from her own ideal point according to the (undiscounted) payoff
function

10

.

In order to keep the notation consistent, small-case roman letters are used for numbers - either as
quantities or indices, while capital roman letters denote sets or quantities aggregated over sets. Capital
) denote collections of sets.
script letters (e.g.
11
The order of voting itself is not important. Simultaneous voting could be accommodated as well, but
with some difficulty, since it would admit subgame perfect equilibria in which majority interests do not
translate into majority voting. For example, even if everyone was in favor of a proposal, everyone might
vote no in a simultaneous voting game if they believed everyone else would. Proposition 1 says that this
cannot happen with sequential voting. Authors working with similar models take a variety of approaches
to the same effect. For example, like this paper, Jackson and Moselle (2002) assume sequential voting,
while Banks and Duggan (2006) impose a restriction on voting behavior called “weak dominance” which
simply means that players vote YES if and only they are weakly in favor.

Guse: Polar Coalition Formation and Extreme Policies in Legislative Bargaining

61

(1)
represents the ideological loss felt by player j with ideal point
implemented. I assume that

policy
,

,

and
with

for the game is

is twice continuously differentiable with

. If agreement on

random variable

particular,

denotes

is reached in round , ’s payoff

.

Whenever expectations are well-defined,
round

from having public

denotes the expected value of some

just before the identity of the round

proposer is revealed. In

’s expected payoff at the beginning of round

discussing players’ strategies in round , ’s continuation value is
prefers a proposal,
that player

favors

, in round

. If player

over continuation so that

or strictly favors if the inequality holds strictly.

the set of players or coalition that favors

. When

, we say
denotes

.

Subgame perfection is the solution concept. Since in each round, players propose
and vote in sequence and observe all previous actions, this is a game of perfect
information and subgame perfection has its usual interpretation: Players’ strategies are
subgame perfect, if behavior (either proposing or voting) at every decision node leads to
a distribution of outcomes yielding the highest expected payoff for the player moving at
that node, whether or not that node is reached in equilibrium (Selten, 1975).12
Strictly speaking, a player’s strategy must describe a proposal to announce in the
event that player is selected as the proposer as well as a description of voting behavior
for any given history of play. Proposition 1, however, allows us to ignore the details of
players’ voting behavior.
Proposition 1. In any subgame perfect equilibrium, if m players strictly favor a
proposal, then it would pass with probability one. Similarly, if m players strictly prefer
continuation to the proposal, then it would fail with probability one (Proof: see Appendix
A).
12

If the terminal outcome is uncertain, it is still drawn from a known distribution so that continuation
values in the last round of bargaining are well defined.
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In other words, Proposition 1 says that while the model does not require voters to vote
their interest, the voting outcomes, in terms of whether a given proposal passes, is
always identical to an environment where players are assumed to vote their interests.

THE GENERALIZED ULTIMATUM GAME
Jackson and Moselle (2002) showed that in the infinite horizon game, there always exist
equilibria in which agreement is reached in every round of bargaining. Rather than redo
their analysis, the goal here is to focus on the coalition choice problem in the first round
of bargaining and the question of coalition composition. Toward that end, I analyze a
truncated game. This is equivalent to an ultimatum game in which disagreement in the
first round results in whatever outcome, , would have been agreed upon in the second
round

. In the most general truncated game, this outcome consists of

and an allocation
of

. In particular, commonly held beliefs about the distribution

implies some vector of expected cash shares,

of policy values,

and some distribution

. It follows from (1) that undiscounted continuation values for all

are given by the following.
(2)
Such a truncated game is very general. For example, any simple equilibrium in the
infinite horizon game of Jackson and Moselle (2002) would be a special case.
Unfortunately, it is a bit too general to be tractable13 and I restrict attention to games
where

is odd,

,

puts weight on at least two policy outcomes, and the

expected cash shares are equal. Formally,
(3)
The last assumption, which is dropped for the analysis in the next section, focuses
attention on how the heterogeneity of ideal points - as opposed to private wealth
13

In particular, it can be shown that the most general truncated game leaves open the possibility that
continuation values for some players be negative. For example, just construct a default outcome where
one player gets all the cash with probability one. However, the result that winning coalitions are minimum
majority (see Proposition 2) depends on all players having positive continuation values.
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expectations – shape coalition formation. Proposition 2 states that the proposer makes
an immediately passable proposal with the support of a minimum majority coalition. This
proposal consists of a policy which minimizes ideological loss for the coalition and cash
shares which make non-proposing coalition members just indifferent between the
proposal and continuation leading to the formulation for ’s payoff in equation (6).
Proposition 2. In a subgame perfect equilibrium of the truncated game, the proposal
made by player i is characterized by the following.
i.
ii.

will pass and the game will end with
and for each

.

,
(4)

Of the all the proposals favored by
uniquely minimizes

,

uniquely maximizes

. In particular,

’s ideological loss (Proof: see Appendix).

(5)
’s payoff is given by (Proof: see Appendix).
iii.

’s payoff is given by (Proof: see Appendix).

iv.
(6)

COALITION CHOICE, CONGLOMERATION AND POLARIZATION
Proposition 2 parallels or synthesizes points already made by Jackson and Moselle
(2002) for the specific set-up used here. Nevertheless, it is worth explaining how it sets
the stage for the coalition choice problem which, again, is the emphasis here. Toward
that end, note that (iii) essentially implies that the policy choice,

is the average of

the coalition members’ ideal points. Furthermore, the uniqueness of
coalition and therefore the uniqueness of

means that

for a given

(with appropriately
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restricted domain) is bijective implying an inverse map,

. One can now express

everything in terms of the coalition choice, , instead of the proposal,
use

and

as shorthand for

and

. In particular, I

.

It follows from Proposition 2 that the problem faced by player in the role of proposer
is to choose a coalition

of size

to which

belongs that maximizes

. The

proposer’s payoff from (6) can be decomposed as follows.
(7)
where

The first two terms in (7) do not depend on the choice of coalition, C. Therefore,
maximizing
to as

is exactly equivalent to minimizing

and

whose sum I refer

’s transfer demand. Conglomeration is the incentive to minimize

which

decreases the more tightly packed ’s ideal points are. Polarization is the incentive to
minimize

which decreases the more extreme C’s ideal points are.

In order to understand how these incentives guide coalition choice, recast the
discrete coalition choice problem as a continuous choice. Imagine that the proposer can
adjust up or down the ideal points of his coalition members. If
containing player
ideal point,

with fixed ideal point

. Let

, let

be a hypothetical player with variable

be the coalition where

approach is to consider the affect of changes in
and

as well as

is a coalition of size

is replaced by

. The

on the proposer’s payoff through

defined as follows.

(8)
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is the ideological loss members of

would experience under a policy

the loss minimizing choice for coalition
derivative of

(but not necessarily for

- where we hold the policy fixed at
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which is

). I refer to the

even as we vary the

- as

the field conglomeration effect. The individual conglomeration effect is the derivate of
where we allow

to adjust. The polarization effect is the derivative of

Figure 1 illustrates the key features of the conglomeration effect. The upper panel
shows the totals

and

(in bold), while the lower panel shows the first

derivatives of these objects. The main thing to note is that
the center of ’s ideal points (as defined by

reaches its minimum at

). The “effect” (the derivative of

) is

negative to the left of

because increasing

region would reduce

(which is beneficial to the proposer). On the other hand, it

’s ideal point from a position in that

is positive to the right of

since increasing

’s ideal point from a position in that

region would increase

(which hurts the proposer). Overall, the conglomeration

effect represents an incentive to move ideal points closer to
and

illustrates the subtle difference between

.

The figure also

. Note, in the lower panel, that

the field effect is everywhere steeper than the individual effect and that the individual
and field curves intersect at
player

, the ideal point of the player replaced by the hypothetical

. The convenience of working with

general, for two distinct players

and

shifts of each other so that the graphs of

can be seen by noting that while in
,

, they are vertical
and

are identical.

Therefore, when speaking of the marginal field effect, it does not matter which member
of coalition
of

the hypothetical

player replaces.14 This also explains why the derivative

is called the individual effect; it depends on the choice , while the derivative of
does not (Figure 1).

14

and
are characterized formally in the proof of Proposition 4 in the appendix. See
especially equations (19) through (25).
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Figure 2 illustrates
point where

and its derivative, the polarization effect. Define

as the

reaches its maximum or where its derivative is zero. It is the

hypothetical ideal point of the player with the lowest expected ideological loss (highest
expected payoff) in the default outcome. Since the proposer must compensate coalition
members who expect higher payoffs in the default outcome with greater shares of the
pot of money,

is the worst choice for the proposer (holding

constant). Hence the

polarization effect represents an incentive to move ideal points away from . In the
upper panel of Figure 2, we see two versions of
member

has been replaced by

replaced by

– one for some coalition

and another coalition,

whose member

whose
has been

. In the lower panel, however, we see that the derivatives of these two

functions are identical. (

is constant with respect to the choice of

Therefore, there is only one polarization effect and only one

or .)

no matter which coalition

we are talking about (Figure 2).15
Proposer ’s polar coalitions,
coalitions of size

and

, are formally defined as the left and right-most

to which belongs.

Definition 1. For any player

, define

and

as follows.

(9)

(10)
Proposition 3 says that the policy choice has a positive relationship with the position
of the coalition members’ ideal points. It follows from point (0) of Proposition 2 and it has
an immediate implication: policy choices are more extreme under polar coalitions than
15

is characterized formally in the proof of Proposition 4 in the appendix. See in particular
equations (26) and (27).
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under any other minimum majority coalitions a proposer might form. Proposition 4 is the
central result of this section; it provides a sufficient condition under which polar
coalitions form in equilibrium.
Proposition 3. For all

and any

,

(Proof: see Appendix).

Proposition 4. In the truncated game for any set of ideal points, any default policy
, and equal expected cash shares, if for all C and any a ∈ C, we have

distribution
(9)

(11)

for all

, then proposer

will always choose to form either

or

in the sub-

game perfect equilibrium (Proof: see Appendix).
Recall that the proposer’s problem is to choose a coalition
of

that minimizes the sum

, but we are recasting the problem as one repositioning the ideal point of

some member

in order to minimize

. The sum of the polarization and

conglomeration effects is the sum of the derivatives of these functions and, as such,
represents the rate of change in transfer demand as the proposer “moves” the

’s ideal

point to the right. Proposition 4 says that if this rate is negative for all coalitions which
are already right-leaning

, then

must be the best choice among right-

leaning coalitions. Similarly, if the sign is positive for all left-leaning coalitions
,

must be the best choice among left-leaning coalition. The proof,

provided in the appendix, makes this argument precise and also explains why the
condition in Proposition 4 uses the field conglomeration effect (which is independent of
the choice of

) in place of the individual conglomeration effect.

Figure 3 illustrates the intuition behind Proposition 4 for the case of a right-leaning
coalition – one where
of

whenever

lower value of

. The proposer is always rewarded with a lower value
’s ideal point gets pushed toward
whenever

and is rewarded with a

’s ideal point gets pushed away from . With this in

mind, note that Figure 3 divides the interval into three regions. In region II, pushing an
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ideal point to the right accomplishes both goals; increasing
toward

’s ideal point move it

and away from . However, outside of II, there is always a trade-off. In

Region I, for example, pushing an ideal point to the right would increase
would decrease

but

. In other words, such a move would work against the

polarization effect but would be rewarded by conglomeration effect. Figure 3 illustrates a
particular case where the ambiguity in Region I is resolved by the fact that
conglomeration effect dominates the polarization effect in that region. Furthermore, in
Region III, the opposite hold true. Therefore condition (11) holds over the entire interval
for the coalition,

under inspection. Proposition 4 put another way says that if a picture

like Figure 3 holds for all right-leaning coalitions, then the polar right coalition is the best
choice among all right-leaning coalitions (Figure 3).
Keep in mind that Proposition 4 does not guarantee that (11) will always hold; it
simply says that (11) is a sufficient condition for polar coalition formation. In Section 4.3
(below), I argue that while (11) can indeed be violated, there is good reason to believe
that it should hold under a broad set of circumstances. Before making that case, it is
helpful to consider a benchmark case for which (11) is guaranteed to hold.
4.2. Example: Squared Loss. Suppose that ideological loss was equal to the square of
the distance from the policy , so that
(12)
In this case, it is trivial to show that the polarization and field conglomeration effects are
given by the following.

where, due to the squared loss assumption (12),
expected value of the default policy and

is simply equal to

, the

is the mean of ’s ideal points. Plugging
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these into (11) and gathering terms, checking the sufficient condition for some coalition
comes down to asking whether
(13)
First note that when

, this condition holds for all values of

and all coalitions . In

other words, when players put full weight on the continuation outcome, subgame
perfection requires polar coalition formation no matter the distribution of players’ ideal
points and no matter beliefs about the policy outcome in the continuation game.16
Second, if
and

, (13) is more likely to be violated the smaller the distance between
and the closer

is to either 0 or 1. This is because a lower value of

weakens the polarization effect relative to the conglomeration effect.
4.3. Robustness Part 1: Curvature of g. What if the loss function
To fix ideas, focus on the case where
region II, between
are decreasing in

and

as shown in Figure 3. Note that in

, both components of transfer demand,

and

,

’s ideal point giving the proposer an unambiguous incentive to

increase the value of

’s ideal point. Outside of that interval, there is ambiguity. (See

arrows in Figure 3.) In region III, to the right of
increasing

is not quadratic?

, the polarization effect recommends

, while the conglomeration effect recommends decreasing. In region I, to

the left of , the opposite is true. Therefore, if there are violations of condition (11), it is
either because conglomeration fails to dominate in region I or because polarization fails
to dominate in region III. Moreover, it is clear from Figure 3 that (11)
must survive outside of region II in at least a small neighborhood left of
. To see why, note that at ,

while

and right of

is strictly negative and

decreasing. Hence as we move left from , even though the sign of the polarization
effect is flipping to positive, the conglomeration effect is increasing in strength. Similarly

16

Keep in mind that we are still assuming

for all j.
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as we move to the right from

, the conglomeration effect is just flipping to positive

but the polarization effect is strictly negative and getting stronger.17 Moreover, the
slopes of these effects ( the second derivatives of
change to the functional form of

and

) both depend on

. So any

which increases the growth rate of the

conglomeration effect in regions I and III would also increase the growth rate of the
polarization effect. This suggests a stronger result on polar coalition formation.
However, such a result is not forthcoming. For example, it is straight-forward to verify
that condition can be violated for

and

. Therefore, while the squared

distance loss case represents an especially clean benchmark, it is not easy to
generalize all of its implications.
4.4. Robustness Part 2: Equal Expected Private Wealth Assumption. How would
relaxing the assumption on equal expected private wealth shares (3) affect whether
condition (11) holds? Suppose, as one might expect, that centrists expect to receive a
greater share of private wealth than extremists. Clearly, the polarization effect would be
exaggerated and one would expect a violation of (11) in region I. But just how uneven
should expected private wealth in continuation be? Whatever level of unevenness
generated by a stationary equilibrium in an infinite horizon game is a natural
benchmark. Could such a violation could be sustained in a stationary equilibrium in the
infinite horizon game? Informal reasoning using the current framework suggests that
such a violation would be difficult to sustain. If the polarization effect becomes too
strong, it would lead to polarized (as opposed to polar) coalitions – coalitions which
exclude centrists and are composed of both extreme right and extreme left members.
However, such coalitions would give little or no cash to centrists thus destroying the
basis for the exaggerated polarization effect in a stationary equilibrium. The next section
takes a closer look at this question.

17

These observations are supported by equations (19) through (27) in the proof of Proposition 4.
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POLAR COALITIONS IN THE INFINITE HORIZON GAME
In this section, I ask to what extent polar coalitions form the basis of stationary equilibria
in an infinite horizon game. I derive a necessary and sufficient condition for polar
coalition formation and present numerical analysis. There are three key differences
between the model in this section and the previous section. First, the bargaining horizon
is infinite. Second,

is even with

symmetric, so that if player

.18 Third, the configuration of ideal points is

has ideal point

, there is some

with

.

Fourth, cash shares are determined endogenously and so the assumption of equal
expected cash shares (3) is dropped.
Define the coalitions

and

as the two polar coalitions with

and

. To determine whether a pure strategy stationary equilibrium
exists in which all players always choose to form polar coalitions, assume that all
players always choose their own polar coalitions and then ask whether such a strategy
is a best response. Proposition 5 offers a necessary and sufficient condition for polar
equilibria.
Proposition 5. If all players are expected to form the polar coalition to which they
belong in the next round, it is a best response for any proposer
current round if and only if inequality (14) holds for all

to form

in the

.

(14)
18

In the case of the infinite horizon version of this game, Jackson and Moselle (2002) show that, in
general, pure strategy stationary equilibria do not exist when strict majorities are required. Since all
potential proposers value low transfer demand, with strict majority coalitions and pure strategy profiles, it
is impossible not to have at least one player - say the median - included in everyone’s coalition. However,
with a certain or near certain expectation of inclusion upon the failure of a proposal, the median player’s
transfer demand would have to be very high in equilibrium. This in turn gives proposers incentive not to
include the median player thus breaking the equilibrium. The assumption that only players are needed
for approval enables the existence of pure strategy stationary equilibria and allows one to focus on the
polarization and conglomeration forces in the infinite horizon environment without introducing the
complication of mixed strategies.
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The case for a proposer in

is perfectly analogous. Just swap all occurrences of

and

(Proof: see Appendix).
The incentives of conglomeration and polarization are at work again. The left-hand
side (LHS) of inequality (14) measures ’s closeness relative to ’s. If positive, it means
that

is less spread out than

as measured by the total ideological loss felt by the

coalition of implementing their own loss-minimizing policy. The right-hand side (RHS) of
(14) measures ’s extremism relative to ’s. Extremism is good from the point of view of
the proposer since it lowers transfer demands. A positive number on the RHS means
that

is more extreme than

as measured by the total loss they feel when the opposite

polar coalition is expected to win in the next round.19 Overall, (14) says that choosing
is a best response when ’s closeness (conglomeration) is at least as great as

’s

extremism (polarization).
To see why polar equilibria often arise, as the numerical results below confirm,
that is different by just one member from . Let

consider a coalition
some

and some

. There are three possibilities. Either

or (iii) more extreme than player

. I will say that

for

is (i) equally, (ii) less

is less extreme than

if

.
(i) Suppose that

so that

and

are equally extreme. In this case, it is

straightforward to show that the RHS of inequality (14) is exactly zero. Moreover, the
LHS is clearly positive since
short,

is more spread out than

is more tightly packed than

as it is no longer contiguous. In

and they are tied on extremism, making L the

clear choice.
(ii) Suppose that

is more extreme than . This makes the RHS of (14) positive and

so the inequality can only hold if

can make up the difference in conglomeration. Note,

however, that the more extreme

is compared to , the larger is the conglomeration

19

Note that is, by assumption a mix of members from and . ’s extremism is therefore, the first two
summations terms inside the bracket,
, which are respectively the loss its left
members expect to feel when wins and the loss its right members feel when wins.
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right (holding

and push
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toward the

fixed), both sides of the inequality grow. Whether or not the RHS can

grow quickly enough to break the inequality as

gets pushed further to the right

depends on the parameters of the game, but it has to overcome that initial deficit
observed in case (i). In this case, (14) is more likely to hold, for smaller .
(iii) Finally suppose that

is more moderate than . This makes the RHS of the

inequality unambiguously negative. However, the sign of the LHS is now ambiguous.
Again, set

initially to

, but this time push

inequality decrease as we make

to the left. Both sides of the

more moderate. Whether or not

can break the

inequality depends on whether it can overcome the initial deficit which, in general,
depends on the parameters, but again it must overcome that deficit. In contrast to (ii),
inequality (14) is more likely to hold for larger .
Summarizing these effects, when

is small, it may be possible to break the

equilibrium with a coalition which is tightly clustered but not necessarily pushed all the
way to the left or the right. On the other hand, when

is large it may be possible to

break the equilibrium with a polarized coalition - one which takes its members from both
extreme ends of the distribution, an arrangement which emphasizes extremism at the
expense of closeness. So, consistent with the analysis of the previous section, urgency
(low ) may encourage coalitions of moderates while patience (high ) may produce
coalitions of extremists.20 However, one must be careful. Just because a different type
of coalition “breaks” the polar coalition equilibrium does not mean it necessarily
represents a new pure strategy stationary equilibrium. It is entirely possible that the
failure of inequality (14) to hold in either case (ii) or (iii) indicates the failure of any pure
strategy stationary equilibrium to exist.
5.1. Numeric Trials. To test these predictions, I searched for polar coalition equilibria in
games along the following dimensions.

20

Legislature Size. All even integers n ∈ [4, 18].

Contrast this with the maxim of Banks and Duggan (2006) that patience implies moderation.
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Discount factor. All



Ideological loss function.

in increments of .02.

 Squared Distance.
 Linear.
For each parameter combination, I generated 10,000 games. Figure 4 summarizes the
results with two diagrams, one for the case of the squared distance loss function and
the other for the case of the linear loss function as indicated. In each diagram there are
cells representing each combination of

and

outlined above. The color of each

cell indicates the number of times out of 10,000 trials for the associated parameter
combination that the polar coalition equilibrium described above was verified. Each of
the 10,000 trials represented in each cell represents an independent random draw of
symmetric ideal points (Figure 4).
There are two things to note here. First, in the vast majority of parameter
combinations explored, the probability of a randomly drawn distribution of players’ ideal
points supporting polar coalition formation is extremely high. However, by no means, is
it always equal to one. For example, the red regions toward in the left-hand diagram
indicate that when the loss function is squared distance, virtually all trials with mid to
upper values of

had a stationary equilibrium in which all players form their own polar

coalition.21 This is consistent with the theory from the previous section. There it was
noted for the squared distance loss function,

, and equal expected cash shares,

polar coalitions were guaranteed (see Section 4.2). Here we have dispensed with the
equal expected cash shares restriction which, as discussed in Section 4.4 should
strengthen the polarization effect. Therefore, it is not surprising that, in order to maintain
a virtual guarantee of polar coalition formation, we should have to dial down the
discount factor; recall that lowering the discount factor strengthens the conglomeration
effect and the two forces need to remain balanced to sustain polar coalition formation.

21

In fact, ALL the trials for
and squared distance loss had the polar coalition equilibrium as
did all the trials for
and linear loss. The complete results as well as the java code which generated
them are available upon request.
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Second, the right-hand diagram in Figure 4 seems to indicate that making the loss
function linear strengthens the conglomeration effect relative to the polarization effect
since the regions of polar coalition equilibria is shifted up slightly toward higher discount
factors. I do not offer a satisfying analytical explanation for this. As discussed in Section
4.3, there is no obvious reason to expect a change in the curvature of g to favor one
incentive -conglomeration or polarization – over the other. I leave further investigation of
this question to future research.

CONCLUSION
This paper takes the view that, fundamentally, legislatures bargain over ideological
goods and the redistribution of wealth and that legislative outcomes are a product of
limited compromise by members of winning coalitions along these dimensions. Thus,
the question of which members belong to winning coalitions is important. The model
used here, introduced to the literature by Jackson and Moselle (2002), has just enough
detail to accomplish two goals. First, it allows the question of coalition composition by
including players with heterogeneous preferences for an ideological good.22 Second, it
allows for intra-coalition compromise by including money as another dimension of
bargaining. As noted above, in the one-dimensional case without money analyzed by
Banks and Duggan (2006), it is possible to ask about ideological composition of winning
coalitions, but with the question becoming policy irrelevant as the discount factor
approaches one. By contrast, the model used in this paper allows players to make
trade-offs between ideological and distributional concerns that results in ideological
policy choices toward the center of the winning coalition’s ideal point distribution.
Moderate coalitions choose moderate policy; extreme coalitions choose extreme policy.
So which kinds of coalition should we expect? This paper is an attempt to understand
the forces shaping the ideological composition of winning coalitions and their
subsequent policy choices. It is a difficult question to answer generally. I gained traction
in this paper by focusing on polar coalitions and asking which game parameters
supported them in equilibrium. The focus on polar coalitions has particular merits. Polar
22

The inability to make any meaningful queries about the composition of coalitions was acknowledged by
Baron and Ferejohn themselves where they say, “The equilibrium strategies and distributions are thus
unique up to the specification of who receives the benefits” (1989, p. 1187).
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coalitions represent the most extreme ideal point configurations. As such, they choose
the most extreme and least efficient policies.23
My analysis isolates a pair of competing incentives in the coalition choice problem –
conglomeration and polarization. Conglomeration is the incentive to have coalitions with
members who are as close together ideologically as possible. It arises because
members who are more distance from the central tendency of other members in a
coalition demand more money to support the coalition’s policy choice. Polarization, on
the other hand, is the incentive to include extremists. It arises because extremists have
lower demand for shares of the private wealth due to their lower expected payoffs in
continuation, ceteris paribus. Why? If there is uncertainty about the ideological policy in
the event that bargaining continues to the next round, it is better to be a centrist.24
The main conclusion of my analysis is that when these two incentives are balanced,
conditions are ripe for polar coalition formation. As a first approximation, this can be
understood intuitively. In the absence of conglomeration, polarization by itself would
lead to coalitions of extremists from both ends of the ideological spectrum. On the other
hand, conglomeration without polarization would lead to the most tightly packed
configurations of ideal points regardless of their overall position in the ideological
spectrum. Polar coalitions represent a compromise between these two forces. They are
at once contiguous25 and extreme.
The analysis culminating in Proposition 4 and illustrated in Figure 3 makes this more
precise. When one imagines the proposer with the ability to move coalition members’
ideal points, one sees that conglomeration pulls coalition members in toward the
coalition center,

, while polarization pushes them out away from the population

center, . Between these two points, the two incentives agree that members should
23

For example, in the case of squared distance loss functions, the policy that minimizes the sum of
ideological loss across all players would be the mean of all players’ ideal points. However, coalitions
choose the policy equal to the mean taken only over their members’ ideal points and polar coalitions have
the most extreme means.
24
This fact is especially obvious when the loss function is convex (as assumed in this model). However,
readers can easily check that centrists do better than extremists on average even in a world where
everyone’s loss function is concave.
25
A contiguous ideal point configuration is one made up of adjacent ideal points from the population of
ideal points. The most closely packed coalition would be contiguous, but not all contiguous coalitions
would be the most closely packed.
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move in the direction that the coalition already leans – in other words, toward the polar
configuration. As we move outside the region of agreement in either direction, it is
always the incentive that would push members toward the polar configuration that has a
head start and that one generally expects to dominate. However, there is no guarantee
under all game parameters. If something in the model favors one of the two incentives
over the other, then the formation of polar coalitions will likely depend on the distribution
of ideal points. I also discussed how the sufficient and necessary condition from
Proposition 5 extends this logic to the infinite horizon game.
In both the finite and infinite environments, I showed how increasing the discount
factor strengthens polarization relative to conglomeration. This naturally suggests the
following hypothesis: If polar coalition formation in equilibrium requires balance between
the two forces and the discount factor determines their relative weight, then there exists
a discount factor or range of discount factors which more or less guarantees polar
coalition formation regardless of the distribution of ideal points. Indeed, for the
generalized ultimatum game with squared distance loss, I showed that setting
does exactly that. Moreover, in the infinite horizon game, I confirm ranges of

that

virtually guarantee polar coalition formation for every game size up to 18 players and
two distinct loss functions.
The strategic environment modeled in this paper is very spare compared to real world
institutions such as the U.S. Congress, European parliaments or state legislatures. The
model contains a single ideological dimension, proposals are voted up or down in
single-shot game (though allowing for possibly many rounds of bargaining) and there is
no explicit account of political parties. By contrast, the strategic environment of realworld legislatures may feature several ideological dimensions, multi-layer decision
making in committees, reconciliation of bills between multiple “houses”, an agenda
setting process, repeated interactions and reputation effects, party affiliation, and so on.
These are all important institutional considerations that may well affect the ideological
structure of winning coalitions. Perhaps the most interesting of these issues to explore
in future research is the explicit role of party affiliation. However, since theoretical
analysis must always trade-off between realism and tractability, I set those questions
aside.
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Though stripped down relative to the real world, the model is still relevant for two
reasons. First, the model identifies and explains plausible sources of the
conglomeration and polarization incentives even if these incentives may have to
compete with others in real-world legislatures. Second, one need not believe the
model’s explanation for the origin of the conglomeration and polarization incentives in
order to accept the logic that the combination of these forces leads to polar coalition
formation. One need only believe that these are real incentives for some reason. With
regard to conglomeration, one could easily imagine, for example, that like-minded
members of legislatures develop closer friendships and therefore find it easier to vote
together. Similarly with polarization, extremists could occupy weak bargaining positions
relative to moderates for a variety of reasons. For example, in a richer environment with
repeated interactions and reputation effects, it seems reasonable that moderates could
more credibly threaten to vote with the other side in future bargaining sessions.
Conversely, when one expects the forces to be lopsided, this model offers a way to
think about why to expect a lower probability of polar coalitions. For example, perhaps
the only issue is ideological and the opportunity for redistribution of wealth among the
players as part of the bargaining process is constrained (e.g., judicial panels and faculty
committees) thereby removing the mechanism that sustains polarization.

APPENDIX A. PROOFS
Proof of Proposition 1. I analyze a simplified voting game which may be thought of as
a truncated subgame in the larger bargaining game. This simple voting game has n
players labeled

who vote YES or NO in sequence. If a critical number,

, vote YES then each player
. Let

gets payoff

Otherwise each player

be the subset of player who strictly prefer PASS to FAIL. Let

gets
be the

subset of players who strictly prefer FAIL to PASS.
Players vote sequentially with each player observing the votes of those who vote
earlier. A pure strategy for player i is a plan of action - to vote YES or NO – at each of i’s
2i decision nodes. A mixed strategy assigns to each node a probability of voting YES. A
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subgame perfect equilibrium requires that all players in A have a strategy which
prescribes voting YES with probability one whenever doing so improves the chances of
passage. Similarly, (though a bit counters intuitively) it also requires that members of a
vote YES with probability zero whenever voting YES diminishes the chances of
passage. Opposite statements apply to .
We want to show that any time there is a majority of players in , then the motion will
pass with probability one in any subgame perfect equilibrium. Assume
a new index for the players belonging to

with labels

. Create

and assign these

labels in reverse order of these players’ rank in the voting sequence. Hence

is the

last player to vote among those who are strictly in favor of the proposal. Also player
is the player who is strictly in favor of the proposal and who would be pivotal, if
among all other players after him who are strictly in favor vote YES and all those before
him voted NO. Note that player

has a non-empty set of decision nodes from which a

YES vote guarantees passage of the proposal no matter how voters following him in the
voting sequence vote. Call these
or nodes reached when at least

’s guarantee nodes. For example, the decision node
of the players who are strictly in favor of the

proposal have all voted YES must be among

’s guarantee nodes. By the definition of

a subgame perfect equilibrium, if play reaches any of these nodes, either player
vote YES or the chances of the proposal passing after a NO vote by player

must
must be

equal to one as well. Therefore, the proposal must pass with probability one if play
reaches any of

’s guarantee nodes in any SPE.

Now consider the nodes belonging to the second to last voter strictly in favor of the
motion, player

. A non-empty subset of decision nodes belongs to this player from

which a YES vote invariably leads to at least one of
these ’s guarantee nodes. In general, define
nodes from which

’s guarantee nodes. Call

’s guarantee nodes to be those decision

has the power to direct play invariably to one of

nodes. It is clear that for all , all the decision nodes at player

’s guarantee

’s turn reached after

players preceding him in the voting sequence have voted YES are guarantee
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nodes for player

. It follows that all of player

nodes. In particular player

’s decision nodes are guarantee

can guarantee that play will reach player

’s

guarantee nodes with a YES vote from any of his nodes. Therefore whether player
votes YES or not, the proposal must pass in any SPE with probability one following his
vote. A symmetric argument demonstrates that the proposal will fail whenever a majority
strictly prefers it to fail. QED.
Proof of Proposition 2. The proof addresses the proposition point-by-point.
we need to show that

(i) To show that
with

. Note that

, randomly choose
Now set

need not be

. To construct an example of one such

players not . Call this subset along with
and

To show that

can construct a passable proposal

for all

.

for all

.

and

would pass in any SPE and that all

favor, we need only show that

(optimistically)

(including ) would be in

for all

. Note that

while for all

But

and

Therefore,
for all

even if

. Therefore by Proposition 1, the proposal

would pass in any subgame perfect equilibrium.
(ii) Equation (4) specifies an amount of cash which makes any member of
indifferent between
g(1) = 1 and that
for all

and continuation. The assumptions that

for all

,

puts at least some weight on two policies imply that
and therefore

for all

. The claim that

follows directly from the strictly positive cash shares of all coalition
members, since to have more players in the coalition would unnecessarily lower the
proposers payoff.
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(iii) The uniqueness of
assumption that

and therefore of

for a given

81

in favor follows from the

and the fact that the sum of convex functions is also convex.

(iv) Proposer, ’s payoff is computed by observing that
pot of cash and so

is the residual claimant on the

. Applying this to (1) and substituting in the

expression for coalition member cash shares from (4) yields the result. QED.
Proof of Proposition 3. In order to more explicitly present
replacement member’s ideal point,

, let

denote

as a function of the
from above. Because, by

solves the minimization problem from (5), it must satisfy the associated

definition,

first-order condition. Hence when

, we have

(15)

. (The logic for the other case is symmetric.) Set

Suppose that
with
and

still

lies

small enough so that
below

.

This

’s ideal point has the same rank as ’s
proof

will,

in

essence,

show

that

. Just as (15) must hold with respect to coalition ,
equation (16) must hold for

:

(16)
Note that

is written explicitly as

and I’ve separated out the th term, which

belongs on the LHS by our supposition that
get

. Subtracting (15) from (16) we
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(17)
In the limit as

by the definition of a derivative, we can write

Substituting this back into our difference equation (17) we get

(18)
Using the definition of a derivative again, we can write down the following three
identities in the limit as

.

Using these we can re-write (18) as

Canceling the s and absorbing what we can of the th term back into the sum, we get
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which obviously lies between 0 and 1.
Proof of Proposition 4. The proof proceeds as follows.
(1) Establish several key characteristics of ,

and

justifying Figures 1 and 2.

(2) Prove the equivalency of moving a coalition member’s ideal point and swapping the
member.
(3) Prove a cumbersome version of the sufficient condition involving

instead of

.

(4) Simplify the sufficient condition by proving that the bias introduced by replacing
with

always works in the right direction.

Part (1). Player ’s individual conglomeration effect is given by

(19)
The equality between the second and third line holds because

, by definition, solves

the coalition ideological loss minimization problem, meaning that the terms in the
summation add to zero. Since

is held constant in the definition of

, coalition ’s

field conglomeration effect is

(20)
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The slope (2nd derivative) of ’s individual conglomeration effect is given by

(21)
The slope of C’s field conglomeration effect:
(10)

The signs of and relationship between field and individual conglomeration effect slopes:

(23)
Inequality (23) follows from (22) and (21) and the fact that

(24)
which is given by Proposition 3. Equations (19) and (20) and the fact that
immediately imply that
effects are equal when evaluated at

’s field and
.

′s individual conglomeration
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(25)
The polarization effect (the first derivative of

) is independent of

and . It reduces to

the following.

(26)
Its second derivative is strictly negative and is given by the following.

(27)
Both (26) and (27) follow directly from the definition of

Part (2). Consider two coalitions of size
member.

includes player

By the definition of

while

,

and

and Leibniz’s Rule.

, which are different by just one

has , with

,

and

it is obvious that

Therefore (28) is the difference in payoff to of choosing coalition

over

.

(28)

.
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The transition from the first line to the second follows from (7) while the last line is a
straight-forward application of the fundamental theorem of calculus.
Part (3). Obviously if the sign of the integrand in equation (28) is positive (negative) over
the entire interval

then

is an unambiguously better (worse) choice for than

.

Hence we can clearly make the following (slightly cumbersome) claims. If, for all
choices of

, whenever

, we have (29) and whenever

, we

have (30) then polar coalition formation is required in any subgame perfect equilibrium.
(29)

(30)
, so that

To see why, suppose that

is a right-leaning coalition. The claim is

that an even more right-leaning coalition would reduce the sum of
therefore increases

. (That is,

(and

) which would obviously be true if inequality (29) held and there

exists some player
then

and

with

and

. If there does not exist such a player ,

already is ’s right polar coalition.) The argument is symmetric

for the case of a left-leaning coalition. Therefore, if both conditions held true,
be the best choice among all left-leaning coalitions and

would

would be the best choice

among all right-leaning coalitions.
Part (4). To prove the simpler version of the sufficient condition stated in the proposition,
we must show that replacing
when, respectively,
following two statements.

with
and

will not flip the signs of inequalities (29) and (30)
. To show this, it suffices to prove the
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These two statements follow from the observations made above in (25) and (23). (Note:
Figure 4.1 illustrates these points) QED.
Proof of Proposition 5. To save space in this proof I use the following shorthand. Let
. The sufficient and necessary condition (14) at the heart of the
Proposition can therefore be re-written as follows.

(31)
The proof proceeds as follows.
(1) Derive the solution for each player’s expected utility in equilibrium.
(2) Set up the coalition choice problem.
Part (1). Solution to System of Expected Utilities Equations. In a stationary equilibrium
where everyone always chooses the polar coalition to which that player belongs, the
expected utility of player

is given by the following.
(32)

On the first line,

is the chance that someone in

other than will be selected as the

proposer and will have to give his continuation value
the probability that

. One the second line,

is

is selected as the proposer and the terms in the square brackets

represent his payoff in that case. On the third line,

is the chance that someone from
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the other polar coalition,

, is selected to be the proposer in which case

loses

.

Collecting terms we have

Multiplying thru by

we get

This forms a linear system of

where

equations which, in matrix notation, is

and for each

It is easily verified that a system of linear equations with this form has the following
solution

Putting ,

and

back in terms of ,

and

and

, we get

which reduces to

(33)
Swapping R and L in this expression yields the solution for the expected utilities of
members of R.
Part (2). For any

, L is clearly a better choice than

whenever we have
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in equilibrium (assuming it exists). The

RHS is i’s payoff from choosing some arbitrary coalition C. Note that
assumption. However, we can also assume that

by

since proposers never want to

choose anything but minimum majority coalitions for the same reason discussed in the
proof of Proposition 2. Subtract , multiply by

, and add

to both sides of this

inequality to get
(34)

The quantities on the left and right hand sides of (34) are the total bribe demands for
coalitions

and

respectively. Substitute the expression for expected utility from (33)

into (34) for members of L and the analogous expression for members of R to get

Note that I have decomposed the summation on the RHS into members of
. (Since

is even

and

and

are exhaustive and non-overlapping.) This is necessary

because, as noted in Part (1), the expressions for the expected utility of members of
and members of

are different (though symmetrically analogous). Now I make three

cancellations. First there are the same number of

terms on each side of the
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inequality. Second, by the assumption that the ideal point configuration is symmetric,
, and there are the same number of these terms on each side of
,

the inequality. Third, again by the symmetry of the ideal points,

and there are the same number of these terms on each side. Hence, the inequality
reduces to

The transition to (31) follows from the fact that
and

QED.

ACKNOWLEDGMENTS
I would to thank Larry Samuelson, William Sandholm, Peter Norman and Jim Andreoni for many helpful
remarks as I worked out the theory on early versions of this paper. Many others including Kara Leibel,
Peter Grajzl, Jo Hertel and Laura Schecter generously read drafts and provided comments. Errors, over
sights and omissions are all mine. “To date, game theory has been unable, in general, to explain or
predict which coalitions will emerge when a game is played. This surprising gap needs to be closed ...” Beth Allen (2000), my italics.

REFERENCES
Alesina, A., & Rosenthal, H. (2000). Polarized platforms and moderate policies with checks and balances.
Journal of Public Economics, 75(1), 1-20.
Allen, B. (2000). The future of microeconomic theory. The Journal of Economic Perspectives, 14(1), 143150.
Austen-Smith, D., & Banks, J. (1988). Elections, coalitions, and legislative outcomes. The American
Political Science Review, 82(2), 405-422.
Banks, J. S., & Duggan, J. (2000). A bargaining model of collective choice. The American Political
Science Review, 94(1), 73-88.
Banks, J.S., & Duggan, J. (2006). A general bargaining model of legislative policy-making. Quarterly
Journal of Political Science, 1(1), 49-85.
Baron, D. (1991). A spatial bargaining theory of government formation in parliament systems. American
Political Science Review, 85, 137-164.
Baron, D. (1996). A dynamic theory of collective goods programs. American Political Science Review,
90(2), 316-330.
Baron, D. P., & Diermeier, D. (2001). Elections, governments and parliaments in proportional
representation systems. Quarterly Journal of Economics, 116(3), 933-967.
Baron, D. P., Diermeier, D., & Fong, P. (2007). Policy dynamics and inefficiency in a parliamentary
democracy with proportional representation. SSRN eLibrary.
Baron, D. P., & Ferejohn, J. A. (1989). Bargaining in legislatures. The American Political Science Review,
83(4), 1181-1206.
Battaglini, M., & Coate, S. (2007). Inefficiency in legislative policymaking: A dynamic analysis. The
American Economic Review, 97(1), 118-149.

Guse: Polar Coalition Formation and Extreme Policies in Legislative Bargaining

91

Battaglini, M., & Coate, S. (2008). A dynamic theory of public spending, taxation, and debt. American
Economic Review, 98(1), 201-236.
Calvert, R. L., & Dietz, N. (1996). Legislative coalitions in a bargaining model with externalities. University
of Rochester Working Paper.
Harrington, J. E. (1989). The advantageous nature of risk aversion in a three-player bargaining game
where acceptance of a proposal requires a simple majority. Economics Letters, 30(3), 195-200.
Ingberman, D., & Villani, J. (1993). An institutional theory of divided government and party polarization.
American Journal of Political Science, 37(2), 429-471.
Jackson, M. O., & Moselle, B. (2002). Coalition and party formation in a legislative voting game. Journal
of Economic Theory, 103(1), 49-87.
Krehbiel, K., (2000). Party Discipline and Measures of Partisanship. American Journal of Political
Science, 44(2), 212-227.
Lizzeri, A., & Persico, N. (2001). The provision of public goods under alternative electoral incentives. The
American Economic Review, 91(1), 225-239.
McCarty, N., Poole, K, & Rosenthal H. (2001). The Hunt for Party Discipline in Congress. American
Political Science Review, 95(3), 673-687.
Norman, P. (2002). Legislative bargaining and coalition formation. Journal of Economic Theory, 102(2),
322-353.
Palfrey, T. R. (1984). Spatial equilibrium with entry. The Review of Economic Studies, 51(1), 139-156.
Poole, K.T. & Rosenthal H. (1991). Patterns of Congressional Voting. American Journal of Political
Science, 35(1), 228-278.
Romer, T., & Rosenthal, H. (1979). Bureaucrats versus voters: On the political economy of resource
allocation by direct democracy. The Quarterly Journal of Economics, 93(4), 563-587.
Rubinstein, A. (1982). Perfect equilibrium in a bargaining model. Econometrica, 50(1), 97-109.
Selten, R. (1975). Reexamination of the perfectness concept for equilibrium points in extensive games.
International Journal of Game Theory, 4(1), 25-55.
Volden, C., & Wiseman, A. E. (2007). Bargaining in legislatures over particularistic and collective goods.
American Political Science Review, 101(1), 79-92.

92

American Review of Political Economy

Figure 1. Field and individual conglomeration effects.
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Figure 2. The polarization effect (1st derivative of
coalition choice, .
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) is independent of the replaced member, , and the

94

American Review of Political Economy

Figure 3. Decomposition of the marginal effect on transfer demand of increasing a right-leaning coalition
member’s ideal point.
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Figure 4. Frequency of Polar Coalition Equilibria under Squared and Linear Loss Functions. The color of
each cells represents the number of trials out of 10,000 random symmetric ideal point configurations for
which there was a polar coalition equilibrium.
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Abstract
This research paper traces the current U.S. economic crisis back to 1865 and the establishment of the
modern U.S. currency and banking system. The history and conditions in which the “greenbacks” were
created provide critical insight into the current economic problems. The decision of 1865 and what
followed from it helps explain why continued mass debt and inflation are inescapable in the future if our
standard of living is to be maintained. This paper argues that the growth in U.S. hard currency since 1865
has been miniscule compared with the phenomenal growth in the U.S. economy and the country’s overall
value and that this has created “unbearable shortages” within the U.S. economy. As a result, this paper
recommends that we update the 1865 currency base to 21st century levels and that the new currency be
attached to a tangible asset(s) that can allow sufficient economic growth and prosperity for the rest of this
century and beyond. In the end, an examination of the history of American currency provides the basic
answers and possible solutions to the current economic crisis.

Key Words:
JEL Codes:

INTRODUCTION
As the United States’ economy continues to stagnate and recent economic data
indicates long-term problems to come, there has been a growing trend to look back in
history to find the reasons and, possibly, the solutions to this ongoing economic crisis.1
A number of authors have analyzed the currency issue as the source of the economic
problems and the potential solution (Woods 2009; Brown 2008; Lewis 2007; Goodwin
2003; et al.). Others have focused on the Federal Reserve (Sheehan 2010; Woods
2009; Axilrod 2009; Samuelson 2008; Paul 2008; Batra 2005; Mayer 2001; et al.).
Countless articles and reports have been made by experts and the media to assess the
daily economic problems. Beyond recommendations to make cutbacks and balance the
budget, few offer any long-term solutions to this systemic problem. With 100K-plus new
workers entering the labor market each month and 15 million-plus Americans
unemployed, the U.S. economy is in increasingly dire straits of being overwhelmed by a
constant barrage of unemployment, debt, and stagnation.
Copyright 2013 American Review of Political Economy June 2012/June 2013 (volume 10, number 1/2): 96‐119
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For the past decade since the end of the Clinton Administration, the country’s
economy has been failing. Even before 9/11 and the 2008 financial crash, the U.S.
economy was in a free fall. Most literature presents the existing economic problems as
part of a typical downturn cycle that will soon lead naturally to an upturn. Some more
recent books and articles, on the other hand, argue that the existing economic crisis can
be traced back much further in history and is more institutional and political than
economic. These authors have investigated the historical underpinnings of our financial
system and they have highlighted a number of fundamental flaws that they suggest
should be fixed or replaced.2
From the multiple perspectives that scholars have taken to address the existing
economic problems, the U.S.’s currency is at the center of many of the arguments.
Both core problem and future fix, the U.S. currency has become one of the fundamental
factors in the present debate on how to save the U.S. economy and return it to
significant annual growth levels. Most polls show that a large majority of Americans see
the country’s economy and debt as being by far the most important issues that need
resolution, and currency is at the heart of both. Moreover, considering that much of
America’s superpower status and national security is based upon American financial
power, the ongoing economic problems and the potential instability of the American
currency are direct threats to the existing international order and America’s leading role
in it. Resolving the economic crisis is necessary to maintain the system and America’s
place in it. The currency issue is central to any solution.3
Looking back in American history provides a very rich foundation to understanding
our present situation, and it offers a number of important insights and solutions to our
economic problems. As we shall see, 1865 is a decisive point in this research paper and
provides the crossroads for the pre- and post-1865 economic periods. The transition
period from the pre- and post-1865 periods is critical, but the two periods in and of
themselves are very important to comprehending why 1865 matters so much. From the
end of one period to the beginning of the new one, 1865 becomes the key turning point
in our overall American economic system, transforming a previously decentralized and
privately controlled currency system to a highly centralized corporate-government
controlled currency system. Who ultimately prints and controls the paper currency has
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been the quintessential factor in the American economy since colonial times. The
current economic crisis leads us back to the beginning and evolution of our American
economy and currency system.

Where we stand today and what can solve our

problems tomorrow lays in the past economic developments and decisions that
Americans made. 1865 is the critical year that led in many ways to the current economic
crisis and, moreover, fundamentally altered the original economic course set down over
250 years prior. American currency was –and, still is- at the heart of the matter.4

THE AMERICAN POLITICAL CONTEXT
The American economy has had many up and down cycles throughout its history. Since
most Americans until the 20th century owned farms and were relatively self-sufficient
(the classic Jeffersonian view of what American freedom and democracy was all about),
these economic downturns rarely hit the general public in any substantial way. U.S.
industrialization and urbanization in the late 19th and early 20th centuries, however,
changed the socio-economic equation as the majority of the American population
moved to the cities and, for the first time in history, became completely dependent on
paper currency for their survival. It is in itself a major development in human history for
a large population to have no other recourse for their survival than pieces of paper. The
Great Depression was the culmination of this socio-economic trend and the subsequent
government

programs

implemented

were

testament

to

Americans’

newfound

dependence on this paper currency system.5
Today, we appear in many ways to be heading in a similar direction to the Great
Depression but with a number of new factors that are critical to understanding the
current economic situation. First, unlike the 1930s, most Americans are no longer
relatively poor, so they have much more to lose and further to fall in any future
economic downturn. History shows that the greatest internal threat to any system is
when middle to upper-class people are threatened with losing their hard-earned social
wealth and status in society; the poor alone have never carried out any successful
transformation or replacement of a country’s system. Second, in the 1930s America had
relatively little debt and a tremendous amount of economic potential still available.
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Today, Americans have trillions of dollars of personal debt, while the U.S. government
has $13.5 trillion in national debt, an annual budget deficit of $2 trillion, $13 trillion in
loans to financial institutions, $23.5 trillion in guarantees to the financial, housing, and
auto industries, and an estimated guarantee of $70-80 trillion in Social Security and
Medicare payments to the baby boomers who are just starting to retire. Not a good
combination, especially when the federal government takes in around $2 trillion a year
in revenue sources, at this time.6 Third, the onset of World War II facilitated the greatest
wealth transfer in history and the U.S. was the primary beneficiary of it; and, much of
this foreign wealth remained in this country for decades after the war. Fourth, for the
next fifty years after WWII, America’s industrialized competitors had to recover from
their vast war-time destruction and America took full economic advantage of it. Finally,
the existing international economic system is now completely saturated with
competitors, capitalism has expanded to the far corners of the globe, and there are
relatively few places remaining that can offer significant economic growth potential for
any of the advanced industrialized countries. Even Schumpeter recognized that the
fullest and most advanced extension of capitalism held the seeds of its own
destruction.7
Are we seeing the collapse of the existing economic order or is there a way to save
it? The U.S.’s currency is the critical element underlying all of these issues. The history
of American currency is a fascinating story of American ingenuity and the subsequent
attempts by powerful governments and interest groups to get control of the financial
system. Most Americans are not aware that for the first 250 years of American history,
from the early 1600s to the Civil War, most American currency was created at the local
and regional levels and very little at the national level. The literature on the history of
American money suggests that there has been a recurring battle between private and
government-controlled currency creators. But this has been actually much more
complicated than a business versus government fight. The key factor to this battle has
been that major corporate elements have used and sided with the government to create
monopolies to protect and promote their interests and, notably, currency has been a
critical component of their program. Recognizing this collusion between certain financial
centers and the government is important to our understanding of the present currency
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and economic problems. The financial, social, and political forces underlying this
historical currency battle remain a predominant theme throughout American history up
to the present.8

THE PRE-1865 ECONOMIC PERIOD
When the first English settlers arrived in America, they had to deal with an economic
system that was highly slanted towards England and the European financial structure in
general. The first generations of colonists had to overcome these economic obstacles,
but they were greatly aided by the three thousand mile separation from the mother
country and lack of transportation technology, in addition to the constant distractions
England and other European countries had to deal with, particularly wars. The American
colonists, first and foremost, had to deal with a currency issue that remained at the
center of American economic development for the next 150 years. Americans were told
originally like most others that gold and other hard currencies were necessary for all
economic interaction and growth. Most American colonists had little if any coinage.
Refusing to accept permanent poverty or a completely stagnant economy and future,
Americans took matters into their own hands and recognized that gold was nothing
more than a shiny trinket, to put it simply. Land and other natural resources were the
true wealth of America and the key ingredients that people sought out and demanded.
Currency has often been described as having as much to do with psychology as it is
with natural and subsistent needs. Gold, on the other hand, was viewed at the time as
just one of many bridges to achieve Americans’ needs and desires. American colonists
concluded very quickly and out of necessity that they had to develop a new currency
engine to promote and sustain their economic development. New generations of
Americans needed more land and housing and farming materials for their livelihoods
and futures. Americans, thus, refused to allow a lack of gold and other metals to deny
them the ability to develop the vast tracts of land and natural resources that stood
before them.9
The American colonial currency developed from an early bartering system of land,
wampum, furs, and other raw items to a more fungible and acceptable version of paper
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currency. Many local transactions of goods and services became based upon paper
contracts, or currency. Private community and regional lenders emerged to utilize the
vast natural wealth and existing human resources available to produce an acceptable
return on their investments. Although virtually all economic transactions and currency at
the time developed at a local and private level, historians have traced the earliest forms
of American government paper currency to the 1690s and the Massachusetts Bay
Colony’s war with the Indians.10 In fact, it should be pointed out that there has been a
recurring theme of wars and government paper money throughout American history.
Whatever currency that exists at the time of war, the conflict creates a much greater
need for supplies and other resources, well beyond the existing local/regional private
financial resources available. From the 1690s to the Civil War, the government paper
currency was more of an IOU that was expected to be repaid in more favorable and
acceptable means after the war was over. It is interesting to note that whenever the
government propelled the creation of paper currency and IOUs, especially during
periods of war, there tended to be major problems of valuation, inflation, counterfeiting,
and general acceptance over time. Americans who took the paper currency often
encountered problems later, but since most owned farms for self-sufficiency, most of
them were able to survive any currency issues that emerged during or after the war,
even a currency’s complete devaluation. This was the case with the first government
issuance of paper money in the 1690s and it would not be the last.11
Once paper currency emerged in the 1600s as a form of acceptable contract for
goods and services, it became a common business practice at the local level.
Community banks and lenders negotiated deals with average Americans and
businessmen. The paper currency was often unique to the bank and the specific
contract negotiated. It worked well for the original participants, but as the currency
remained in circulation and was transferred to others that were not part of the original
agreement, the fungibility and reliability of the currency led to its devaluation the further
the currency went beyond the local populace and the knowledge of who the original
bank issuer was. Counterfeiting became a significant problem for currencies/IOU
contracts, especially with travel distances and limited technologies and communication.
It was clear that a universal currency that could not be counterfeited was the most
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important element that what was missing from this early currency system. Many
Americans recognized this but the power of local and regional interests and banks
prevailed over continental trade and interests; economic relations were predominantly
local and personal and this parochialism made currencies primarily short-ranged,
despite any later consequences that occurred well beyond the area.12 It is important to
note this here since it became one of the key arguments later in the Civil War for a
government-created universal currency that was difficult to counterfeit (hence, the
introduction of the future greenbacks).
The American currency system for 250 years was very successful at the local level in
promoting economic development and satisfying the needs of citizens. The main
problem arose only after the paper currency went through several transactions and
made its way out of the local/regional zone of 100 percent acceptance and awareness.
Thus, the contractual foundation of paper currency worked well in the development of
the early American economy as long as most economic interactions were close by. It
was a reflection of early American history as to the heavy emphasis on local and intracolony/state interaction and less so on interstate commerce, which became more
prominent as America industrialized and transportation technology (trains etc.) emerged
in the 19th century and beyond.13
As America progressed into the 1700s, the economy grew at significant rates and
provided more than enough opportunities for millions of new colonists, courtesy of paper
money. It is a notable historical fact that Benjamin Franklin was one of the most prolific
printers of paper money up until the 1760s. Some historians consider him the “Father of
Paper Money.”14 It should be stressed that the entire American paper currency system
came to an abrupt end when the British government realized during the French and
Indian War (1754-1763) that America had developed and separated itself far beyond the
imperial reach that any British monarch or official could ever have imagined. America’s
economic development and prosperity were shut down by the British Currency Act of
1764, which banned the printing of all paper money in the American colonies. Franklin,
thereafter, travelled to Britain and argued before a British Parliamentary committee that
paper currency was essential to a prosperous and peaceful America that would remain
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happily within the British Empire. The British saw the effects of American currency as a
direct threat and contradiction to the British colonialist and mercantilist policies of the
time. As a result, the British refused to allow paper currency to be used by Americans
and, thus, deprived a whole generation of young Americans any opportunity to obtain
land, a home, and a family for lack of gold and other metal coinage.15 It is not at all
surprising that there was a large pool of eager recruits for the American Revolution
twelve years later. Their entire future hinged on the re-introduction of American paper
currency and land exchanges to have any chance at all at having a decent life and
future.
The American Revolution brought a return to the old system of local paper currency
and contracts. The Revolution was in part an act of defiance against the central
government’s control of currency. It should be pointed out, however, that America’s new
but very weak central government, the Continental Congress, had to also involve itself
in the printing of paper money in order to pay for the Continental Army and other
expenses. And, this government paper currency had no convertibility into anything
tangible. Not surprisingly, the new central government’s efforts led to a mass
devaluation of government paper currency and the famous phrase “Not worth a
Continental.”16 Nevertheless, America’s land and natural resources came to the rescue
and won the day. In response to the virtually worthless Continental currency, the new
American government quickly turned to promising Americans the opportunity of new
land if the British yoke could be overthrown. Thus, the value of land –regardless of
whether or not it was directly attached to paper currency- was more than enough to
motivate many Americans to fight for and support the newly created government.
After the Revolution, Americans went through another upheaval of governments
getting involved in printing mass amounts of paper currency. This time around, the
thirteen U.S. state governments were the culprits in overproducing paper currency that,
like the Continental, was not at all attached to real property. The new state governments
had huge debts from the Revolution and attempted to use the printing presses to
resolve their debts quickly, easily, and in a very politically convenient way. Many
business and financial leaders, however, recognized the mass inflationary effect of this
printing and quickly adjusted their prices and demands. This led to a massive economic
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downturn and subsequent social unrest, culminating in the famous Shay’s Rebellion.
Many Americans who took out loans to purchase their homes and farms were now
seeing their bills skyrocket well beyond their incomes. Although most Americans owned
their property, there were a substantial number who did not. This large-scale social
unrest alarmed America’s Founders and led them to convene in Philadelphia and create
a new constitution to replace the Articles of Confederation. The impact of the postRevolutionary unrest was at the forefront of the Founders’ minds when they created the
U.S. Constitution. Paper currency was once again at the center of a new American
revolution.17
The Founders made it clear in Article 1 Section 8 of the U.S. Constitution that the
U.S. government could only coin metals and borrow money on the credit of the United
States. Learning the hard lessons of government involvement in the printing of paper
money, the new U.S. government denied itself the power to print paper currency and,
after bailing out the state governments (courtesy of Article 6 of the U.S. Constitution), it
forced the state governments out of the currency business and, moreover, made them
balance their budgets on an annual basis. This opened up the doors for local and
regional banks to once again become the sole paper currency producers and primary
financial lenders in the American economy.18
After a brief interlude between 1764 and 1789, America was back to having the
private local and regional banks be the engines for economic growth and prosperity.
This led to the country’s tremendous expansion up to the Civil War. But there were a
number of problems, both old and new. There were many types of currencies
(thousands, in fact) that went beyond the local area and thus were devalued and
counterfeited, just like colonial times. It is interesting to note that Benjamin Franklin and
many others had recommended a more universal currency that was difficult if not
impossible to counterfeit.19 Furthermore, the federal government created the First
(1791-1811) and Second (1816-1836) Banks of the United States in an attempt to
strengthen national control over the economy, but both banks led to financial collapse
and greatly increased the public’s distrust of the federal government’s involvement in
economic issues and the handling of money. In the end, the federal government’s
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interference in the nation’s economy ran contrary to the interests of many local and
regional bankers as well as many of the public who were socialized in this local means
of economic growth and production. The economy, essentially, remained into the 1850s
a matter of local personal relations and trust, as well as states’ rights, over national
relations and interstate commerce. It was not until the 1860s and thereafter that
America saw a much greater degree of interstate commerce and movement. It is not
surprising that the Civil War was a turning point for not only the country’s political
system and the issue of slavery but also for its economic system and currency.20

THE CIVIL WAR, CURRENCY, AND THE DECISION OF 1865
When the Civil War began in 1861, the U.S. government expected a quick and easy
victory and its budget reflected it. When the war continued on for much longer, the
government was forced to find other means to pay for the mass mobilization of
hundreds of thousands of troops over an extended period of time. The existing currency
in the system, which was an amalgamation of many of distinct currencies from
(northern) local and state banks, became inadequate for prosecuting the war to its
fullest. The Lincoln Administration, under U.S. Treasury Secretary Salmon P. Chase,
decided to issue what amounted to IOUs or promissory notes without a due date in
order to obtain the necessary war materials. The government declared these U.S. bank
notes, or IOUs, to be legal-tender notes but they were not attached/convertible to any
tangible asset (their convertibility to gold was quickly rejected; not until after the war did
the gold conversion issue return).21 The federal government decided to put into practice
something that had been advocated and dreamed of for centuries: a universal currency
that had the exact value everywhere and was difficult if not impossible to counterfeit.
Since the Constitution prevented the government from printing paper currency, the
government had to officially call the “currency” an IOU/contract and left it up to the
receivers as to whether or not they would transfer the IOUs to others at face value,
which they often ended up doing, or convert them into government bonds for 5-20 years
at up to 6% interest.22 To make it difficult to counterfeit, the U.S. Treasury Department
created a currency with green ink on the back side and black ink on the front, hence the
famous term “greenbacks.” The federal government produced $300 million of these U.S.
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bank notes, or greenbacks, in 1862 and then $150 million more in 1863. The federal
government made it very clear that the $450 million worth of greenbacks would be taken
out of circulation and replaced with real currency once the war ended.23
Although the $450 million worth of greenbacks were officially IOUs, the government
declared the greenbacks to be temporarily equivalent to real currency or legal tender
and that their value would be equal in any part of the United States. Most people
(northerners) supported the reasoning behind the greenbacks and saw it as their
patriotic duty to accept the greenbacks as a legitimate substitute for established
currency, which they recognized was insufficient in quantity to carry out the war effort.
This was the first attempt since the Revolution to make something akin to a national
currency, although the greenbacks were officially convertible to bonds or to real
currency if and when the government won the war and was able to obtain sufficient new
currency to repay the “borrowers.” The greenbacks were very popular with those who
received them, including soldiers. Northern businessmen and military industrialists
received most of the greenbacks and they greatly appreciated the greenbacks’ universal
value and acceptance.24 This is important to note since it was this particular interest
group that later became the biggest and most powerful supporter for making the
greenbacks the dominant national currency in the land. In the end, the establishment of
the greenbacks as an acceptable means of exchange/investment/”currency” became
the critical component to the emergence of our modern day currency system and our
present day problems. It should be re-emphasized that the greenbacks were never
meant to remain in circulation beyond the Civil War, a fact stipulated by Congress.25
As the Civil War reached its zenith in 1863, the U.S. government laid the foundations
of a new currency system that would be the cornerstone of its modern day economic
system. To this day there is still no substantial evidence that the U.S. government had
decided before 1865 to keep the greenbacks in circulation after the war, let alone make
them the primary currency of the land. But in 1863, the government passed the National
Bank Act, which not only established a new national bank system (one could say, a
Third Bank of the United States) but led later to the imposition of a ten percent tax on all
previously issued paper currencies that had originated from state and local banks. The
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U.S. government, more specifically, required all state and local banks that issued
currency to obtain a federal charter, and it declared that all future currency had to look
exactly the same except for the printing of the bank’s specific name/emblem and
location on the money.26 Many state and local banks resisted the central government’s
demands and attempted subjugation and, as a result, the U.S. government followed up
with amendments to the National Bank Act of 1863 that would force banks to submit to
federal control. The greatest coercive measure intended to destroy the independent
state and local banking system was the March 3, 1865 declaration that there would be a
ten percent tax (many called it a “death tax”) put on all older currency in any bank’s
vaults that did not comply with the new currency regulations, i.e., were not federally
acceptable uniform currency.27 This, for all intents and purposes, signaled the potential
elimination of all state- and local-created currency, since it put the banks under a large
degree of federal control and threatened their existence and profitability if they did not
comply with the new federally mandated currency standards. In short, the additional ten
percent transaction fee on any non-U.S. bank note could be more than enough to make
a bank uncompetitive and drive it out of business. Regardless of the fact that the
Constitution denied the federal government any involvement in the printing of paper
currency, the National Bank Act of 1863 and its culminating amendments in 1865 were
a direct contradiction to 250 years of American currency traditions, save for the British
act of 1764.
Whether or not this new currency tax was a short-term means of collecting more real
currency to prosecute the war and eventually pay off the greenback IOUs is not known.
But many historians look back on the National Bank Act of 1863 and see it as an
attempt to wipe out all the traditional currencies throughout the country and create a
new and centralized universal currency that the national government would control.28
Considering the extreme circumstances in which the National Bank Act arose, it is hard
to determine whether or not the currency tax was an emergency revenue action, an
anti-counterfeit campaign, or a long-term plan to create a new currency system.
Furthermore, it should be pointed out that many since Hamilton had sought to create a
permanent national banking system and that the strongest opponents to this scheme
had often been southerners who, obviously during the Civil War, were eliminated from
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the 1863-1865 debate. Thus, the removal of the “southern obstacle” may have enabled
this national banking issue to pass this time around. All in all, this is why 1865 becomes
the decisive turning point in the currency system that we have today. Once the war
ended, the U.S. government had the opportunity to retract the $450 million worth of
greenbacks and give their owners real paper currency, whether the old or new versions.
The government, in fact, started to do just that and took back $75 million worth of
greenbacks. This suggests that at least a part of the government, particularly the
Congress, intended to follow through with its original promise to print the greenbacks
solely as IOUs and not as permanent legal-tender currency.29 So, the state and local
banks still appeared to be the sole producers of paper currency once the war ended,
even under the new federal charters. What followed then is the critical storyline in
today’s currency debate.
As the $450 million worth of greenbacks were being collected by the government
after the war, the powerful (northern) businessmen and industrialists that had most of
the greenbacks rebelled (ironically, but politically) against this currency retraction. They
saw the many benefits of this universal currency and value, and they encouraged
anyone who held or used these greenbacks (including, soldiers) to publicly protest the
retraction. Since most of the greenbacks were in the hands of a relatively few wealthy
people, maintaining the greenbacks meant giving those few a tremendous amount of
financial and political power over the public and other interest groups, including the
federal government. The historical evidence, unfortunately, does not give justice to what
became essentially a financial coup d’état. The greenback holders were able to use
their powerful positions to generate enough public unrest and concern to persuade (or
coerce) government officials to reconsider their original retraction order, but only after
$75 million worth of greenbacks had already been taken out of the system. The greenback powers, moreover, were able to get the government to maintain its policy of
eliminating all the real currency that existed before the National Bank Act of 1863 and,
thus, ensured that the greenbacks would be the dominant currency of the land for years
to come, especially when the currency was thereafter attached to gold.30
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It can be estimated that approximately two thirds of the currency in the U.S. economy
were basically sent to oblivion by the greenback decision of 1865. The vast majority of
non-greenback currency was printed before the National Bank Act of 1863 and they
remained in circulation for years after the war –forcing most banks to wait until they
could replace the old currency with the new, but by then it was too late, as we shall see.
Furthermore, the greenback holders understood that by having the bulk of this new
national currency in their hands, it was critical to keep the production of future currency
to a minimum in order to maintain both their political and financial power. To this end,
the greenback powers were able to get the U.S. government and the new federally
chartered banks to refuse to replace immediately the two thirds of old currency with
greenbacks, meaning the new national currency levels were essentially at one third of
the Civil War levels (a massive decrease, especially given the need for Reconstruction).
More precisely, the federally chartered banks were unable to carry out substantial
business on many levels, especially with the U.S. government (who now accepted only
new U.S. currency or gold), since they could not print out large amounts of new U.S.
currency given that their assets were still tied to the old currency. Moreover, the
greenback powers further ensured their future monopoly on the new U.S. currency by
persuading the federal government to attach the greenbacks to gold, at first unofficially
and later officially. Connecting the new national currency to gold meant that there would
be extreme constraints on producing anything but a modest annual increase in the
currency levels, thus emphasizing the maximization of the greenback holders’ personal
value over the nation’s quantitative needs. This led to future mass shortages of currency
as the country headed into the last stages of industrialization and urbanization.31 In the
end, attaching the greenbacks to gold was another direct contradiction to 250 years of
American currency and economic activity. It was revolutionary in itself and had severe
consequences for this country and its people for the next one hundred-plus years.

THE AFTERMATH OF THE 1865 DECISION
The greenback decision of 1865 guaranteed a substantial shortage of currency in the
economic system and stressed the maintenance of the greenback’s value over the
country’s need for sufficient financial resources. With the establishment of the green-

110

American Review of Political Economy

back as the dominant currency of the land, it gave the greenback holders a tremendous
amount of power to influence the economic and political development of America for the
next half century and beyond. The greenback interests, basically, hoarded the money
and ensured that relatively little more was printed out on an annual basis, even when
the old non-greenback currency was returned to the now federally chartered state and
local banks. It is estimated that on average the currency levels grew by no more than a
few percent a year, despite the massive economic growth the U.S. experienced in the
latter half of the 19th and early 20th centuries.32
The greenback decision of 1865 is absolutely critical to understanding our current
economic crisis. The 1865 decision made the $375 million of greenbacks the base
amount of currency to calculate all inflation to this day. Any additional currency printing
beyond this base number has been considered inflation or debt. One may wonder how
and why this 1865-level of currency is still used as the base amount. Looking at the key
financial powers that controlled most of the new currency, it is not surprising that they
sought to monopolize the currency as they did the economy. They used their newfound
currency to heavily influence the U.S. government. And, despite the Legal Tender cases
in the decade following the Civil War and the Supreme Court’s declaration that the
greenbacks had been illegal originally as currency (for future reference), the greenbacks
remained the sole currency of the country and in the hands mainly of a relative few.
Furthermore, their powers and goals led Congress to pass the Resumption Act of 1875,
which allowed the greenbacks to be converted to gold at face value, the Gold Standard
Act of 1900, which tied the value of the greenbacks to the fluctuating exchange rate of
gold, and the Federal Reserve Act of 1913, which ensured that major financial interests
would control the printing of U.S. currency and the overall economy. As for the Federal
Reserve itself, it is neither truly federal nor has any substantial reserves. The federal
government, nevertheless, guaranteed its indirect –or, direct, from some perspectivescontrol over the Federal Reserve by claiming the right to appoint the Federal Reserve
Chairperson. This, of course, raises the question as to whether the appointment power
–let alone, any other direct or indirect connection to the Federal Reserve- violates the
Constitution’s demand that the U.S. government have no control whatsoever over the
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creation of non-metal currency.33 In the end, many of our major economic problems
today can be traced back to this period in which the financial coup makers, you could
say, converted the Civil War’s IOUs into the dominant currency of the land and, then,
turned their newfound powers to fundamentally change the American economy and way
of life. Currency shortages were profoundly influential and necessary for the greenback
holders during this time period. Unfortunately, it occurred during the worst stages of
industrialization and this generated tremendous social unrest into the 1900s. In the end,
this deliberate currency shortage helped to lead the U.S. into its greatest economic
depression and only WWII and the largest wealth transfer of all time delayed the
inevitable reckoning of this mass currency shortage and the 1865 financial revolution.
The decision of 1865 established the currency base for the country’s economic
system and then put, unofficially and then officially, a golden straightjacket on the
country until 1971. This 1865 decision and the policies that followed were primarily
political and social decisions. The policies were motivated by a small group of powerful
northern financial and industrial powers who wanted to protect and promote their
interests and wealth in the most extreme way. The decision to minimize the expansion
of the currency base, let alone not to replace the two thirds of the original currency that
was eventually wiped out, suggests that America’s economic troubles leading up to the
Great Depression were more than an economic downturn. The free market and original
currency system would have led to a much greater expansion of the currency base to
stay up with the massive industrialization and growth of the country. Instead, millions of
Americans were driven into the cities and forced to live and work in terrible conditions
for very little money. The underlying causes of the many economic downturns and
massive social unrest that occurred between 1865 and the 1930s could easily have
been mitigated by a natural and free market growth in the U.S. currency. Instead, the
currency was severely limited by a select group of people. Had WWII not come along
and the massive wealth transfer and destruction of our competitors not followed, the
1865 greenback decision would have been addressed and resolved one way or the
other, either through a new and larger currency base or the eventual collapse of the
existing base that was completely inadequate for a modern U.S. economy. The country,
however, ended up getting a half-century moratorium on the currency issue.34
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Today, the U.S. has returned to square one and the whole currency debate has
emerged once again. No more can we fall back on the mass foreign wealth that stayed
in our vaults from the late 1930s to the 1970s and 80s. Most of the money and other
forms of wealth are gone and the massive U.S. trade deficit has ensured that America’s
hard currency is mostly held by foreigners who now decide whether to return the
currency for interest. When you calculate the compound interest of $375 million for the
past 145 years at 5.5% inflation, you have relatively the same hard currency amount as
in 1865.35 All the additional “currency” that exists today is on a computer screen and
involves primarily massive debt. In other words, any attempt to collect and convert these
computer digits into real currency will send the banks plunging into bankruptcy, since
banks hold around 10% or less of the value of their hard assets on hand and nothing in
“soft screen” assets.36
There is approximately $800 billion of U.S. hard currency in circulation right now, with
around $250 billion in the U.S. and the rest overseas.37 This means that there is actually
less than a third of the original greenback value in the U.S. for future growth and
stability. This is a clear indication that this country’s currency has grown at an extremely
low rate compared to the country’s phenomenal GNP growth and overall wealth
production, and its foreign trade policies have seriously eroded even the minimal
currency growth levels for the past 145 years. Furthermore, there is an estimated $7-9
trillion of additional U.S. “currency” in circulation, courtesy of bank computer screens.
But no one knows how the Federal Reserve and U.S. government back up this
“currency” since there are no equivalent reserves of hard cash or gold or any other
valuable property.38 If these computer digits were actually converted into real world
currency, then it would clearly lead to greater economic growth on the one hand, but the
financial powers would no doubt raise prices and thus produce enough inflation to
undermine any increased currency in the system. This is the world that we live in now.

REFLECTIONS ON THE PAST: A NEW SYSTEM FORWARD?
Overall, the history of American currency is the potential answer to America’s future
return to prosperity. This research draws out a number of major themes, including the
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centuries-long battle between private and government forces for the control of the
currency, the great success of the paper currency being attached to land and other
tangible property, and the importance of setting a large enough currency base to build
upon for future growth and prosperity. The decision of 1865 is a critical decision that
established the base amount of currency that all inflation to this day is built upon. If the
society, government, and world cannot make do with the existing currency base when
adjusted for inflation, then they must go into massive debt if necessary. The solution to
the current and future economic problems is not more debt and inflation, but the
fundamental altering of the 1865 currency base to a reasonable 21st century level.
Throughout history, currency has often been based upon the collateral value of a
country or owner. If the U.S.’s total value was ever calculated, then the U.S. would at
the very least be worth several hundreds of trillions of dollars, with $500 trillion being a
rough and very conservative estimate. It, thus, raises the question as to why the total
U.S. currency is pegged at only $8-10 trillion, i.e. approximately 2% of the estimated
U.S. value just suggested, with less than a trillion dollars of which is hard currency –
and, even worse, only $250 billion inside the U.S. Whether one considers what the
currency levels should have grown at for the past 145 years or the two thirds of the
currency that was essentially wiped out by the 1865 decision, one can easily suggest
that any new currency base that can handle the country’s current needs and maintain its
standard of living will require at least a doubling or tripling of the existing currency
levels. Instead of $10 trillion, the U.S. (and, basically, the world) may need at least $2030 trillion total in order to establish a solid foundation of long-term growth, prosperity,
and reasonably balanced budgets.39 This would be just a 2% to 4% increase in the
currency levels to U.S. collateral value ratio (a 1% increase for every $5 trillion injected
into the system). Nevertheless, the primary obstacle to this currency recommendation
would most likely be the financial descendants of the 1865 decision-makers, who
appear to have kept a shortage of currency under the guise of the gold standard and
then, after 1971, the monetary policy. This small but very powerful financial interest
group, probably, would seek to inflate prices and cause an economic collapse if the
currency base was enlarged significantly. Thus, they are the ones that would have to be
neutralized politically and economically for any major currency reform to occur and,
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hopefully, educated in the benefits of a new currency base. Price controls, nonetheless,
would likely have to be enforced for as long as possible to ensure compliance by the
financial powers who might seek to undermine the successful establishment of a new
currency base. All of this would be necessary if the 1865 currency base was enlarged to
meet 21st century economic levels and, thereafter, was attached to sufficient property
value in this country.40
Regardless of the fact that the financial powers would end up sooner or later with a
lot more money under a new and enlarged currency base, the possibility of losing
significant power and wealth to the general population and allowing the government to
resolve its debt problems would be tantamount to surrendering the ultimate power. In all
likelihood, it will probably come down to a very new and strong government direction on
currency, or a last-second decision before a major economic crash, that things may
change. Nevertheless, the need to replace the 1865 currency base with a 21st century
currency number is absolutely essential to having a strong, prosperous, and dynamic
economic system for the rest of this century and beyond, especially when you consider
that nearly 70% of the U.S. economy is driven by consumer purchasing. It, furthermore,
is critical to giving Americans more freedom and opportunity, since the more hard
currency in the hands of average Americans, the greater the degree of choice there is
without the debt and dependency on any currency “masters.” In short, more hard
currency equals more freedom. A 145-year currency shortage has now become more
unbearable and unsustainable than ever. If the only solution under the existing system
is massive deficit spending, inflation, and cutbacks in the American standard of living,
then it behooves us to consider a new and better alternative, such as fundamentally
altering the 1865 hard currency base to a more relevant 21st century foundation.
In addition to expanding the currency base and putting in effect a price freeze on the
currency to ensure that major inflation does not “magically” appear, the new currency
must be (re-)attached to real property value. The 1971 decision to remove U.S.
currency from the gold standard without any type of public discussion or debate was
one of the strangest and most irresponsible acts in political and financial history. Given
the historical fact that no currency has ever survived in the long term without being
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attached to something tangible, one would have expected a major public debate to have
preceded the act and serious consideration be given to the implications and possible
replacement of gold. Instead, the gold standard went out without even a whimper or a
modest public discussion. The current economic situation and mass deficits can be
traced back to the purely political shortsightedness of the 1971 decision to detach the
U.S. currency from the gold standard without any tangible replacement or public
discussion. But like so many things in history, it takes time for some things to build up
en masse and eventually explode.41
Gold is certainly not enough to back up U.S. currency. It never has and never will be.
The world’s total quantity of gold, in fact, is valued at an existing price level of
approximately $8 trillion. This means that all of the world’s gold cannot back up more
than the minimal $8 trillion of U.S. currency in circulation (hard and digital), ignores the
rest of the world’s currencies, and prevents any future economic growth in the U.S. and
international system. Gold can be one collateral source, but it is clear that much greater
and sustainable property value must be used as the basis of any new currency.42
America’s first 250 years suggest that land and everything atop and below it can be a
very effective source of wealth that translates into paper currency. Properly calculating
the land values, natural resources, and other major domestic property values can
establish the country’s overall baseline for producing a sufficient amount of paper
currency. If the U.S. is worth hundreds of trillions of dollars or more, then an increase
from a $10 trillion to a $20-30 trillion currency level is but a small percentage growth
compared with the country’s overall value. This is a reasonable percentage that can be
maintained for decades to come. Other countries could follow with their own propertyvalued base currencies. All of this can establish a very sound, prosperous, and stable
currency system that is not based upon massive shortages or daily currency fluctuations
that can undermine economic stability and investments. If people can attach their
currency to tangible assets as they did for centuries before, then greater peace,
prosperity, and stability may be achieved in the international system. American history is
a great reference to what a people can do to develop economically and prosper, in
order to overcome powerful and centralized financial forces intent on maintaining mass
inequality and instability within the economic and currency systems.
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CONCLUSION
In the end, the U.S. government’s economic policies are clearly unsustainable in the
long term. The current financial shortage of hard currency ensures that only massive
debt and inflation can temporarily postpone the inevitable. The only other option is a
mass cutback that would lower Americans’ standard of living substantially. That would
be unimaginable in terms of public acquiescence or political survivability. The policy
recommendations made in this paper may offer the best solutions to the current
economic crisis. But, like all things, there are opponents and costs to any future action.
Yet, the alternative of continuing on with the current system for much longer is
completely unrealistic in terms of both spending and cutbacks. A new currency base
must be established to reset America’s economic system for 21st century prosperity and
growth. America must remain the cornerstone of the world’s economic system in order
to maximize its potential and opportunities. A new currency base that is attached to real
property is the essential ingredient to an equation of peace, stability, and prosperity for
both the U.S. and the world. America must look to the past to propel itself into the
future. This research paper provides a number of good historical lessons that may help
in resolving the current economic crisis and lead us to a much better world. Hopefully,
America’s future still lays green and bright and the best is yet to come for our economic
and currency system. We shall soon find out.
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Nature and Roles of Popular Discontent in Institutional
Dynamics: from the Early to the Later Veblen
Andrea Pacella

Abstract
The present work sets out to re-read Veblen on the nature and effect of popular opinion in the process of
institutional evolution. We mainly want to show – contrary to much of the interpretative literature – that
machine discipline is just one way, and not even the main one, that Veblen uses to explain how popular
discontent is generated, and that the economic grounds underlying the process of modification of institutions
can work only if it is free from any counteracting force and modification therefore does not necessarily derive
from machine discipline. In these terms the technocratic reading of the role of the population in the process
of institutional change is only partially convincing. In order to achieve this general goal we will show how and
where Veblen actually deals with the question of popular discontent in his works and what role it plays.

Key Words: institutional evolution, emulation, machine discipline, popular discontent,
Veblen
JEL Codes: B10, B15, Z13

INTRODUCTION
Veblen’s studies dealt with various phenomena: human behaviour, production,
consumption, distribution, growth, development, cycle etc., and he was so innovative in
his methodology and his theories that modern economists – such as Sweezy (1957, p.
112) – recognize that: “[scholars of modern capitalism] will find more inspiration and
guidance in [Veblen’s ideas] than in all the rest of American social science put together”
(see also Mitchell, 1936; Hobson, 1937).
The theory of institutions, and their evolution, is certainly the main point investigated by
Veblen, and it is constantly studied in a great deal of historical, sociological and economic
literature (see e. g., Edgell, 1975; 2001; Hodgson, 1994; Sanderson, 1994). Interpretative
literature often relates the change of institutions to the discipline of the ‘material means of
life’, which in the context of the “modern” machine era assumes the particular form of
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“machine discipline” (see e.g., Harris, 1953; Mayberry, 1969, Spengler, 1972; Walker,
1977; Stabile, 1987, 1988; Rutherford, 1984, 1992; Waller, 1988; Tilman, 1999; recently
Patsouras, 2004)1. This line of interpretation is distinguished by at least two aspects: a) it
always subordinates popular discontent to machine discipline, b) it overstates its effect of
machine discipline in the process of institutional evolution. There are, on the other hand,
clear arguments in Veblen showing that popular discontent moves independently from
machine discipline and that it may have little effect.
As Veblen was deeply bewitched by the nature and effect of popular opinion in the
process of reforming the institutions, the present work intends to critically confront the
interpretative literature which constantly presents a technocratic reading of the
population’s role in the process of institutional evolution. We mainly want to show that
machine discipline is just one way, and not even the main one, that Veblen uses to
explain how popular discontent is generated, and to show that the economic grounds
underlying the process of modification of institutions can work only if they are free from
any counteracting force and modification therefore does not necessarily derive from
machine discipline. In these terms the technocratic reading of the population’s role in the
process of institutional change is only partially convincing. In order to achieve this general
goal we will show how and where Veblen actually deals with the question of popular
discontent in his works and what role it plays.
The paper is organized as follows. Section 2 briefly shows the essential features of
Veblenian institutions and the general theoretical mechanism of their modification. In
Section 3 we present brief considerations on the historical and cultural frame within which
his theories of popular discontent are set. Section 4 and 5 show the nature and role of
popular discontent in the process of institutional evolution, while in Section 6 we present
those forces that are in conflict with the population’s reformist attitude. Finally, Section 7
presents the conclusions.

1

However some authors recently seem to be interested in following a different line of interpretation.
Forges Davanzati (2006), for example, relates the evolution of institutions to distribution dynamics while
Hodgson (2007) relates it to morality.
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INSTITUTIONS AND THEIR EVOLUTION: SOME BRIEF CONSIDERATIONS
Veblen defines institutions as “habitual methods of carrying on the life process of the
community in contact with the material environment in which it lives” (Veblen, 1975
[1899a], p. 190). More specifically, institutions are the outcome of minds – not necessarily
rational or reasonable2 – that are embodied in tools, behaviours and styles (see Weed,
1972; Rutherford, 1992, p. 126)3. Not all habits however become institutions, but only
those able to discipline collective behaviour, whether by coercion or otherwise (see
Harris, 1953; Edgell, 1975).
Institutional evolution is the result – not foreseeable a priori – of conflict between
divergent institutions no longer compatible with the social and material environment (see
Veblen, 1975 [1899a], p. 213)4. According to him: “[The] evolution of society is
2

On the non ‘rational’ nature of institutions Veblen writes: “[..] Under the Darwinian norm it must be held
that men's reasoning is largely controlled by other than logical, intellectual forces; that the conclusion
reached by public or class opinion is as much, or more, a matter of sentiment than of logical inference;
and that the sentiment which animates men, singly or collectively, is as much, or more, an outcome of
habit and native propensity as of calculated material interest” (Veblen, 1907, p. 441).
3
Think for instance of the social habits of dressing, playing, drinking, praying or of economic habits of
business, ownership, industry, income, credit and money. The methods of livelihood are those managed
and affected by material, technological and economic matters (see Rutherford, 1984). Notice that on the
nature of instincts Veblen writes: “a genetic inquiry into institutions will address itself to the [cumulative]
growth of habits and conventions, as conditioned [..] by the innate and persistent propensities of human
nature; and for these propensities [..] no better designation than the time-worn “instinct” is available”
(Veblen, 1922 [1914], pp.2-3). On the other hand Veblen also argues that institutions are “habitual
methods of carrying on the life process of the community in contact with the material environment in
which it lives” (Veblen, 1975 [1899a], p. 193).
4
It is well-known that Veblen wrote his theories in a time characterized by a profound reflection on the
nature and evolution of species. The evolution of species was a characteristic trait both of the natural
sciences – think for instance of Jean-Baptiste Lamarck’s Histoire naturelle des Animaux sans vertebras
(1815) and Charles Darwin’s On the origin of species (1859) – and of social science, e. g. Herbert
Spencer’s First Principles (1862). For a long time naturalists thought that each species was immutable,
being a divine creation. Lamarck started to present a different perception on the nature of species arguing
that each present organism is the result of a continuous process of transformation that started in the past
and is under the pressure of environmental conditions. Lamarck’s ideas were further investigated by
Darwin who stressed that populations of organisms, rather than the single organism, are subject to
evolution by a process of natural selection. As we know, according to Darwin the environment ‘chooses’
the species that adapts itself to the environment so nature selects those genes that are best suited to its
characteristics, erasing those that are useless for this purpose (cf. the Veblenian theory on “good” and
“bad” instincts). Unlike Lamarck and Darwin, Spencer develops a theory of the evolution of social
organisms arguing that – like other organisms – social organization increases its size and interrelation
amongst its single components, changes its structure and survives the death of its components. Different
aspects of the above theories interested Veblen in his studies. The Lamarckian interpretation of
hereditary characters and their transmission from generation to generation was borrowed by Veblen in his
theory of ‘characters’ such as the character of creativity, excellence and docility of individuals (see e. g.
Veblen, 1922 [1914]). The fact that Darwin entrusted evolution to the group, rather than to the single
organism, is borrowed by Veblen in his theory of instincts – predation, salesmanship, pugnacity,
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substantially a process of mental adaptation on the part of individuals under the stress of
circumstances which will no longer tolerate habits of thought formed under and
conforming to a different set of circumstances in the past” (Veblen, 1975 [1899a], p.
192)5.
And also:
“[..] The law of natural selection, as applied to human institutions, gives the axiom: “Whatever is, is
wrong”. Not that the institutions of to-day are wholly wrong for the purposes of the life of to-day, but
they are, always and in the nature of things, wrong to some extent. They are the result of a more or
less inadequate adjustment of the methods of living to a situation which prevailed at some point in the
past development; and they are therefore wrong by something more than the interval which
separates the present situation from that of the past” (Veblen, 1975 [1899a], p. 207; italics added)6.

Although in the Veblenian perspective the outcome of institutional conflict is not
foreseeable, it is clear that in practice it depends on some mechanism for inducing
change, and therefore on some new disciplining tool of thought and action. Below we will
see such disciplining tools in detail and also look at the main reasons why institutional
conflict is not foreseeable.

workmanship, idle curiosity, survival, parental bent, solidarity and sympathy – as traits of social classes –
leisure class, undertakers, engineers, workers – rather then traits of individuals (think for instance of his
The Theory of the Leisure Class) (see also Edgell and Tilman, 1989). At the same time Spencer’s theory
of the evolution of organizations is borrowed by Veblen in the Theory of Business Enterprise and in other
works in which firms naturally tend to increase their size achieving “economies of production, superior
management [and] economies of scale” (Veblen, 1905, p. 463).
5
On the interpretation of the Veblenian process of modification of institutions via conflict see, amongst
others, Harris (1953) and Jennings and Waller (1994).
6
Cummings (1899, pp.437-438) in his famous critique on the evolutionary theory of institutions, stresses
that Veblen is wrong when he writes “whatever is, is wrong”, stressing that it might be better to say
“whatever is, is imperfect”. Cummings remarks that whatever is, is not wrong, it is just imperfect because if
it were wrong then the whole cumulative process of development would be wrong too. So what is now
right as regards what has been until now, is wrong – or rather, imperfect – as regards what will be from
now onwards. The imperfection of current institutions is connected to the imperfection of knowledge and
experience as regards current conditions; in other words, in Cummings, knowledge and experience are
aimed at improving the present condition not at destroying it. So the protected institutions existing at a
given time are the best result of what the society has known from the beginning of evolution until now, but
they are imperfect as regards what society will know from now onwards.
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SOME NOTES ON THE HISTORICAL AND CULTURAL FRAME OF POPULAR
DISCONTENT
As we know, Veblen devoted much of his writings to the mechanisms underlying
institutional dynamics without however labelling a particular social class as a preeminently reformist class. At the same time however the growth of the populist
movements of his times pushed him to look deeply at the role of the population and on
the nature and effectiveness of its discontent with the status quo in the process of
institutional evolution. In studying this, Veblen gets into a theoretical debate that we could
define as Marxist-Darwinist, in a historical period characterized by deep economic
changes (see also Vianello, 1961).
A) The historical-economic circumstances. Veblen lived in a time of great change in
the United States. It was the age of the beginnings of what was to trigger mass production
and consumption (see Edgell, 2001). Economic historians (see e.g., Cameron, 1993, ch.
9-12) recognize the United States as an extraordinary example of the rapid economic
growth of the 1800s. The population, for example, was about forty million in 1870 and
about a hundred million in 1915. Such an increase was both the result of internal
development and also of European immigration. Elements that attracted immigrants were
the increase in wages due to the scarcity of the labour force compared to other resources,
and the availability of land. More specifically, there are two main reasons for the rapid
growth of the United States: a) technological development, b) regional specialization
where the use of industrial equipment was greatly stimulated by the high cost of labour.
The huge area of the United States – combined with the variety of climate and of
resources – meant the country had a marked regional differentiation of production. These
combined aspects allowed both industry and agriculture to be constantly involved in
technological innovations and always market-oriented. As a result, the nation saw the
development and spread of industrial activities and of industrial employment on the one
hand and the spread and development of business activities and of business employment
on the other. The result of the parallel development of industrial and business
employment was the expansion of two parallel classes: workers and businessmen, the
very social categories to which Veblen devoted his main studies. Note also that, contrary

Pacella: Nature and Roles of Popular Discontent in Institutional Dynamics

125

to what might be thought, the continuous technological progress, and therefore the
continuous growth of income, did not lead to its fair distribution (see Vianello, 1961, p.
23).
B) The technocratic debate on institutional development. Veblen developed his
theories at a time of heated cultural debate on technological and institutional
development. This fundamentally revolved around three points: a) technological progress
theoretically belongs to the collectivity, b) there is no progress if technology does not
concretely belong to the collectivity thus when it cannot remove the obstacles preventing
the collectivity from administering it directly and c) when technological progress is
concretely spread throughout the community then it becomes the standard of thought for
judging the existing situation7. As Veblen was to remark in his works, technology is “an
affair of the collectivity” (Veblen, 1922 [1914], p. 103), “[it] is a joint stock of knowledge
derived from past experience, and is held and passed on as an indivisible possession of
the community at large” (Veblen 2001 [1921], p. 19)8. In the Veblenian vision,
technological development is dissociated from its control and the main obstacle to the
concrete spread of technology is ownership, defined as the “conventional right or
equitable claim [..] to extraneous things” (Veblen, 1975 [1899a], pp. 22-23; italics added;
see also Veblen, 1898b)9.
C) The extension of Marxian materialism and the move towards the nonteleological dynamics of capitalism. It is well-known that Veblen fundamentally
criticises Marx on three matters: a) the natural right of workers to receive the full outcome
of production, b) the hedonistic nature of workers’ claims, and c) the teleological
dynamics of capitalism (see Veblen, 1906; 1907)10. Generally speaking, Veblen accepts
7

On the reconstruction of the cultural debate in Veblen’s time see e.g. Vianello (1961).
The connection between technology and social knowledge in Veblen’s thought is also pointed out by
Hodgson (2004, p. 183) who writes “The individual and the social aspects of knowledge are connected,
because the social environment and its ‘common stock’ of experience provide the means and stimulus to
individual learning” (see also Lawson, 2006).
9
As we know, Veblen’s theory of ownership is the opposite of Locke’s. Veblen costantly explains that
ownership is the tangible espression of the predatory culture which manifests itself by “infliction of injury
by force and stratagem” (Veblen, 1975 [1899a], p. 8; see also Veblen 1898b, Veblen, 1904, ch. 4). On a
recent reconstruction of Veblenian theory of ownership see Prasch (2007).
10
See Hunt (1979), Edgell and Townshend (1993) O’Hara (2000) and recently Hodgson (2007) for a
critical comparison of the two authors and for the clarifications of Veblen’s mistakes in interpreting Marx.
Since the specific goal of the present work is not to understand how Veblen reads Marx and what
interpretative mistakes he makes, we will limit our considerations to his original interpretation.
8
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the Marxian idea that the material conditions of life affect institutions and he tries to
expand Marx’s arguments. For this purpose – also referring to the general statements of
social Darwinism – he argues that human thought and behaviour are not only trained by
necessities of subsistence, but also, and more in particular by “hereditary bent,
occupation, tradition, education, climate [..] and the like” (Veblen, 1907, pp. 437-38)11.

THE EARLY VEBLEN: ECONOMIC EMULATION AS THE FIRST REASON FOR
POPULAR DISCONTENT
Veblen looks at the nature of popular discontent on two particular economic grounds: a)
economic emulation, and b) machine discipline. In chronological terms Veblen was first
interested in economic emulation, specifically in the last decade of the 1800s, and then in
machine discipline, specifically in the first twenty years of the 1900s. We could identify the
Veblen of economic emulation as the early Veblen and the Veblen of machine discipline
as the later Veblen. Note that this temporal watershed is useful for organizing his thought
on the arguments more clearly even though it is not so clear-cut since both these
economic grounds were analysed by him alternately or in parallel in the course of his
works.
Veblen starts to develop his theory of economic emulation, the first economic reason
for popular discontent, in his first essay on economics “Some Neglected Points in the
Theory of Socialism” (1891). Here Veblen tries to explain the economic grounds for
popular discontent by adapting his original idea to the political debate of the time12. As he
highlights in the introduction: “Socialist agitators urge that the existing system is
necessarily wasteful and industrially inefficient. That may be granted, but it does not serve
to explain popular discounter, because the popular opinion, in which the discontent
resides, does notoriously not favour that view” (Veblen, 1891, p. 389; italics added)13.
11

On the methodological impact of social Darwinism on Veblen’s thought see e.g. Eisely (1958), Vianello
(1961), Dugger (1979), Edgell and Tilman (1989), Edgell (2001).
12
In this work the historical circumstances and the popular opinions of his times played an important role
for the construction of his first theory of popular discontent (see Veblen, 1891, p. 387). Note also that
Veblen gave equal weight to economic and moral principles in expounding his theory of popular dissatisfaction both in the early and later works.
13
Note that Veblen does not want to analyze waste and efficiency in this work. These issues would be
dealt with more extensively in the following years, particularly in 1898 when he published The Instinct of
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In contrast to what he was to write afterwards (see Sections 5 and 6) the early Veblen
talks about popular discontent as being separate from machine discipline. He in fact
simply recognizes economic emulation as the main economic principle underlying popular
discontent. His theory of a causal link between machine discipline and popular dissatisfaction is therefore preceded by a theory of a casual link between emulation and
popular dissatisfaction. On the relation between emulation and popular discontent we
read:
“The protest comes from those who do not […] suffer physical privation. The qualification “of
necessity,” is to be noticed. There is a not inconsiderable amount of physical privation [...] which is
not physically necessary. The cause is very often that what might be the means of comfort is diverted
to the purpose of maintaining a decent appearance, or even a show of luxury […]. Regard for one’s
14
reputation means, in the average of cases, emulation” (Veblen, 1891, p. 392; italics added) .

In Veblen’s idea the movement of popular discontent is therefore prompted by
psychological privations, namely the lack of esteem deriving from economic failure, rather
than by the privation of the means of subsistence15. The population’s material
impoverishment is here an irrelevant matter – in spite of what he would say later (see
e.g., Veblen, 1894) – and he tries to explain why in these terms: the machine era causes
a substantial increase in the amount produced so the population cannot, at least in
absolute terms, suffer physical privation since it has more goods at its disposal than
previous generations; at the same time it constantly shows a state of dissatisfaction
towards the existing order, why then? Because the modern era is not only the machine
era, but also the era of “private property under free competition” (Veblen, 1891, p. 391).
Everyone is free to own and no formal constraint limits this freedom except for the amount

Workmanship and the Irksomeness of Labor and in 1899 when he published The Theory of the Leisure
Class.
14
Veblen does not say that the ‘modern era’ is the only one in which emulation exists. As he remarks:
“the modern system of industry has not invented emulation, nor has even this particular form of emulation
originated under that system. But the system of free competition has accentuated this form of emulation,
both by exalting the industrial activity of man [...] and by in great measure cutting off other forms of
emulation from the chance of efficiently ministering to the craving for a good fame” (Veblen, 1891, p. 395;
italics added).
15
He constantly underlines this point, as the following quotations show: a) “the cause of discontent must
be sought elsewhere than in any increased difficulty in obtaining the means of subsistence” (Veblen,
1891, p. 393), b) “[the cause] is the craving of everybody to compare favorably with his neighbor (Veblen,
1891, p. 397), and c) [..] under modern conditions the struggle for existence has, in a very appreciable
degree, been transformed into a struggle to keep up appearances” (Veblen, 1891, p. 399).
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of income possessed. Consequently, the population shows dissatisfaction when it sees
the inadequacy of the income possessed to cover the necessities of life, mainly
psychological, imposed by the prevailing institutions. The test of incongruity here is not
objective and absolute. It is subjective because it depends on the prevailing institutions,
and therefore on the behaviour of the dominant class, and it is relative since it results
from comparison between incomes and institutional necessities16. Veblen constantly
points out that the prevailing institutional necessity is esteem. Esteem is obtained through
economic success which does not exist without emulation. In fact, a person obtains
economic success when he is able to own more than the next man and when he
ostentatiously displays this greater wealth17. Note that the sense of economic success is
always relative since it depends on the types, numbers and distribution of individuals with
whom the economic comparison is made18.
While in this first work Veblen limits himself to generally applying the emulation factor
to all social classes, in subsequent years he specifically labels the social class, namely
the leisure class, which is the provider of canons of esteem, and therefore of the
prevailing institutions, for the whole of society. Let us quote Veblen on this point:
“The leisure class stands at the head of the social structure in point of reputability; and its manner of
life and its standards of worth therefore afford the norm of reputability for the community. The
observance of these standards, in some degree of approximation, becomes incumbent upon all
classes lower in the scale (Veblen, 1975 [1899a], p. 84)”.

And then,
16

As Veblen argues: “the existing system has not made, and does not tend to make, the industrious poor
poorer as measured absolutely in means of livelihood; but it does tend to make them relatively poorer, in
their own eyes, as measured in terms of comparative economic importance, and, curious as it may seem
at first sight, that is what seems to count” (Veblen, 1891, p. 392).
17
As he argues: “to sustain one’s dignity – and to sustain one’s self-respect – under the eyes of people
who are not socially one’s immediate neighbours, it is necessary to display the token of economic worth,
which practically coincides pretty closely with economic success. A person may be well-born and virtuous,
but those attributes will not bring respect to the bearer from people who are not aware of his possessing
them, and these are ninety-nine out of every one hundred that one meets” (Veblen, 1891, p. 393).
18
On this point the Veblen writes: “the wider [...] the personal contact of each with his fellowmen, and the
greater the opportunity of each to compare notes with his fellows, the greater will be the preponderance
of economic success as a means of emulation and the greater the straining after economic respectability”
(Veblen, 1891, p. 396). Note that Veblen constantly points out the relativity of social well-being in his
works and this goes in opposition to the contemporary Spencerian arguments on the importance of an
absolute standard of living (see Spencer, 1891).
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“The norm of reputation imposed by the upper class extends its coercive influence with but slight
hindrance down through the social structure to the lowest strata. The result is that the members of
each stratum accept as their ideal of decency the scheme of life in vogue in the next higher stratum,
and bend their energies to live up to that ideal” (Veblen, 1975 [1899a], p. 84).

As anticipated in Section 2, institutional evolution depends on disciplining tools and on
mechanisms for inducing change. In this early Veblen, and in view of what has been said
above, the disciplining tool that acts on the critical opinion of the institutions is that of
emulation induced by ownership, which endogenizes the level of economic success
reached, therefore the level of esteem obtained, therefore the level of psychological
privation suffered and consequently the state of popular dissatisfaction. Moreover, the
main change-inducing mechanism is social “contact” – direct or indirect – of members of
the collectivity with the leisure class19. The institutional order not conforming to the habit
of emulation is subject to critical evaluation and, if necessary, to modification.
With reference to this particular mechanism of critical evaluation of the existing order,
the goal of the income “levelling policy” – emblematic of popular movements which
interested the early Veblen – is not that of the fair allocation of the goods produced to
members of the community, but that of the “fair” distribution of the possibilities of
emulation among individuals. What is claimed by the population is the right to appropriate
a part of the social income, as the upper classes do. As a result, the populace
endogenizes the fairness of exploitation. They want this not for the purpose of reclaiming
the product of their labour unduly taken from them by the upper classes, but simply to
obtain the means of payment owned by the upper classes, indispensable if they are to act
like them20. It is interesting to note that in this form of discontent Veblen does not link the
reason underlying popular discontent to the people’s claim for a hypothetical and
immutable natural right to own in full the product of labor. This is for two reasons, the first
methodological and the second factual. On the methodological plane Veblen considers
rights in institutional, not natural, terms. Since they are the product of institutions, and as
institutions are in continuous evolution, the nature of a right claimed by the population is
19

Note that this particular mechanism of contact would be expounded clearly by Veblen only in The
Theory of the Leisure Class.
20
On a recent reconstruction of the impact of income distribution on the social well-being in the Veblenian
perspective see Knoedler, 2007.
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subject to modification in the course of time. Veblen himself modifies his theory of the
nature of the rights claimed by the population in subsequent works, moving from
emulation to machine discipline (see Section 5). On the factual plane, instead, Veblen
observes that the contingent reason underlying popular discontent is simply the urge to
emulate the upper classes, not the desire to reclaim something improperly removed by
them. If the cultural weight of emulation is particularly felt by the collectivity, then the
population could be pushed towards the modification of those institutions that do not allow
a concrete growth of the money available to them, which improves their level of economic
success, and in turn their self-esteem, thus decreasing their discontent21.
In conclusion, popular discontent, driven by economic emulation, takes the following
logic chain: the higher the discrepancy between incomes, the lower the economic
success of some individuals compared to others, so the lower the capacity to emulate, so
the lower the esteem that some can receive. This in turn produces psychological privation
and popular discontent. We could conclude by saying that if popular discontent
accumulates in the community, institutions will be subject to modification, but since
Veblen does not envisage automatism of results – either in the case of popular discontent
prompted by emulation or in the case of popular discontent prompted by machine
discipline (see Section 5) – we can only say that when popular discontent reaches a
critical intensity and a wide distribution – not foreseeable, not measurable and above all
free of counteracting forces (see Section 6) – only then can institutions change22.
21

On the working of emulation in Veblen’s thought see amongst others Edgell, 1992; Edgell and Tilman,
1991.
22
Veblen explains the sense of the continuous search for the esteem of others via economic emulation by
using a well-known saying: “when we say that a man is ‘worth’ so many dollars, the expression does not
convey the idea that moral or other personal excellence is to be measured in terms of money, but it does
very distinctly convey the idea that the fact of his possessing many dollars is very much to his credit”
(Veblen, 1891, p. 394). Note also that the concrete possibility of giving the working classes the chance to
emulate depends on the modality by which income is produced and distributed. In his point of view,
income is divided into three parts (rent, profits and wages) whose level and attribution to social classes
does not reflect their contribution to production. Such categories are opponents and they are distributed
merely on an institutional basis. As Veblen remarks, “the principles and practice of the distribution of
wealth vary with [...] the [...] cultural changes [...]; but it is probably safe to assume that [...] the consensus
of habitual opinion as to what is right and good in the distribution of product [...] have always been such
as to give one person or class something of a settled preference above another” (Veblen, 1908, p. 113).
Then he adds “principles (habits of thought) countenancing some forms of class or personal preference in
the distribution of income are to be found incorporated in the moral code of all known civilizations and
embodied in some form of institution” (Veblen, 1908, pp. 112-113). Notice also that Veblen is particularly
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THE LATER VEBLEN: MACHINE DISCIPLINE AS SECOND REASON FOR
POPULAR DISCONTENT
In the previous section we saw that Veblen, in his early works, was interested in
describing the first economic grounds of popular discontent. In the course of his studies –
particularly in 1904 with The Theory of Business Enterprise, in 1914, with The Instinct of
Workmanship and The State of Industrial Arts and in 1919 with The Vested Interests and
The State of Industrial Arts – his attention shifted to another disciplining tool of mental
habits opposed to emulation, namely machine discipline. We will call this the later Veblen.
Machine discipline is manifested as a mental aptitude for problem-solving – as Bush
(1987) and Samuels (1990) remark – oriented to efficiency, here intended by Veblen as
the mental tendency towards the improvement of “human life on the whole” (Veblen,
1975 [1899a], p. 99). It has the features of creativity and proficiency and facilitates the
understanding of events in terms of evidence and “objective knowledge” (Veblen, 1922
[1914], pp. 55-56). Veblen depicts the internal structure of machine discipline as follows:
“[Machine discipline] furnishes the new terms in which the revised scheme of economic life takes
form. The revision of the scheme [...] runs, not in terms of natural liberty, individual property rights,
individual discretion, but in terms of standardized livelihood and mechanical necessity, – it is
formulated, not in terms of business expediency, but in terms of industrial, technological standard
units and standard relations (Veblen, 1904, p. 335).

The thought underlying machine discipline requires logic, that is a mental process that
learns, evaluates and enhances facts in terms of measurable relations following a precise
and standardized process (see Veblen, 1904, ch. 4). It calls for the existence of a preestablished system of impersonal sequential rules of cause and effect whatever the goal
is. A rule working under the regime of machine discipline has an elementary structure
based on the concatenation of dependent operations and “mechanical effects” (Veblen,
1905, p. 310) of the following kind: “given A, do B if, to get C”. The elementary instruction
can be additionally divided into two sequential sub-instructions: check and then act. In
interested in the measurement of income categories in the following terms: a) income categories are in
continuous evolution in terms of measurement and social awarding; b) the benchmark of each income
category is measured in relative terms, comparing different categories at the time t, the same categories
as regards different collectors, or variations of the same categories over time; finally and more importantly
c) individuals quantify their target income on a moral basis.
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both cases, instruction needs time, since instructions are sequential, and information,
since it is necessary to know what must be checked, how to check it and how to act.
In view of the above, machine discipline calls for two essential categories of rules: a)
checking rules, and b) action rules (cf. Waller, 1988). A mindset that works on this plane –
and is widespread in society – is able to generate a cultural heritage based on elements
of realism, scepticism and materialism (see Veblen, 1904, ch. 9). These elements are
useful in understanding facts for what they objectively are (imputation) or for what they
will objectively become (derivation).
As can be seen, machine discipline channels mental habits towards a reasoning based
on evidence and facts. Thus, everything has a cause and an effect, thus every process of
derivation of consequences is known a priori. Since machine discipline trains the mind to
efficiency, people objectively value the aptitude of each institution to comply with it and
those institutions not in line with the criterion of efficiency are subject to modification.
Thus, and contrary to what he writes on the question of economic emulation (see Section
4), here Veblen clearly ascribes the reforming role to machine discipline (see Veblen,
1904, ch. 9). This point is clearly expounded by Veblen in his The Vested Interests and
The State of Industrial Arts when he writes:
“It may well be that the frame of mind engendered by this training in matter-of-fact ways of thinking
will presently so shape popular sentiment that all income from property, simply on the basis of
ownership, will be disallowed, whether the property is tangible or intangible” (Veblen, 1919, p. 170).

The interpretative literature has tried to interpret how machine discipline changes
institutions by referring to the hypothetical effects that a universal “contagion” of this
institution could produce on popular habits.23 Following this line, the contagion
manifests itself on two levels: a) a direct effect, generated by the contact of industrial

23

Recently this statement has been critically discussed by Knoedler (2007), who does not give much
credence to Veblen’s intent to give the population the power to change institutions. He mainly reappraises
the role of technicians. On the same line before him was Spengler (1972), Diggins (1977), Stabile (1987,
1988), Waller (1988).
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workers with technicians, and b) the subsequent and indirect one generated by the
contact of industrial workers with the rest of the population.24
Accepting machine discipline as the basic Veblenian principle in institutional evolution,
the automatic and hypothetical effect produced by machine discipline on the habits of
people can be summed up in the following terms: technicians “naturally” interiorize the
method of thought based on efficiency, and technology becomes the tangible expression
of their attitude. The constant use of new technology necessarily modulates the habits of
those that are in contact with it.25 As a consequence, new institutions prevail over the
older ones when the number of technology-users goes up, so a large part of the
population absorbs the habits of technicians via technology first in the field of work and
then by the use of its products. The universal “contagion” of machine discipline
necessarily has just one outcome, that is, a new institution naturally conforming to
efficiency and symmetrically contrary to any “economic and social enragements”
opposed to it.26
Note that the later Veblen shows a different nature and justification of the “levelling
policy” of income distribution which can be explained as follows. People receive – directly
or indirectly – training in machine discipline, which allows them to “rationalize” the
unfairness of income distribution. This “rational” evaluation is formed in terms of relative
comparison – as for emulation – of some form of “useful effort” supplied – unlike
24

Accordingly to Walker (1977, pp. 230-231) for example:“[...] participation of workers [in mechanical
operations] induces them by occupational conditioning to think in the impersonal terms of causal
sequences, and leads them to adopt scientific impersonality and mechanistic criteria in evaluating
propositions. [Like technicians] workers begin to question the traditional metaphysical basis of justification
of economics institutions. They become critical of specific economic and social arrangements, such as the
distribution of income, the existence of privileged classes, the economic and legal domination of
businessmen, thrift and even the family. [So] economic conflict in the modern era is therefore generated
between the workers, who have new habits of thought, and owners and businessmen, who have older
habits of thought”.
25
This argument has also been reconsidered by Bush (1987, p. 1087) who remarks: “the problem-solving
processes of the community generate innovations in the ways of bringing material things to account,
thereby changing the industrial environment in which the community works and this changed environment
produces further changes in prevalent habits of thought about how to conduct the community’s affairs”.
26
Notice that on the economic plane, technological development also has a positive effect on economic
growth in Veblen’s view. Accumulation of capital does not depend on the accumulation of saving nor on
the variation of aggregate demand. Accumulation of capital is the accumulation of technical knowledge –
“industrial art” (Veblen, 2001 [1921], p. 19) – and the full utilization of industrial capital which is the
expression of the materialization of technical knowledge. Since accumulation of technical knowledge is an
expression of the evolution of the instinct of workmanship, then economic growth in concrete terms
depends on technicians’ freedom to fully use industrial capital in production.
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emulation – in exchange for the income received. In schematic terms B considers the
income received by A unfair if

income A product of labourA

X
incomeB product of labourB
This shows the objective measure of popular discontent, since it is the comparison
between gains obtained and efforts supplied, on the one hand, and objective limits of
acceptability X – determined by the efficiency criterion – of the discrepancy between the
relative level of income earned and the relative level of product supplied. In contrast to
emulation, the goal of income “levelling policy” is the efficient allocation of the product
within the community, whose members endogenize the sense of useful effort to social
development. Note that, as for emulation, the reason that popular discontent continues
has nothing to do with the unfair appropriation of output that hypothetically belongs to
workers by nature. Here the discontent depends on the fact that some members of the
collectivity obtain part of the social output without giving a useful contribution in exchange.
As a result, but unlike emulation, the population endogenizes the unfairness of being
exploited; moreover it does not claim a right as in the case of emulation, but a duty, and in
particular the duty of everyone to sustain the life and development of society, with all the
others. Here Veblen does not regard possible social conflict as a struggle with foreseeable outcomes between the capitalist and the working class, but, with unforeseeable
outcomes, between “vested interests” and “common men”, that is to say between those
(the minority) who, on the one hand, have the right to obtain an income without supplying
any useful effort and the right to control society and, on the other hand, those (the
majority) who have to work for a living. However, as for emulation, it is only if the
community has taken the goal of efficiency particularly to heart that the population could
be pushed towards modifying the institutions not complying with it. Actually, as for
emulation, and contrary to the prevailing interpretative literature, we are not able to say if
machine discipline necessarily generates institutional changes. As for emulation, Veblen’s
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thought does not envisage automatism of results in the case of machine discipline27. So
we can simply say that when popular discontent reaches a critical intensity and a wide
distribution – not foreseeable, not measurable and above all free of counteracting forces
(see Section 6) – only then will machine discipline produce changes in institutions.

THE FORCES OPPOSING INSTITUTIONAL EVOLUTION AND THE TWO VEBLENS
COMPARED
The later Veblen was not only interested in finding a different economic reason for
popular discontent and the process of modification of institutions. He was also interested
in highlighting the fact that neither emulation nor machine discipline may actually be
strong enough to make real changes in institutions. Veblen thus starts to manifest a
sceptical attitude to the idea of results automatically emerging from the evolution of
mental habits (see Pluta and Leathers, 1978). This is present in several parts of his works
such as in The Theory of the Leisure Class, in The Theory of Business Enterprise and in
The Vested Interests and The State of Industrial Arts. In particular as Veblen remarked in
1919:
“[Popular] sentiment has not yet reached that degree of emancipation from [...] ownership that [goes]
to make up the modern [...] point of view in law and custom. The equity of income derived from the
use of tangible property may presently become a moot question; but it is not so today” (Veblen, 1919,
pp. 170-171)28.

The later Veblen was thus particularly interested in studying the reasons why
institutional inertia prevails, giving a detailed explanation of the circumstances in which
the mere manifestation, spread and contact of mental habits fails to give rise to the
iconoclastic effect of institutional discipline (see sections 4 and 5). Veblen’s arguments
27

In 1907 for example he remarks: “there is [...] no warrant [...] for asserting a priori that the class interest
of the working class will bring them to take a stand against the propertied class. It may as well be that
their training in subservience to their employers will bring them again to realize the equity and excellence
of the established system of subjection and unequal distribution of wealth” (Veblen, 1907, p. 441).
28
Even though it is impossible to know exactly if and when institutions change, in his studies Veblen also
argues that a simple observation of the state of things could help a social scholar to understand whether
a process of change of habits is in progress. Unfortunately according to Veblen, his times were still not
ready for a possible institutional evolution. As he writes e.g. in The Engineers and Price System (1921):
“this sentimental deference of the American people to the sagacity of its business men is massive,
profound, and alert. So much so that it will take harsh and protracted experience to remove it, or to divert
it sufficiently for the purpose of any revolutionary diversion” (Veblen, 2001 [1921], ch.VI).
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revolve around three particular factors mitigating popular discontent, namely a) unequal
income distribution, b) the morality of the population and c) the indoctrination of a sense
of acritical acceptance of the status quo. The early Veblen anticipates such arguments
in The Theory of the Leisure Class, describing the economic mechanism leading to
institutional inertia in the following way:
“The objectively poor and all those persons whose energies are entirely absorbed by the struggle for
daily sustenance are conservative because they cannot afford the effort of taking thought for the day
after to-morrow” (Veblen, 1975 [1899a], pp. 203-204; italics added).

Here the population’s passivity has a materialistic nature since it is the effect of the
scarcity of the population’s resources. It follows that the lower the population’s income,
the less critical its attitude. If income is low people have to work hard to cover their needs;
so they do not have sufficient resources, time or energy to spend in any form of conflict
against the existing institutional order. While in 1899 Veblen offers a materialistic notion of
institutional inertia, in 1904 he changes his vision offering a vague metaphysical
conception of social inertia. In The Theory of Business Enterprise he in fact observes:
“There is a naive, unquestioning persuasion abroad among the body of the people to the effect that,
in some occult way, the material interests of the populace coincide with the pecuniary interests of
those business men […]. This persuasion is an article of popular metaphysics, in that it rests on an
uncritically assumed solidarity of interests” (Veblen, 1904, pp. 286-287; italics added).

From this point onwards Veblen aims at studying the causes of institutional inertia,
going beyond the simple materialistic arguments of the popular status and investigating
instead the ‘first principle’ that maintains the existing order despite popular displeasure,
namely the persuasive power of conservative thought on reformist thought. The mitigation
of reformist thought is in concrete terms the effect of the upper class aptitude for
adequately stimulating and refreshing popular morality and docility. In order to clarify his
arguments we refer to his The Theory of Business Enterprise (1904) in which we find
three particular institutional categories that can mitigate the intensity of reformism, while
generating a sort of inter-class solidarity. These are: a) politics (see Veblen, 1904, ch. 8),
b) philanthropy (see Veblen, 1904, p. 377) and, in more general terms, c) culture (see
Veblen, 1904, p. 391; see also Veblen, 1917, 1918). The intensity of reformist thought is
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first of all mitigated by the “art of government” and by the juridical architecture of the
State, in particular by the formal rules of social conduct, laws, and by a bureaucratic and
normative structure aimed at the punishment of deviant behaviours, justice. Veblen points
out that both law and justice are naturally persuasive institutions of social conduct. The
vast majority of the population is in fact naturally inclined to respect laws because of its
innate docility and morality. So when the popular morality and docility are sufficiently
stimulated, monitored and controlled, it becomes more difficult for there to be conflict
with the existing order. As Veblen remarks:
“The government commonly works in the interest of the business men [...] and [...] in some occult
way, the material interests of the populace coincide with the pecuniary interests of [the same]
business men. This persuasion is an article of popular metaphysics, in that it rests on an uncritically
assumed solidarity of interests, rather than on an insight into the relation of business enterprise to the
material welfare of those classes who are not primarily business men [...]. Since the conservative
element comprises [...] the effective majority of law-abiding citizens, it follows that [...] constitutional
government has, in the main, become a department of the business organization and is guided by the
advice of the business men” (Veblen, 1904, pp. 286-287; italics added).

The same arguments derive also from the cultural dimension and cultural direction of
patriotic values. As Veblen writes:
“The largest and most promising factor of cultural discipline [...] over which business principles rule is
national politics [...]. Business interests urge an aggressive national policy and business men direct it.
Such a policy is warlike as well as patriotic. The direct cultural value of a warlike business policy is
unequivocal. It makes for a conservative animus on the part of the populace [that] learn[s] to think in
warlike terms of rank, authority, and subordination, and so grow progressively more patient of
encroachments upon their civil rights (Veblen, 1904, pp. 391-392; italics added) [or upon] the unequal
distribution of wealth” (Veblen, 1904, p. 393; italics added)29.

The intensity of reformist thought is indeed mitigated also by those values designed
to spread a feeling of pride and sense of belonging to the group. Here the population is
in fact trained to put the interests of the group before their own interests through the
rules of rank, authority and subordination. It follows that the solidarity of national
interests serves the conservatism of the status quo. Notice that rank, authority and
subordination were institutional categories affecting the organizational structure of
industrial firms in the years Veblen was writing (see Alajloni et al., 2010) so the critical

29

See also Veblen, 1917, ch.7.
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thought generated by “machine discipline” – via the institutions of creativity, proficiency
and efficiency (see section 5) – did not find fertile ground for its full development
because it was naturally restrained by the intensity of the working class’s docile
proclivity to being commanded. Finally, reformist thought is also mitigated by the
appropriation of humanitarian sentiment and charitable behaviour on the part of the
upper classes. In the eyes of the population, humanitarian gestures are noble,
independently from which social class is taking action to deal with social ills, so the
population “sympathises” with the upper class when the latter is sympathetic towards
the population. As Veblen remarks:
“[If the humanitarian sentiments] traverse the course of business enterprise and of industrial
exigencies, they are nugatory, being in the same class with the labor of Sisyphus; whereas if they
coincide in effect with the line along which business and industrial exigencies move, they are a work
of supererogation [...]” (Veblen, 1904, pp. 377-379; italics added).

From the above quotation is clear that Veblen does not find any form of incompatibility
between philanthropy and predation, the natural proclivity of the upper class (see also
section 2). So any temptation to refresh reformist thought by playing on a hypothetical
asocial sentiment among the upper class has no effect since the upper classes can
incorporate humanitarian sentiment in the same way as the populace, and since the
population valorises all humanitarian gestures, the intensity of its conflictual spirit tends to
decrease as the number of observations of upper class humanitarianism increases.
In conclusion, in order to sum up our line of interpretation of Veblen’s thought on the
nature and role of population in the process of modification, or preservation, of institutions
we now present a table in which the two Veblens are compared, the Veblen of economic
emulation and the Veblen of machine discipline, and in which we schematically present
the forces – analysed in detail in the above sections – that may, or may not, change the
institutions.
Table 1: The Two Veblen compared
POPULATION AND INSTITUTIONS
Time
Predominant institutions
Forces of institutional change

THE EARLY VEBLEN
1890-1900
Ownership
Envy

THE LATER VEBLEN
1900-1920
Industry
Efficiency
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Mechanism of “contagion” of popular
thought
Nature of institutional inertia
Forces counteracting change

Contact with the leisure class

Contact with technicians

Materialistic
Unequal income distribution
Training

Effect on institutional change

Uncertain

Metaphysical
Popular morality
Docile proclivity
Training
Uncertain
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CONCLUSIONS
Contrary to much of the literature, we have shown that the technocratic reading of the role
of the population in the process of institutional change is only partially convincing. More
specifically, we have seen that Veblenian popular discontent is not necessarily subordinated to machine discipline and that the presence of counteracting forces limits the
population’s reformist attitude, so the spread of a particular kind of institution amongst
members of the collectivity does not necessarily lead to modification of the institutions. In
brief, institutional evolution may not be the necessary consequence of machine discipline,
or, if it is the necessary consequence of machine discipline it can encounter opposing
forces that limit its reformist effectiveness.
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Abstract
Marx’s “degree of exploitation” is equivalent to the ratio of luxuries to necessary commodities. We investigate the dynamics of the two components following a formulation by
Kaleçki. The outcome is an attention to the prices of the two commodities. The political
result is the revolutionary potential of proletarian internationalism.
Keywords: luxuries; necessaries
JEL Codes: B14, B51, E11

INTRODUCTION
If the rate of surplus value s/v is the exact expression of the degree of exploitation of
labor-power by capital (Marx, 1959, p. 214) and “… surplus value … is supposed to
serve mainly for the individual consumption of the capitalist” (Marx, 1933, p. 476), we
have a correspondence between surplus value and luxury consumption. The
denominator being necessaries, we explore the relationship between the two. In
Chapter IX of Capital Volume 1, in the Section on “the degree of exploitation of laborpower”, Marx writes of labor-power in action, living instead of dead labor, labor flowing
easily from one Sector to another (Marx, 1959, p. 214). Following Marx, we study the
movement of variable capital, keeping constant capital at the value of zero.
For the purpose we find it convenient to write Marx’s schemes of reproduction in the
schema of Kaleçki (1976). Our Sector I includes Marx’s Department II producing luxury
goods for capitalists, Sector II is Marx’s Department III producing necessaries for
workers and Marx’s Department I producing investment goods is divided into two parts,
investment goods produced in Sector I and investment goods produced in Sector II.
This classification is resorted to in order to make non basics and basics output correspond with the output of Sector I and Sector II respectively. Subscripting the output of
the two sectors accordingly, Xi is divided in the familiar way between consumption Ci
Copyright 2013 American Review of Political Economy June 2012/June 2013 (volume 10, number 1/2): 142‐147
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and investment Ii, and pi is Sector i’s producer price where i = 1, 2, denoting non basics
and basics respectively.
Excess demand in the luxury goods sector in nominal terms is
p1C1  p1 I 1  p1 X 1

Excess demand in the necessaries sector is
w1 L1  w2 L2  p 2 I 2  p 2 X 2

where wiLi is the wage bill in sector i. It will be clear shortly why we prefer the
expression w1L1 + w2L2 to p2C2 to denote the consumption of necessaries by workers.
The adjustment dynamics is given by
X 1  p1C1  p1 I 1  p1 X 1
X 2  w1 L1  w2 L2  p 2 I 2  p 2 X 2

The systems representation is
 X 1   p1
  
X 2   0

0  X 1  
p1C1  p1 I 1





 p 2   X 2   w1 L1  w2 L2  p 2 I 2 

We specify the stability properties of the economy in the next section. Our motivation is
the incorporation of the complexity agenda into Marxian political economy. In particular,
we will look at potential folds and bifurcations in the linear system above. In a survey of
the Régulation agenda of Marxian theory, van der Heur (2010) has called this aspect
“emergence”. The coupling of the Sectors might lead, under certain values of the
parameters, prices here, to nonstandard system trajectories. Indeed, there are
contemporary aspects of the feedback relations that Marx foresaw that we will not
consider. In Volume II of Capital, Marx observes that every crisis lowers the
consumption of luxury commodities by the capitalist class (Marx, 1933, p. 415). The
workers employed in the production of luxury goods are, thereby, unemployed. To that
extent, the sale of necessary commodities is impaired. The reverse occurs in the boom,
particularly during a period of “bogus prosperity”, when the prices of commodities rise
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independent of their value. The working class also partakes of the consumption of
luxury commodities adding fuel to the rise in their prices. Bringing in finance and the
consumption of non-basics by workers-rentiers is the subject of future work.
The second facet of modern scholarship, and the subject of the following section, van
der Heur calls “strategic-relational” modeling. We offer a formulation of class-for-itself
action. To that end, we model the dynamical system as a structural game on the plane.
The subscripts 1 and 2 stand for the x-axis and y-axis respectively.

STRUCTURAL IMPERATIVES
We consider only the homogenous part of the differential equations. The coefficient
matrix is A. The necessary and sufficient conditions for stability are (Medio and Lines,
2001):
1 + tr(A) + det(A) > 0
1- tr(A) + det(A) > 0
1 – det(A) > 0
It will be seen that, given that prices are positive numbers, cause for concern lies in the
first and third condition. In order to satisfy the latter the price of basics or non-basics
must be “sufficiently low”. The stationary solution is the subject of the next section and
according to it the price of non-basics is irrelevant to the system. Thus, the price of
basics must be “arbitrarily small”. However, that requirement runs foul of the second
condition. It will be violated if the price of basics tends to zero. The chaotic possibilities
are as follows. A fold bifurcation occurs if the second inequality is an equality, the other
two conditions holding. A Neimark-Sacker bifurcation is said to occur if det(A) = 1. Thus,
p1 = 1/p2 will suffice. A Neimark bifurcation is engendered if the trace of the matrix falls
in the interval (-2, 2). “Appropriately high” values of p1 and “appropriately low” values of
p2 will deliver a sum that falls in the interval. In sum, the price of non-basics should be
“precisely low”.
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WAR BETWEEN COMMODITIES
In a tradition going back to von Neumann, we model the interaction between the sectors
as a perfectly antagonistic game (see Krass and Hammoudeh, 1981, for details). Begin
with a stationary solution of the system where

p1 X 1  p1C1  p1 I 1
p 2 X 2  w1 L1  w2 L2  p 2 I 2
The first equation can be divided by the price of luxury goods validating their unimportance referred to. In the second equation, division by the price of basics gives the
real wage of interest to the workers. Thus, ignoring constant capital here as Marx does,
we have

X 1  C1
X 2  w1 p 2 L1  w2 p 2 L2

The battlefield is R2 . Each sector seeks to extinguish the other. Victory is established
either when X1 = 0 or X2 = 0. The story unfolds in rounds of action. Suppose the luxuries
Sector acts first. The capitalist class therein, through command over the mode of
production, can bring X2 to naught in one of two or both ways: set relative prices, wi/pi to
zero or set the quantities, Li, to zero. However, it is constrained by the wageemployment contracts it must offer to its own workers. Indeed, in order to induce
workers into luxury goods consumption, it must be the case that w1 > w2. The first term
on the right-hand side of the equation for X2 must be strictly positive. Also, pushing p2 to
infinity (in order to set real wages to zero) is the opposite of the demands of systemic
stability of the previous section. Since this will hold true for any rounds, victory goes to
the production of basics. The obliteration of luxuries, the first equation, seems easy to
accomplish formally since only the consumption of capitalists is at stake. Yet, as
suggested by Marx, the casualty would be unemployment in the luxury goods sector.
The task then is to (re)vitalize innovation and industry in the production of basics.

146

American Review of Political Economy

Conflating the production of necessaries with agriculture and rural enterprises, one
resource is an energetic capitalist class in agriculture. However, intensive and extensive
production activity by capitalists in the basics sector is undercut by the logic of intersectoral relations. Vanishing non basics means that their death knell has already
sounded and the system is transiting to socialism. The historical and heroic mandate of
the working class lies here. It is for the proletariat to unite across the production of
basics and non-basics, from North to South. Elsewhere, as well, escape from the
poverty trap is couched in terms of providing access to markets and inputs to direct
producers (Sanchez, 2009). The expectation is that workers will grow food to feed
themselves and generate a surplus to diversify into high-value crops and livestock.
Marxists must excavate and present class composition and differentiation for analysis.
In the case of Africa, the myths that rural wage employment is rare and rural markets
vanishing must be dispelled (Oya, 2010). A tiny stratum of commercially-oriented small
holders as well as medium- and large-sized farmers exists alongside a growing mass of
wage laborers attached to miniscule plots of land. They are driven to wage labor out of
distress and not a buoyant agriculture. Small-scale farmers offer low wages. Higher pay
and working conditions are to be found in large-scale organized units. One ingredient in
the mainstream recipe to contend with agrarian distress can be dismissed here. The
evidence is that there is a weak connection between education and skills and agrarian
and non-agrarian work. Employment in agriculture is a function of public and private
investment.
Technology can be a deadly weapon in forging solidarity within and across
economies (Evans, 2010). The ease of communication means that the particularities of
local characteristics can be celebrated and international common ground worked upon.
For instance, the shrinking of the manufacturing sector anywhere is a common platform.
Transnational Agrarian Movements (TAMs) partly illustrate the felicity of transnational
coordinated action (Borras Jr., 2010). Once again, class action by rich farmers, as
illustrated by the Karnataka State Farmers’ Association in India, is not directed towards
redistribution of land or labor reforms. In contrast, movements like Brazil’s Movimento
dos Trabalhadores Rurais Sem Terra grounded in landless labor have land reform as
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their chief strategy. La Via Campasina is an international gathering of poor peasants
and small farmers and was established in 1993 to withstand the ravages of
globalization. “It is both an actor and an arena of action” (Borras Jr., 2010, p. 779, italics
in the original).

CONCLUSION
Marx’s “degree of exploitation” is the connection between basics and non-basics. We
investigate the short-term relations between the two. The algebra highlights price
connections. Since basics production approximates agriculture, the food crisis would be
a natural focal point. The escalating price of food must be frontally addressed by
worldwide organizations of peasants and workers. The program is not empty because,
typically, greater attention is paid to rises in the prices of non-basics.
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BOOK REVIEW ESSAY
McCloskey, Deirdre N. 2006. The Bourgeois Virtues: Ethics for an Age of Commerce.
Chicago, IL: The University of Chicago Press
I. Introduction
There is a lot of good in this book. McCloskey (2006) sets herself the task of
promoting, explaining and defending the bourgeois virtues, by which she means,
mainly, the ethics of commerce. This is all well and good, since businessmen are
always and ever under unfair attack. McCloskey is more intent upon convincing leftliberals than right-conservatives of this message, and this, too, is quite proper, since the
former need to have their noses rubbed in these truths even more than the latter.
Let me start this review off on a positive note, since most of what I have to say will be
critical. Carden (2010) singles out this quote from McCloskey for particular praise, and I
agree with him:
The poor are not better than you and me. They're just poorer. We
bourgeois do not make them better off by being ashamed of being rich,
since it's not our fault that they are poor, and there is therefore no original
sin in our being rich. We should instead work to make them rich, too, by
spreading the used-up liberal capitalism. (McCloskey, 2006, p. 28)
No truer words have ever been said. I am delighted with McCloskey for inveighing
against feeling guilty for being wealthy (assuming that the money was earned honestly,
of course.) All too many supposed defenders of the market write with more than a bit of
apologetics about success in commercial ventures. In the free enterprise system, the
only way a person can become rich is by enriching everyone else that he deals with –
consumers, suppliers, customers, employees, investors -- particularly including the
poor.
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After such a positive start, the reader is likely to ask: What, then, is my criticism of
this book? It is simply this: all too often McCloskey compromises with what should have,
could have, been an uncompromising defense of the free enterprise system. She pulls
her punches. Perhaps in an effort to demonstrate to our friends the self-styled
“progressives” the benefits of laissez faire, this author is not quite as adamant as she
could have been, should have been, in articulating the virtues of anarcho-capitalism.1 All
too often she panders to the left. It is all well and good to try to convert these reprobates
to the one true philosophy; but, it will not do to give away parts of the store in this effort.
II. Critique
Consider how McCloskey (1)2 opens her book:
The claim here is that modern capitalism does not need be offset to be
good. Capitalism can on the contrary be virtuous. In a fallen world the
bourgeois life is not perfect. But it’s better than any available alternative.
American capitalism needs to be inspirited, moralized, completed. Two
and a half cheers for the Midwestern bourgeoisie.
Of course, like an aristocracy or a priesthood or a peasantry or a
proletariat or an intelligentsia, a middle class is capable of evil, even in a
God-blessed America. The American bourgeoisie organized official and
unofficial apartheids. It conspired against unions. It supported the
excesses of nationalism. It delighted in red baiting and queer bashing.

1

McCloskey’s writings have been subjected to criticism by several Austro‐libertarians. Block, 2003 on McCloskey,
1998; Gordon, 1991 on McCloskey, 1990; Gordon, 1995 on McCloskey, 1994; Gordon 1997 on McCloskey, 1996;
Hoppe, 1989A on McCloskey, 1985; Rothbard, 1996 on McCloskey, 1994. She has replied only once to this spate of
criticism: McCloskey 1989 on Hoppe, 1989A. Based on the “insight” of Block, Westley and Padilla (2008) this means
the McCloskey has “won” her debate with Hoppe, but “lost” all of the other ones.
2

Unless otherwise indicated, all page numbers will refer to McCloskey (2006).
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She then goes on to castigate several German companies for using slave labor
during World War II.
There are problems here. First, we must distinguish between free enterprise and
outright fascism. Both give lip service to economic freedom, private property rights,
corporations, etc. But the similarities are a mere veneer. McCloskey runs them together
here. Why “Two and a half cheers?” It should be three cheers, with no apologies, none,
for those who engaged in laissez faire capitalism, and, instead of any “cheers,” there
should be only boos3 for firms such as “Krupp, Bosch, Hoechst, Bayer, Deutsche Bank,
Daimler Benz, Dresdner Bank and Volkswagon” (1-2) during World War II, and for firms
such as Archer Daniels Midland, Blackwater, Boeing, Chrysler, General Dynamics,
General Motors,

Goldman Sachs, Halliburton, Lockheed Martin, Martin-Marietta,

Monsanto, Northrup Grumman in the modern era.
Second, consider “official and unofficial apartheids.” With regard to the former,
McCloskey is absolutely correct. An official apartheid is what was practiced in South
Africa, or during the Jim Crow era in the U.S. Obviously, this is a moral abomination,
since people are jailed who have not violated the non aggression axiom of
libertarianism. But, in sharp contrast, an “unofficial apartheid” is entirely a different
matter. If I understand this term correctly, it amounts to no more and no less than
freedom of association. If “unofficial apartheid” means anything, it refers to a situation
where some people refuse to have anything to do with other people. But this is an
integral aspect of freedom. Consider male heterosexuals. They are despicable,
presumably, because they have set up an “unofficial apartheid”: they refuse to seek
romantic relationships with half of the human race. Female heterosexuals are guilty of
precisely the same “immorality.” Both male and female homosexuals are equally guilty
of this sin, if sin it be: they, too, refuse to seek romantic relationships with half of the
human race. It is only the bi-sexuals, God bless them, who refrain from setting up an

3

Exceedingly loud boos.
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“unofficial apartheid.”4 The so-called Civil Rights Act5 of 1964, in outlawing certain
types of “unofficial apartheid” is thus a violation of freedom of association.6
Third, what, exactly, is supposed to be wrong with having “conspired against
unions?” Organized labor is a violator of the non aggression principle (NAP) since they
initiate violence against firms, customers, competing workers (e.g., “scabs”). This is
nothing for which the bourgeois should be penalized. Unions are in effect a tape worm,
a parasite.7 If “queer bashing” means initiating violence against innocent gay people, it
is obviously wrong. But, just as obviously, it has nothing at all to do with the system of
laissez faire capitalism. People who engage in this are plain old thugs, even if they buy
and sell things. On the other hand, if this terminology refers to making fun of gay
persons, making jokes at their expense, while this would be politically incorrect, it is an
aspect of free speech, and offends no known libertarian law. And, why oppose “red
baiting?” McCloskey (2) properly opposes the Nazis. Why not the Communists too?
After all, the latter murdered far more innocent people than did the former.8
4

It might be objected that “unofficial apartheids” have to do, only, with commercial relationships, such as serving
people at lunchroom counters. Nonsense. Freedom is indivisible. It applies to all human endeavors.
5

States McCloskey (11): “Hurray for … the civil rights movement.” No libertarian could say this. This movement
had not one but two aspects: an improper one, that mandated forced integration, by outlawing voluntary
segregation; and a highly proper one, rescinding compulsory governmental imposed segregation. If something is
part true and part false, the concatenation of both is false. Similarly, if a law, or a movement, is partially licit and
partially illicit, then, as a whole, in its entirety, it is improper. This is precisely how Congressman Ron Paul gained
the title of “Dr. No.” He would, appropriately, vote against a measure when he opposed any one of its constituent
elements: http://answers.yahoo.com/question/index?qid=20071004072445AAnwqx7
6

Senator Rand Paul acted politically incorrectly when he opposed this legislation on these grounds. But his
opposition was part and parcel of liberty. See on this:
http://www.google.ca/#hl=en&source=hp&q=civil+rights+act+of+1964+rand+paul&oq=civil+rights+act+of+1964+R
and+P&aq=0v&aqi=g‐
v1&aql=undefined&gs_sm=c&gs_upl=2483l11382l0l31l29l0l13l13l0l344l2724l2.8.5.1l16&bav=on.2,or.r_gc.r_pw.&
fp=86dc6944596cfa7d&biw=1280&bih=907
7

See on this Baird, 1990, 2000; Block, 1984, 1991, 1996A, 1996B, 2008, 2010; Evans and Block, 2002; Heldman,
1977; Heldman, Bennett and Johnson, 1981; Hutt, 1973, 1989; Petro, 1957; Reynolds, 1984, 1987, 2009; Schmidt,
1973; Shea, 2010; Rothbard, 1993
8

See Block, 2006; Conquest, 1986, 1990; Courtois, et. al. 1999; DiLorenzo, 2006; Rummel, 1992, 1994, 1997
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McCloskey (22) does not regard “as especially important … the further enrichment of
the west…” and supports “globalization on egalitarian grounds.” While this sentiment
may score points with most “progressives,” and “liberals,” and indicates support for a
kinder, gentler capitalism, it constitutes a deviation from libertarian principles. Or, at
least, it may well do so. If, for example, this cheerleading for egalitarianism is limited to
voluntary charity, well and good. But, I fear, McCloskey goes far further than that. Why
is the further enrichment of the west unimportant? Because we in the west already have
much more wealth than those in other parts of the world? But, no one is more clear than
she (28) on the fact that “We bourgeois do not make them better off by being ashamed
of being rich, since it's not our fault that they are poor, and there is therefore no original
sin in our being rich.” Why, then, is it a “virtue” to look askance at people who have not
violated any rights increasing the value of their possessions? And, as for egalitarianism,
I note that McCloskey is a relatively wealthy westerner. Why does she not reduce her
holdings until they reach the levels obtaining in the third world? I note, also, that she has
two eyes, two kidneys, two arms, etc. If she really supported egalitarianism, she would
have long ago ceased in this hogging up of valuable body parts, that could well be
better used by others less fortunate than herself. States McCloskey (27) “We will not
have the heaven-on-earth of perfect equality, ever, and I lament this fact.” Suppose
there were a Nozickian (1974) machine that could transfer IQ points from those of us
who had too many of them, to those of us who had too few. I wonder if McCloskey
would agree to partake in its operation, obviously on the giving end. I suspect not. So
much for her egalitarianism. “Perfect equality,” indeed.
In the view of our authoress (29, footnote omitted):
Not all market behavior is good for the soul, and I am not claiming it is. If
you listen to Ted Fishman on NPR describing the horrible behavior of his
erstwhile colleagues in the options pit at the Chicago Mercantile Exchange
you are liable to think, ‘Ah, hah! Thus capitalism and the betterment of
human beings!’ And that’s right. Fishman says that his mentor at the
exchange told him to go after every dollar as though his life depended on
it. Not good. Spirit-corrupting.
I cannot see my way clear to agreeing with this profoundly anti-market sentiment of
McCloskey’s, nor with her pandering of the Fishmans of the world.

Does not
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McCloskey, herself, “go after,” well, not every dollar out there as though her life
depended upon it, but after every pithy, insightful, imaginative thought she can garner?
Perusing her magnificently productive curriculum vitae,9 it would be difficult to hold any
other opinion. If that is not “spirit-corrupting” and it is not, I can assure you that
McCloskey’s spirit is just fine, thank you, then why should it be true of those who grub
for money, given that this is their wont, and do not grub for intellectual insights, as does
our authoress? Nor is it the case, as McCloskey implies, that attempting to seize that
one extra dollar is not productive, does not help people, her beloved poor certainly
included. Every dollar, no, every cent earned by entrepreneurs such as the denizens of
the Chicago Mercantile Exchange is evidence that economic performance has been
improved, and that the lot of the human inhabitants of the earth has been bettered. How
do we know this? It is due to the fact that without exception commercial interactions
taking place in the free market are mutually beneficial in the ex ante sense, and usually
in the ex post sense as well. Take, for example, the sort of trade that Fishman and
McCloskey denigrate. Someone purchases some bushels of winter wheat on the
Chicago Mercantile Exchange for $100. That means that the purchaser valued this
commodity more than that amount, and the seller less. Profits, praise the Lord, were
honestly earned on this transaction, by both parties. Wheat was transferred from the
ownership of someone who could use this commodity less efficiently to someone who
could do so more effectively. In some small way, given that this deal was for only $100,
the likelihood of starvation was reduced. I share McCloskey’s reverence for Mozart (25).
As far as I am concerned, this deal at the hated and reviled Chicago Mercantile
Exchange was Mozartian. The “magic of the market” accomplished in this trade is just
as magical as is the music of Mozart.10
Here is McCloskey (43, footnotes omitted) busily giving away the store, once again:
I agree with my favorite Marxist economist, Nancy Folbre, that education
should be financed from the center, that maternity care and early child
9

http://www.deirdremccloskey.com/main/vita.php

10

For a lovely appreciation of the mundane matters of the market, in contrast to McCloskey’s denigration of them,
see Tucker, 2011A, 2011B , Rockwell, 2001
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care should be expanded and be state financed, that inheritance taxes
should be steep… that a modest minimum income should be given to
every American, that tax laws should ‘encourage both men and women to
combine paid work with family and community work.’ We agree in short
that France, minus its own thicket of corporate and union and farmer
welfare and its large military expenditures, has some good ideas. I would
nevertheless have to note with Robert Nozick that the taxes to pay for the
ideas, good or bad, are a kind of slavery. But I would be a more cheerful
slave if my masters, as under the Folbre-McCloskey plan, were actually
the poor…. We followers of Adam Smith are egalitarians... We antistatist
egalitarians want the poor to prosper... The tempting shortcut of taxing the
rich has not worked…
There are difficulties here. For one thing, there is no such thing as a “Marxist
economist.” To the extent a person takes either of these positions, he relinquishes the
other.11 For another, there are several logical contradictions in these few words.
McCloskey would be horrified if she were characterized as a supporter of slavery, yet
she acquiesces in the libertarian notion that taxation is slavery, and yet she supports
taxation. How else are education, maternity and early child care to be financed? She
also contradicts herself when she announces that she is an “antistatist” who supports
taxes. Who does she think taxation accrues to, if not the state, her sworn enemy as an
“antistatist?” The phrase “antistatist egalitarian” is not all on its own a logical
contradiction. One can favor, after all, voluntary egalitarianism of a non statist variety.
But, when coupled with a call for steep inheritance taxes,12 it is hard to avoid the
conclusion that this, too, is a contradiction in terms. Then, there is the issue of calling
upon Adam Smith as an indication of support for free enterprise. His claim in that regard
has been seriously undermined by Rothbard,1987, 1995, who shows all sorts of
deviations from the principles of free enterprise committed by this supposed father of
economics. McCloskey wants to help the poor; she recognizes that “taxing the rich has
not worked” in this regard. Why, then, favor this policy? Lastly, why should “men and
women … combine paid work with family and community work?” Why should they not

11

Ebeling, 1993; Foss, 1995; Gordon, 1990; Hoff, 1981; Hoppe, 1989B, 1991, 1996; Keizer, 1987, 1997; Klein,
1996; Mises, 1975, 1981; Osterfeld, 1992; Pasour, 1983; Reynolds, 1998; Richman, 1981; Rothbard, 1971, 1976,
1990, 1991; Salerno, 1990, 1995; Steele, 1981, 1992.
12
McCloskey is supported in this by Buchanan, 1983. For a critique of the latter see Block, forthcoming.
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be free to do whatever they damn well please, provided, only, that they do not violate
the non aggression principle (NAP) of libertarianism? Whatever the merits of this course
of action, and I see few if any there, how is it possible to reconcile “antistatism” with
using “tax laws” to “encourage” this sort of thing? Presumably, McCloskey would agree
that the last best hope for raising the poor out of poverty is the free enterprise system.
Why, when, water it down so greatly, so as to conform with the very different
understandings of how economies work on the part of her “favorite Marxist economist,
Nancy Folbre?”
Throughout her book, on numerous occasions, McCloskey has supported majority
voting, elections and democracy. For instance, she (46) says: “Democracy is a good
thing, and a great improvement over the non-median voter theorem, under which a tiny
elite of aristocrats or property owners or samurai wins, every time.” Her works cited
section covers 32 single spaced pages (557-588) with several hundreds of references.
And, yet, she completely omits mention of perhaps the greatest case ever made for an
alternative to this system.13 Surely, her efforts would have been improved by taking on
critiques of her views, rather than ignoring them.14 As far as democracy is concerned,
what about the fact that our man Hitler came to power though just this process? Surely,
this must give pause for thought to uncompromising advocacy of majority voting.
McCloskey also errs in her (48) support for Coase’s (1974) analysis of the so-called
private lighthouse.15 Coase is simply unable to make the most basic distinction in all of
political economy: that between voluntary market payments, and statist taxation and
compulsion. And McCloskey blindly follows, here, where Coase leads.
Time out from my negative critique, if only for a moment. I just ran into this
magnificent gem,16 and I cannot pass by relating it to my readers. McCloskey (50-51)
says:
13

Monarchy; see on this, Hoppe 2001.

14

I note, too, in this regard, the omission of Mises and Rothbard, to say nothing of that fair weather friend of free
enterprise, Hayek.
15

16

See on this Barnett and Block, 2007, 2009.

There are dozens of such in this book. No, literally hundreds. Were I not of a critical personality, I could write an
entirely positive review, based on statements such as these.
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… anyone who after the twentieth century still thinks that thoroughgoing
socialism, nationalism, imperialism, mobilization, central planning,
regulation, zoning, price controls, tax policy, labor unions, business
cartels, government spending, intrusive policing, adventurism in foreign
policy, faith in entangling religion and politics, or most of the other
thoroughgoing nineteenth century proposals for governmental action are
still neat, harmless ideas for improving our lives is not paying attention.
Brilliant. If I had one tenth of this facility with words, I would be overjoyed. On the
other hand, if McCloskey’s entire book were consistent with these glorious insights, my
review would not have one critical thing to say about her book. To wit, here she is
properly critical of unions; however, previously (1) she favored them. In this quote, our
authoress rejects “tax policy” and “government spending.” But she just got finished (43)
calling for exactly that in behalf of education, maternity and early child care. Go figure.
Ok, that is enough with the niceness. Let us get back to our thesis.
Consider this passage in that regard (56): “Free trade is good, I strongly affirm. I am
sworn to believe so as an economist. But my fellow free-market economists commonly
spurn the claim of justice – namely, that we should right the hurt from creative
destruction.”
What does this mean? In my understanding it refers to cases, where, through no fault
of their own, market participants, whether owners or employees, lose out due to
changes in the economy. For example, the horse and buggy industry was kicked in the
stomach by the horseless carriage. Typewriter manufacturers were pulverized by the
advent of the computer. When we started importing bananas from Central America, the
domestic banana industry, both employers and skilled employees, lost out. When the
hula hoop craze wound down, some entrepreneurs were stuck with warehouses full of
these no longer desired items.
Justice, if I understand McCloskey correctly here, would consist of “righting the hurt”
suffered by these people. But, for any true free market economist, this is simply not so.
For the only way to do this would be to go, at the point of a gun, and tell the long
suffering tax payer: “Guess what? In addition to all the other levies we are imposing
upon you, here is one more; you are now to be compelled to compensate these
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unfortunate individuals, many of whom are far richer than you, for the reverses they
have suffered in the market.”
No, this is not “justice.” It is a clear and present violation of the NAP. Why is it fair that
when an entrepreneur places time and effort in a project, or a worker in specific training,
if it succeeds, they, and they alone17 reap the benefits, but when and if it fails, (part of?
all of?) the investment will be returned to them? This is sometimes called privatizing
profits, socializing losses. What did the long suffering tax-payer do to deserve such
back of the hand treatment? No, let failing businesses and workers who have
misallocated resources right their own hurt, out of their own pocketbooks.
No. Sorry. I lied. I simply cannot help myself. I must, I simply must relate yet another
exquisitely brilliant insight of McCloskey’s (57): “… I sometimes wonder why the
Western clerisy doesn’t grow… well … bored by the reiterated attacks on capitalism and
the market and the bourgeoisie. How can they bear, I wonder, to hear yet another
diatribe against the evil of profit, the curse of materialism, the insincerity of advertising,
the scandal of excessive consumption, the irreligiousness of commercial dealing, the
corruptions of corporations, the ruination of the environment, the inevitable poverty
consequent on a system of market capitalism, the horrors of piano lessons and learning
French and settling down to a quality job?”
I only ask, how can McCloskey be so good, no excellent, in her analysis, all
throughout this book,18 and yet so bad elsewhere? This Dr. Jekyll and Mr. Hyde
schizophrenia beggars the imagination.
Ok, back to business once again. Here is McCloskey (81, footnotes omitted) at her
worst, once again: “‘Money-making, which the Calvinist Church so detested, was
tolerated by distinguishing between proper and improper ways of making fortunes, and
the concept of wealth as stewardship.’ The left could here note sarcastically, and
accurately, that in the seventeenth century ‘proper stewardship’ included piracy, slave
trading, and colonial exploitation. ‘To be Dutch…still means coming to terms with the
moral ambiguities of materialism,’ now as in the Golden Age. Yes.”
17

Abstracting from taxation

18

Believe me, these jewels are not few and far between. They are everywhere in this book.
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No, no, no, no, no, no, a thousand times no, say I, in contrast. The left can do no
such thing. To do so is to fail utterly, to distinguish between acts that violate the NAP,
and those that do not. “Piracy, slave trading, and colonial exploitation” are paradigm
cases of the former. There is no reason whatsoever for advocates of laissez faire to
come anywhere near apologizing for such barbaric behavior. This is not at all “proper
stewardship,” if that term has anything at all to do with private property rights, and free
enterprise. There is no “ambiguity” here, none at all. Matters are, instead, crystal clear.
These despicable acts are fascistic and socialistic, not capitalistic. The left can be as
sarcastic as they want, but “accuracy” is entirely lacking here, McCloskey to the
contrary notwithstanding.
Sorry, once again I apologize. On the very same page that McCloskey errs about
piracy (81), etc., she also offers this brilliant insight: “You can’t be rich and be loved,
they say. The superstition is that to get rich you have to steal. Even the rich believe it.”
Magnificent!
But enough with the compliments, at least for the moment. Let us get back to the
business at hand. Says McCloskey (85, emphasis added): “‘Bourgeois’ can mean, if we
wish to use words this way – and can get over being spooked by Marx -- ‘city dweller
practicing an honored profession or owning a business or functioning at a managerial
level in someone else’s enterprise, including governmental and non-profit enterprises.”
Yes, of course, stipulative definitions can mean whatever we want them to be. I can
define “elephant” to mean “book” and “golf” to mean “cat.” But, the point of language,
well, the main point in any case, is to communicate accurately. The title of the
McCloskey book under consideration is: “The Bourgeois Virtues: Ethics for an Age of
Commerce.” I emphasize the very last word of the subtitle, “commerce.” But if
government is included as part of the bourgeoisie, as per this mischievous definition of
McCloskey’s, then there is a certain tension, not to say downright logical contradiction.
For the state is quintessentially not commercial. The very basis of commerce is
voluntary trade. Say what you will about government, it cannot be maintained that
voluntary trade is at the core of its being. Very much to the contrary, the apparatus of
the state is not at all based upon mutual agreement. There is no valid contract between
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the citizen and the state (Spooner, 1870). Rather, government is based upon
compulsion, the very opposite of the commercial relationship.
Continues our authoress (85): “Such a person (the bourgeois) faces a particular set
of ethical problems. He has the anxious ethical task of learning how to be a counselor
yet self-prudent, a salesman yet other-loving, a boss yet just…”
But, this implies either that salesmen are never other-loving, or at least not without
great effort to overcome the loving -reducing elements of being a salesman in the first
place. We can also infer either that bosses are never just, or, can only be so with a
great effort of will, which is, to say the least, unusual. If this is not the embodiment of the
“anti-capitalist mentality,” (Mises, 1972), then nothing is. Suppose we to refer to a
minister, or a teacher, or a progressive left liberal who is “yet other-loving.” This would
be rightly taken as the insult that it is. For, such people are supposed to be “otherloving.” To suggest they are not would be taken as a slur. Well, the same applies to
salesmen. McCloskey’s anti-capitalist mentality” has led him to gratuitously insult
salesmen. And, it is the same with a boss who is “yet” just. The very strong implication
here is that bosses are either necessarily unjust, or, at the very least, strongly inclined in
that direction. McCloskey would scarcely characterize a judge, or a doctor, or a
professor as “yet” being just. This, again, would be an insult. Previously, I complimented
McCloskey (81) for her insight that “The superstition is that to get rich you have to
steal.” I must now say that this authoress is guilty of entertaining the superstition that
salesmen have great difficulty in being other-loving,19 and bosses strongly incline in the
direction of perpetrating injustice.
McCloskey’s (122-123) next misstep is as follows: “A hardened Chicago economist,
or just a Chicagoan, might reply: ‘So? Call me ‘greedy’ or ‘avaricious’ if it makes you
feel better, but I like my SUV and my mink, and if screwing other people gets me such
toys, fine.”

19

Of course, some salesmen do indeed suffer from this malady. But, so do some clergymen, doctors, teachers, etc.
Although well‐documented, McCloskey offers us not a single solitary shred of evidence supporting the claim that
salesmen are less other‐loving than those who pursue other occupations. Nor does he buttress with any empirical
findings his notion that bosses are more unjust than others.
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McCloskey’s case against such a person has to do with souls and honesty. My
problem, in contrast, is focused on that business of “screwing other people.” How is this
done? If it is perpetrated by engaging in fraud, then it is an NAP violation, and would,
presumably, at least in the libertarian society, be punished to the full extent of the law.
On the other hand, if it consists of thinking that the price of a good will rise, and buying
some of it without telling the vendor of your expectations, or, thinking that its price will
fall, and selling it short, again, without revealing your information, well, that sort of
“screwing other people” is an intrinsic element of economic freedom, and is nothing to
be apologized for.
All throughout this book McCloskey has occasion to call into question what she
characterizes as the Prudence Only philosophy, which means maximizing profits and
ignoring pretty much everything else. But, is this done by violating other people’s
property rights, by engaging in fraud against them, e.g., stealing from them, or is it
accomplished within the bounds of libertarian law? This makes all the difference, and
yet McCloskey invariably ignores this distinction.
She states (132-133):
… the Prudence Only behavior celebrated in recent economic fable is bad.
Bad for prudent business – consult on this point Arthur Anderson. Bad for
a just and faithful life. Bad for children and other beloveds. Most important,
bad for the soul. We call it greed…. A friend who is a professional lighting
designer says that the pressure of Prudence Only is something he has to
resist all day. He could get a little more profit by doing a little worse job,
using the wrong wattage here or there, cutting this or that corner. But he
won’t. He’s a lighting designer, not a crook.
The problem with McCloskey’s mention of Arthur Anderson is that this company’s
demise came about as a result of out and out fraud.20 It is thus unfair, unjust, even, to
place the blame for this episode on Prudence Only, given that we are talking about the
Prudence Only philosophy that is compatible with the ethic of free enterprise, namely,
not stealing, not engaging in fraud. One might as well blame the free enterprise system
for the Ponzi scheme depredations of Bernie Madoff. As for the lighting designer, if he
abandoned his honesty 180 degrees and turned crooked, it would still not impugn the
20

On the part of Enron, as supported by Arthur Anderson’ s false audit. See on this Thies, 2002; Sheehan, 2002
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laissez faire capitalist system. Cutting corners is a contract violation, fundamentally
opposed to free enterprise. Prudence Only, coupled with theft, is illicit; Prudence Only,
coupled with nothing else untoward, is licit, despite McCloskey’s views to the contrary.
This sort of Prudence Only, in the marketplace, is totally unobjectionable at least from a
legal point of view. Of course, as McCloskey emphasizes, if this takes over all of one’s
life, one will live a life bereft of love, and that is hardly a good thing. But this has nothing
at all to do with the subject at hand, whether or not anarcho-capitalism is justified, or
must, presumably, be reined in.
McCloskey (136) is totally correct when she avers that “a well-functioning corporate
office runs in part on love” and by this she does not necessarily refer to office romances.
She is pointing to the fact that people are people wherever they are and regardless of
the roles they are playing. It is only human decency to promote cordial and even friendly
relations between bosses and underlings, between fellow colleagues, at work, and
anywhere else for that matter. It is not for nothing that corporations typically encourage
sports teams, bowling leagues, etc. But none of this serves as an indictment of
bourgeois capitalism, as McCloskey would have it.
McCloskey (155) favors “American POWs in the hands of North Vietnamese
torturers… public radio, conserving water in a drought when no inspector will spot a
defection, turning up to vote against George Bush…” But previously (50-51) she came
out against imperialism, and presumably, opposes Bush on these very grounds. But
were not U.S. soldiers fighting in a foreign land, none of whose inhabitants had ever first
attacked our country? Is this not imperialism? And, are we sure that Bush would have
been less imperialist than his Democratic opponent? Judging from the foreign policy of
Obama, it is difficult to make that case. Public radio? Surely, McCloskey is not referring
to National Public Radio, den of socialists? Why, not, instead, private radio, subject to
profit and loss restrictions, emanating from consumer sovereignty? As for droughts, or
at least water shortages, these are caused in the first place by the very government that
hires the “inspector” favored by our authoress. Should not a friend of the market be
making these points, instead of their very opposite?
I fear that McCloskey goes a bit off the deep end when she (159) maintains that “the
business cycle arose from trustworthiness breaking down suddenly in an environment of
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quite normal human greed for abnormal gain…” Perhaps she is not familiar with
Austrian Business Cycle Theory (ABCT)21 according to which the macroeconomic
cycles stem from central bank artificial creation of money based on fractional reserves,
which drives down interest rates, which induces entrepreneurs to make malinvestments
in heavy industry and long term projects, which are, in turn, unsustainable. I have
indeed heard of the hypothesis that “greed” causes the boom bust cycle, but I never
thought I would see it in print, certainly not in a book authored by so sophisticated an
economist as McCloskey. Where was her editor when she needed him? McCloskey
(161) derisively refers to “so-called ‘Austrian’ economics. Too bad she shows no
familiarity with this “so-called” school of economic thought, at least insofar as ABCT is
concerned.
However, she is, it would appear, intimately familiar with an irrational dead end that
some few quasi Austrian economists once embraced, hermeneutics in general, as
practiced by Don Lavoie in particular (190-191). These theories have been refuted over
and over again so many times and so thoroughly, and often at McCloskey’s own
expense,22 that it is a crying shame that she chose to ignore her numerous and powerful
critics.
States Gordon (1986) of Lavoie:
…theories are tested by their success in achieving consensus. A good
economic theory is one that succeeds in persuading economists of its
acceptability: to search for a more objective standard is futile.
I trust it will not be thought unduly critical to begin by asking: why
should we believe any of this? Consider any of the elementary
propositions of economics, e.g., the law of diminishing marginal utility or
the law of supply and demand. On what values do either of these
principles depend? What perspective underlies them? Why are they not,
as they appear to be, simple deductions from certain axioms rather than
dependent on the economist's ‘tacit knowledge’ for their truth? Lavoie
does not tell us, nor does he show what perspective or horizon lies behind
any other proposition of economics. Instead, we are told that Gadamer
has established this, Richard Berstein has shown that, etc. (‘Shown’
21
22
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seems to be taken as a synonym for ‘stated.) Surely when controversial
propositions are advanced, we are owed arguments for their truth. What
we get instead is a list of names of continental philosophers and their
American sympathizers.
...
I find especially objectionable the new methodologists' claim that the
criterion for truth in economic theory is consensus among economists.
First, what if economists fail to agree on the consensus standard? Is the
standard by its own terms invalid? Further, since the great majority of
economic theorists favors the positivists and mathematical methods the
hermeneuticians oppose, does not the consensus criterion require them to
abandon their view and join, if they can, the neoclassical majority? Finally,
if the question confronting us is ‘What theories should economists adopt?’
it is hardly a very good answer to say, ‘They should adopt the theories
they agree on.’ Precisely what is in question is which theories and
methods they ought to agree on.
And, in the view of Rothbard (1989):
The essential message of deconstructionism and hermeneutics can be
variously summed up as nihilism, relativism, and solipsism. That is, either
there is no objective truth or, if there is, we can never discover it. With
each person being bound to his own subjective views, feelings, history,
and so on, there is no method of discovering objective truth.
Well, if it is really true that there is no objective truth, how can this very claim of the
hermeneuticians claim to be true? It cannot. That would go against the very
foundational principles of this curious philosophy. And, if it is not true, why, ever, should
we pay any attention to it? So much for Lavoie, and for McCloskey’s support of him on
this matter.
I have no objection, none at all, to McCloskey claiming (220) “that there was a Wild
West, that gunplay was a habit.” However, why oh why didn’t she refute, or at least
acknowledge, the contrary findings of Anderson and Hill (1979). It is not as if she has
not heard of these authors. She does indeed cite (197) Anderson, but on an entirely
different matter.
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III. Conclusion
It is time to bring this review to a close. I shall end, as I began, on a positive note;
well a quasi positive one. McCloskey (242) very properly emphasizes the cooperative,
yes, cooperative nature of the free market: “As a system, capitalism, on the contrary, in
modern times, is a great triumph of cooperation.” Yes, paradoxically to the ears of the
economically illiterate, although competition is a bedrock of this system, it underlying
focus is one of cooperation. We cooperate with each other by competing with one
another. McDonalds, Burger King and Wendy’s all compete for the consumer’s dollar.
But in so doing, they tend to help allocate resources in a manner which maximizes their
value to all consumers. It that is not cooperation, then nothing is. On the other hand, we
must resist McCloskey’s modification, “in modern times.” Capitalism has always and
ever done precisely this. Were there in the past cases of businessmen stealing? There
were. Did or did not feudalism ever take place? It did. But these were not instances of
laissez faire capitalism. To the extent that these occurrences took place, they were a
violation of free enterprise, not its embodiment.
Suppose a dozen businessmen engage in voluntary trade at time t1. Is that an
example of free enterprise in action? Yes. Suppose that at time t2 these self same
entrepreneurs then go out on a murder and rape spree, victimizing hundreds of people.
Is that an embodiment of the private property regime? Of course not. However, at time
t3 these dozen individuals settle down and interact with each other and others again on
a basis compatible with libertarianism. Is this once again, then, an instance of the
marketplace in action? No. For they now all belong in jail23 or subject to whatever
penalty is properly imposed upon them for the crimes they committed during time t2.
Certainly, they would not be allowed to run around free to enter into commercial
agreements that would otherwise be legitimate, had they not acted as they did in t2.
McCloskey simply does not make these distinctions. In her view, what the people
who are legitimate businessmen did in t1 is somehow undermined by their criminal
behavior in t2. Not so, not so. She sees obvious criminals in t3, and, somehow, sees
23
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this fact as undermining the quite licit acts they are involved in. No. There is nothing at
all wrong with what these entrepreneurs are doing in t3. But for the fact of their evil
deeds in t2, these dozen members of the bourgeoisie would be righteous pillars of the
community. McCloskey conflates all of this. She improperly blames capitalism,
throughout her otherwise excellent book, for the misdeeds of some people who
sometimes act in a capitalistic manner, and at other times in the very opposite manner.
Suppose matters were different. Posit that each and every businessman who ever lived
continually committed rape and murder on the side. Would even that impugn
commerce? No, it would not, contrary to McCloskey. Because it is still possible to
imagine this contrary to fact conditional: a member of the bourgeoisie who did not
involve himself in this particular “sideline.”24 So, even if every businessman was
continually murdering and raping, that would still not lay a glove on the pursuit of profit,
private property, in a word, laissez-faire capitalism.
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