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To Ludwig von Mises, the twentieth century’s most dedicated and accomplished champion of free markets, individual liberty, and the free society

INTRODUCTION
————
The Untold Story
Ignorance, as well as disapproval for the natural restraints placed on market excesses that capitalism and sound markets impose, cause our present leaders to reject capitalism and blame it for all the problems we face. If this fallacy is not corrected and capitalism is even further undermined, the prosperity that the free market generates will be destroyed.
—Congressman Ron Paul, “Has Capitalism 
Failed?” (July 9, 2002)
THE WORD capitalism was coined by none other than Karl Marx, who hoped that it would help in his crusade to denigrate the system of private property and free enterprise and to promote socialism. Marx insinuated that the only beneficiaries of capitalism were the capitalists. Of course, nearly every one of Marx’s assumptions (government would wither away under communism, capitalism would make workers poorer, etc.) turned out to be wrong, including this one. Free-market capitalism, based on private property and peaceful exchange, is the source of civilization and human progress. Human beings have a natural propensity to “truck, barter, and exchange,” as Adam Smith said more than two centuries ago, and free-market capitalism is by far the best-known means by which this can be accomplished.
In his famous treatise The Wealth of Nations, Smith neatly summed up the essence of how capitalism works: “Give me that which I want, and you shall have this which you want.”1 In other words, commerce is what economists call a “positive-sum game.” The act of buying and selling always benefits both buyer and seller; otherwise they wouldn’t trade with each other. Voluntary exchange in the free market is mutually advantageous.
Unfortunately, this simple fact of economic life is misunderstood or ignored by many commentators who cling to the discredited Marxist notion that one person gains in business at the expense of someone else. This nonsense is spread throughout the popular culture. It was on display in the movie Wall Street, for instance, in the now-famous “greed” speech, when Michael Douglas’s character explained that business “is all a zero-sum game: somebody wins, and somebody loses.” Nothing could be further from the truth, but Hollywood is full of movie scripts that spread silly, neo-Marxist propaganda such as this. And it is not just movies that perpetuate these myths. Many American universities are quite hostile toward capitalism, and during the twentieth century an entire class of intellectuals, journalists, television executives, private foundations, and others coalesced to form what might be called the anti-industry industry. Anticapitalist ideas and institutions are alive and well in the United States. Indeed, author and filmmaker Michael Moore has become a wealthy man by making outrageous and unsupportable claims about supposedly evil capitalists and by promoting socialism, and he is just one of many people spreading myths about capitalism.
These myths are inflicting great costs on the American economy and society. The more Americans feel that capitalism needs to be reined in, or that the public has no say in an economy that is largely in the hands of “plutocrats,” the more the government is called on to regulate the economy. Congressman Ron Paul, Republican of Texas, is exactly right: Because of a widespread misunderstanding of what capitalism is, our leaders—and also much of the general public—incorrectly blame capitalism for any economic problems we face. Consequently, they are all too quick to recommend bigger government as the “solution.”
Sure enough, in the wake of the corporate accounting scandals that became public starting in the late 1990s, anticapitalist demagoguery has become pervasive. Pundits, politicians, and intellectuals have argued that such fraud is an inherent and unique feature of capitalism and that, therefore, the government needs to impose more regulations on financial markets, the accounting profession, and corporations in general. But fraud is not a feature unique to capitalism: we find wrongdoers not just in the corporate world but also in government, in charities, in religion, and everywhere else. In addition, there are laws against fraud, and those who commit fraud quite often end up in jail; thus it is ridiculous and irresponsible to wage a general political campaign against capitalism when the laws already in place address the problem of wrongdoing.
Nor is the threat of a jail sentence the only deterrent to corporate fraud. The anticapitalists who call for more government regulation also ignore what Congressman Paul calls “the natural restraints placed on market excesses that capitalism and sound markets impose.” Businesspeople have great incentives not to commit fraud because they know that sooner or later no one would want to do business with them if they were somehow manipulating the market, and that they would ultimately lose money or even go bankrupt. And these “natural restraints” are much weaker, perhaps even nonexistent, in the government sector. Thus, if fraud were a problem it would probably be a much bigger problem in the government regulatory agencies than in the businesses they are supposed to be regulating.
The most important point that the anticapitalists overlook or ignore is this: overwhelming evidence indicates that the more regulations, controls, taxes, government-run industries, protectionism, and other forms of interventionism that exist, the poorer a country will be. Big government invariably causes higher unemployment, higher prices, shortages of goods and services, and myriad other problems that can be eliminated only by more, not less, voluntary exchange on the free market—that is, by capitalism. Excessive government controls are precisely why the countries of western Europe lag so far behind the United States economically.
And the opposite is also true: the more economic freedom a nation has—the more economic opportunity there is—the more vibrant that country’s economy will be.
A careful review of our nation’s history reveals a long series of myths that demonize capitalism—and just how pernicious such myths are. Capitalism supposedly harmed the working class during the industrial revolution; is prone to monopolization; harms consumers with dangerous products; generates macroeconomic instability; harms the environment; exploits the Third World; breeds discrimination; is a cause of war; and on and on.
This is all untrue. In this book, we will learn about the realities of capitalism in the United States: how, from the very beginning, capitalism has been vital to America’s growth, and how excessive government interference in the economy has only exacerbated economic problems and stifled growth.
THE REAL STORY ABOUT CAPITALISM IN AMERICA
Today there is so much confusion about capitalism that what politicians and pundits often label “capitalism” is just the opposite: interventionism. A good example of how commentators wrongly blame capitalism for causing problems occurred in August 2003, when the American Northeast experienced an electric power blackout. On Sunday, August 24, 2003, just over a week after the blackout, the New York Times ran a front-page story announcing in the opening paragraphs that the electricity grid “was an afterthought during the decade-long process of deregulating the power industry” and that “deregulation increased the vulnerability of the grid.” But the article flatly contradicted itself in the third paragraph, where the Times admitted that “deregulation is actually a misnomer” because, even though the generation of electricity had been partially deregulated in the United States, the “transmission of electricity over high-voltage lines and the distribution into homes and buildings [that is, the power grid] remained regulated.”2 Those who read only the headline or the first couple of paragraphs of the Times article went away believing that “deregulation,” or a move in the direction of capitalism, in the electric power industry was the source of the problem. In fact, however, the opposite was true: the problem was excessive government regulation.
This book is meant to correct such mistaken beliefs about capitalism. Whether the source is the New York Times or Michael Moore, so much of what we hear about capitalism is confused or deliberately misleading. That is why Chapter 1 cuts through the common, inaccurate discussions to explain how capitalism actually works. As we will see, the fact is that true capitalism—that is, capitalism absent excessive government regulation and taxation—has not existed to any significant degree in America in many, many years. The United States has suffered under excessive government intervention in the economy in large part because of the anticapitalist movement, which will be explored in Chapter 2.
But nothing debunks the claims of the anticapitalists better than a close examination of the role capitalism has played throughout American history. As the last ten chapters of this book reveal, time after time American capitalism has actually solved the problems that generations of pundits, politicians, and intellectuals have blamed it for.
Indeed, Chapter 3 shows how, long before the term capitalism came into use, the adoption of one of the defining characteristics of capitalism—private property—literally saved the Pilgrims and the other early American settlers from starvation.
Chapter 4 explains how the American Revolution of 1776 was, at base, a capitalist revolution. Most Americans know that the American Revolution was fought against the tyrannical King George III of England, but they are less aware that King George imposed his tyrannical restrictions on the American colonists in an attempt to enforce England’s interventionist, anticapitalist system of mercantilism. Chapter 5 is the first of several that dispose of a number of myths about American capitalism—in this case, that government financing was necessary for the building of the nation’s transportation infrastructure of roads, canals, and railroads. The truth is that early American transportation entrepreneurs succeeded marvelously while government-subsidized transportation was a flop and a scandal.
Shelves and shelves of books have been written on how capitalism supposedly harmed the American working class, which needed to be “rescued” by government, with its minimum-wage/maximum-hour laws and child labor legislation, and by labor unions. Chapter 6 explains why this, too, is a myth. Capitalism is the source of the generational increase in the American standard of living; both government and unions have been a drag on living standards.
Chapter 7 disposes of another common myth: that of the robber baron. The accepted wisdom is that all the railroad entrepreneurs of the nineteenth century, for example, were robber barons. But such a claim unfairly lumps together those who succeeded on the strength of their own talents, intelligence, and innovations and those who did in fact gain an unfair advantage over competitors (and consumers). The true capitalists—in the railroad industry and other industries—were the so-called market entrepreneurs. In contrast, the real robber barons—the political entrepreneurs—were not capitalists but corporatists, or, to use a term that Adam Smith employed in The Wealth of Nations, mercantilists. These political entrepreneurs gained an unfair advantage through special privileges created by government intervention (direct subsidies, regulations that harmed their competitors, and much more). The critics are right to condemn these business/government partnerships, but they are wrong to label them as capitalism.
Every student of American business history knows that the late nineteenth century was a period of “rampant monopolization,” when trusts operated by the likes of John D. Rockefeller had an unfair advantage over competitors and exploited consumers. The government’s antitrust laws were supposedly implemented to tame these trusts and force them to operate in the public interest. Chapter 8 shows why this, too, is a myth.
Most Americans also know that the 1920s were a period of extreme laissez-faire and that the “excesses of capitalism” caused the Great Depression of the 1930s. Chapter 9 shows how the administration of Herbert Hoover (1929–1933) was in fact the most interventionist peacetime administration in American history up to that point. It was those interventions—especially those of the Federal Reserve Board—that spawned the Great Depression.
Perhaps the most powerful of all American political myths is the Roosevelt myth, which has fostered the widespread belief that the government needs to intervene in any sort of economic downturn. Franklin D. Roosevelt supposedly saved capitalism, and the country as a whole, by responding to Hoover’s alleged laissez-faire policies with massive government intervention. In reality, however, America never got out of its Depression economy until after World War II. In actuality, as Chapter 10 shows, FDR’s New Deal policies unequivocally prolonged the Great Depression and made it more severe than it would otherwise have been because the New Deal crippled capitalism.
Ever since Roosevelt’s New Deal created the expectation that government intervention is necessary to “fix” capitalism, government regulations have grown out of control, and we only hear demands for further regulation. A major event that triggered further calls for government regulation of capitalism was the energy crisis of the 1970s. At the time, many believed that the “greedy oil companies” (capitalists) had caused the crisis and that the natural solution therefore was massive government intervention. As a result, the government imposed price controls, rationing, and mandatory speed limits, created a federal Department of Energy, and employed thousands of government bureaucrats to administer all the new regulations. But Chapter 11 details how all of this massive interventionism made the energy crisis worse, not better. Worse, excessive government regulation is still causing problems today in American energy markets, for, as we saw in the blackout of August 2003, many still blame capitalism, or deregulation, for the problems that the government’s intervention in free markets has caused.
The final chapter is about the never-ending war on capitalism. The recklessness in the way that today’s politicians impose more and more regulatory restrictions and taxes on American businesses has already been extremely harmful to our standard of living. If a climate of opinion more favorable to capitalism and capitalists is not created, then the political process will create more economic stagnation and more misery.
Capitalism has made America the most prosperous nation on earth. But if the anticapitalists have their way and continue to put roadblocks in the way of economic freedom, the capitalist system that has continually saved this country will be eliminated forever, and all Americans will suffer for it.

CHAPTER ONE
————
What Is Capitalism?
Free-market capitalism is a network of free and voluntary exchanges in which producers work, produce, and exchange their products for the products of others through prices voluntarily arrived at.
—Murray N. Rothbard, “Capitalism versus Statism” (1972)
Capitalism is a social system based on the recognition of individual rights, including property rights, in which all property is privately owned.
—Ayn Rand, Capitalism: The Unknown Ideal (1962)
SO HOW has the United States gotten so far from true capitalism? How have so many pernicious myths about capitalism come to be so prevalent?
The answer is that too many Americans are ignorant of how capitalism really works—though with some of the most ardent anticapitalists, the ignorance is willful. To counter such ignorance, it is useful to return to the first great treatise on capitalism, Adam Smith’s The Wealth of Nations, published in 1776, the same year the American colonies declared their independence from Britain. Smith described the basic workings of capitalism succinctly:
In civilized society [man] stands at all times in need of the cooperation and assistance of great multitudes, while his whole life is scarce sufficient to gain the friendship of a few persons. . . . Man has almost constant occasion for the help of his brethren, and it is in vain for him to expect it from their benevolence only. He will be more likely to prevail if he can interest their self-love in his favour, and show them that it is for their own advantage to do for him what he requires of them. Whoever offers to another a bargain of any kind, proposes to do this. Give me that which I want, and you shall have this which you want, is the meaning of every such offer; and it is in this manner that we obtain from one another the far greater part of those good offices which we stand in need of. It is not from the benevolence of the butcher, brewer, or the baker, that we expect our dinner, but from their regard to their own interest. . . . Nobody but a beggar chuses to depend chiefly upon the benevolence of his fellow citizens.1
Here Smith clearly explained some of the most important elements of capitalism—the division of labor, social cooperation, and free exchange. The division of labor is a natural, and beneficial, consequence of the fact that each human being is unique in a thousand different ways—in motivation, intelligence, interests, physical attributes and abilities, preferences, goals, skill levels, age, formal and informal education, worldly experiences, family history and culture, psychology, and much more. So, for example, people who happen to live in a fertile part of the world are more inclined to specialize in farming than, say, people who live in the arid Middle East. But because of this specialization, we rely daily on thousands of people whom we don’t even know for the basic necessities of life. This breeds social cooperation. The farmer in the American Midwest can sell food to Middle Easterners and use some of the money he earns from that to purchase, for instance, petroleum products that are generated in the Middle East. Imagine how poor we would all be if we were to live under what is called economic autarky—where we all had to grow our own food, build our own houses, make our own clothing, manufacture and fuel our own cars, and so on.
Free exchange allows us to avoid the economic desperation of autarky. It also provides powerful incentives to continue educating ourselves and improving our skills so we can provide our fellow man with better and better (and less expensive) goods and services in return for money. This notion of serving one’s fellow man is central to any capitalist economy. In fact, the economist and syndicated columnist Walter Williams refers to dollars (and other currencies) as “certificates of performance,” for one can only earn money by providing one’s fellow man with a good or service that he values more than the money he pays for it.
Nevertheless, as Smith observed, capitalism does not operate on the principle of altruism or “benevolence”; a basic fact of human nature is that we all have an instinct for self-preservation and personal advancement. Capitalism succeeds precisely because free exchange is mutually advantageous; each party serves his own self-interest, or what Smith called “self-love.” Cattle ranchers in Montana, for instance, rise at 4 A.M. and work until well after dark at a number of physically demanding jobs not out of love for their fellow man but because they want to earn a living for themselves and their families. Yet the marvelous advantage of capitalism is that it captures this motivation and channels it in a way that encourages human cooperation and betterment.
In a capitalist economy the primary means (the only means, for most people) of improving one’s standard of living is, in Adam Smith’s formulation, giving others that which they want. Indeed, most exceptionally wealthy people amassed their fortunes precisely because they provided valued products to millions of people all around the world. This is what Bill Gates did with Microsoft and what Henry Ford, Andrew Carnegie, and many other well-known industrialists did before him. The clothing industry, the grocery industry, mechanized agriculture, and many other industries have created multimillionaires or billionaires because these individuals have vastly improved the standard of living of the masses. A common myth spread by anticapitalists is that the wealthiest capitalists profit at the expense of the rest of the society, particularly the working classes. But it is amazing to consider the innovations and improvements that entrepreneurs have brought to everyone. As the Austrian economist Ludwig von Mises wrote, “Every advance first comes into being as the luxury of a few rich people, only to become, after a time, the indispensable necessity taken for granted by everyone. Luxury consumption provides industry with the stimulus to discover and introduce new things.”2 Indeed, the most successful capitalists have brought to the masses products and services that were once considered luxuries available only to the rich. The result is that the average American working person today lives better in many ways than kings did several hundred years ago, with his automobiles, central heating and air conditioning, swimming pools and hot tubs, inexpensive food, and all the other “necessities” of modern life that those kings would have considered miracles. All of this is the product of capitalism. The economist Joseph Schumpeter summed up how capitalism benefits the masses:
The capitalist engine is first and last an engine of mass production which unavoidably also means production for the masses. . . . It is the cheap cloth, the cheap cotton and rayon fabric, boots, motorcars and so on that are the typical achievements of capitalist production, and not as a rule improvements that would mean much to the rich man. Queen Elizabeth owned silk stockings. The capitalist achievement does not typically consist in providing more silk stockings for queens but in bringing them within reach of factory girls.3
These are the facts that the neo-Marxist propagandists ignore when bashing capitalism as a zero-sum game in which “somebody wins, somebody loses.”
CONSUMER SOVEREIGNTY
We all observe corporate executives, bankers, and businesspeople in general managing the day-to-day affairs of business, from the smallest dry cleaner to the largest multinational corporation. This has led many to believe that they—the public—have no say in their economy, which is largely in the hands of these “plutocrats.” But this is a myth, for as Mises pointed out:
Neither the entrepreneurs nor the farmers nor the capitalists determine what has to be produced. The consumers do that. If a businessman does not strictly obey the orders of the public as they are conveyed to him by the structure of market prices, he suffers losses, he goes bankrupt. . . . Other men who did better in satisfying the demand of the consumers replace him. . . . The consumers . . . make poor people rich and rich people poor. They determine precisely what should be produced, in what quality, and in what qualities. They are merciless egoistic bosses, full of whims and fancies, changeable and unpredictable. . . . They do not care a whit for past merit and vested interests. . . . In their capacities as buyers and consumers they are hard hearted and callous, without consideration for other people.4
Every business depends on repeat sales, and for this reason the consumer really is the captain of the economic ship, as Mises called it. True, some businesses treat consumers poorly, but such behavior is always harshly penalized (by consumers) with lower profits or bankruptcy. Meanwhile, the opposite kind of behavior is rewarded. This goes not only for businesses that deal directly with consumers but for all of their suppliers and workers as well. The demand for labor on the part of businesses, for example, is said to be a “derived demand” in that it is derived from the consumer demand for the product. Thus, if consumers prefer more Bibles and less booze, fewer workers will be manufacturing booze and more will be publishing Bibles. This is why it is ultimately the consumers who pay everyone’s wages in a capitalist economy. People who acquire skills producing goods and services for which there is stronger consumer demand will, all other things being equal, be paid more than those who work in industries in which consumer demand is weaker.
In this sense consumers are “voting” with their dollars. Consumer sovereignty under capitalism is truly a form of economic democracy. But it is much more efficient than political democracy. In political democracies the majority rules and the minority can be largely ignored. In an “economic democracy” everyone’s dollar vote counts the same. That is why, for example, businesses compete fiercely for niche markets with relatively small pockets of customers.5
THE CENTRAL IMPORTANCE OF PROPERTY RIGHTS
As the quotation of Ayn Rand at the beginning of this chapter denotes, private property is the most important distinguishing feature of capitalism. The only alternative is communal or governmental ownership—that is, socialism. And socialism is economic poison wherever it is implemented.6 Private ownership of the means of production is the only way to ensure a workable system of human cooperation and division of labor.
The American founding fathers were students of the British philosopher John Locke, whose famous Second Treatise of Government proclaimed that individuals are willing to join in society with others, and form governments, primarily for the mutual preservation of their “lives, liberties, and estates [that is, property].” This was the major function of government, as Locke saw it, and America’s founders agreed. Protection of private property at the very least will minimize political conflict, for the political allocation of resources (as opposed to the market allocation that occurs under capitalism) is primarily legal plunder—one coalition or group uses the power of the state to take from another group. Modern governments actually spend relatively little on programs and systems that benefit all citizens, such as national defense or the judicial system; mainly they are concerned with infringing on the property rights of one (less politically powerful) group of citizens for the benefit of another (more politically powerful) group.
The benefits of private property to a capitalist economy are crucial. In a system with private property, individuals are free to choose different occupations, consumption patterns, or lifestyles as long as they don’t interfere with the freedom of others to do the same. This establishes the supremacy of consumer sovereignty: people are free to choose their occupations, but subject to the demands of consumers.
Private property under capitalism also creates a wide dispersal of economic power. No matter how wealthy any one person becomes, his power is severely limited by the fact that he is just one of millions of property owners. Even Bill Gates is constantly pressured to reinvest his wealth in a way that will please consumers—if he wants to hold on to it. Ludwig von Mises explained:
Private property creates for the individual a sphere in which he is free of the state. It sets limits to the operation of the authoritarian will. It allows other forces to arise side by side with and in opposition to political power. It thus becomes the basis of all those activities that are free from violent interference on the part of the state. It is the soil in which the seeds of freedom are nurtured and in which the autonomy of the individual and ultimately all intellectual and material progress are rooted.7
Private property also provides powerful incentives for wise stewardship of property. Property owners who do not take good care of their property bear the full cost of their actions when their property—that is, their wealth—depreciates in value. The opposite is also true: those who take care of and improve their property reap the rewards when their property value goes up. This is why private homes are so much better maintained than government housing projects, for example, or why private lakes and streams are carefully maintained while government-owned ones are often overfished and overused, or why private forests that are harvested are often replanted with trees that mature in twenty-five years while public forests are not.
With well-enforced property rights people have the ability to sell goods and services to others as a means of improving their own standards of living. Consequently, secure property rights (minimal or nonexistent levels of governmental confiscation through taxation, for example) create incentives to develop greater skills and abilities to produce goods and services for others and to profit from that. And because they create the ability to profit from one’s own productive endeavors, property rights are the keystone of modern capitalism and of civilization itself. (That’s why Marx and Engels wrote in big capital letters in The Communist Manifesto that a prerequisite for socialism was ABOLITION OF PRIVATE PROPERTY.)
Another reason private property is essential to a well-functioning capitalist economy is that any such economy is extraordinarily vast and complex. No individual or central planning authority could possibly have command of all the information necessary to keep a complex economy working smoothly and efficiently.
One of the more famous demonstrations of the complexities of an economic system came in an essay about what goes into making a seemingly simple product: a pencil. In “I, Pencil,” Leonard Read, the founder of the Foundation of Economic Education in Irvington, New York, discussed the many materials necessary to produce a pencil: wood, metal, zinc, rubber, paint, and dozens of other things.8 But that is just the beginning, for there is an entire industry to produce each of those materials—a lumber industry to get the wood, a mining industry to get the zinc, and so on. Moreover, engineering and tool-making businesses are required to supply all of those industries. Finally, neither the pencils themselves nor the various elements needed to manufacture pencils could be transported without the oil and shipping industries.
All told, making the most simple of objects, a pencil, involves thousands of people who possess very detailed knowledge and information about their day-to-day jobs, whether they are in the lumber industry, the rubber industry, or elsewhere. And these people come from all over the world. No central planner or “pencil czar”—even with access to the most powerful computer imaginable—could possibly possess and utilize all the detailed and constantly changing information that goes into making pencils. And yet we still have our pencils. How? Because of private property and the free-market capitalism it enables. Under a free-market system, all of these thousands of people, very few of whom actually know one another, have an economic incentive to cooperate with one another under a division of labor and produce pencils. There’s no magic or invisible hand involved. It is the common sense of everyday life under capitalism. As long as there is a consumer demand for pencils—and thus the potential for profit—people will cooperate with others to figure out a way to produce and market pencils. Consumers get the pencils they want, and the people who produce them improve the standard of living for themselves and their families. Property rights and the capitalist system make all of this possible.
The more complex an economy becomes, the more essential it is to rely on free-market capitalism. Indeed, Leonard Read’s pencil example emphasizes just how misguided government planning of the economy is: no group of experts could possibly possess the knowledge required to produce a simple pencil, let alone “plan” an entire economy. The delusion that a single person or group of government planners could possibly possess such information and manage an entire economy is what Nobel laureate economist Friedrich Hayek called the “pretense of knowledge” or the “fatal conceit.”9 Central planning inevitably leads to economic chaos.
Private property and capitalism also provide strong incentives to preserve resources for the future, whereas political resource allocation under democracy tends toward immediate gratification. Whenever the present value of using a resource in the future is larger than the value of current use, that resource will be preserved. For example, tree farmers often replant their land with trees that will not mature for thirty to fifty years, long after the farmers are retired or dead. They do this because, as long as property is transferable, such plantings will enhance the value of their land. When one of these farmers sells his land, he can get a higher price for it and capture the value of his investment; the buyer, meanwhile, benefits from being able to harvest the trees in the future.
It is in this way that free-market capitalism has a conservation ethic. After all, elementary economics teaches that a business can maximize profits by minimizing costs, and the way for any business to minimize costs is to use as few resources as possible in producing its goods or services—to conserve, in other words. Corporations spend large amounts of money on research and development trying to figure out ways to increase their profits by using fewer resources. Coca-Cola, for example, uses considerably less aluminum in its cans than it did several decades ago. Coca-Cola did this not because it became more environmentally sensitive but because it wanted to increase its profits.
One of the most striking demonstrations of the importance of property rights is the fact that the absence of property rights protections is a major cause of world poverty. As Hernando de Soto notes in his book The Mystery of Capital, many of the poorest countries in the world possess enormous amounts of capital, but their ownership is insecure because of faulty or nonexistent property law or property rights protections.10 The value of private savings in the “poor” countries of the world, says de Soto, is forty times the amount of foreign aid they have received since 1945. The problem is that the citizens of poorer countries
hold these resources in defective forms: houses built on land whose ownership rights are not adequately recorded, unincorporated businesses with undefined liability, industries located where financiers and investors cannot see them. Because the rights to these possessions are not adequately documented, these assets cannot readily be turned into capital, cannot be traded outside of narrow local circles . . . , cannot be used as collateral for a loan, and cannot be used as a share against an investment.11
In the West, by contrast, “every parcel of land, every building, every piece of equipment, or store of inventories is represented in a property document that is the visible sign of a vast hidden process that connects all these assets to the rest of the economy.”12 In the United States, for example, the single most important source of collateral for a small business loan is the mortgage on the small business owner’s house. Because government in poorer countries has failed to enforce property rights, the people of these countries lack the ability, on any large scale, to create capital and become entrepreneurs. And without capital there can be no capitalism.
It is no coincidence, then, that capitalism grew from the fifteenth century onward after the creation of commercial law and commercial law courts designed to enforce and protect property rights. Nathan Rosenberg and L. E. Birdzell, Jr. explain this development in their book How the West Grew Rich: The Economic Transformation of the Industrial World. For instance, talking about eighteenth-century England, they write:
Mercantile transactions, insurance policies, and credit instruments subject to English law seemed more secure, more calculable in their consequences, less subject to the vagaries of sovereigns and changes of heart by one party or the other. . . . Other Western countries sought to emulate these advantages by adopting commercial codes and establishing commercial courts. . . . Thus, systematic law added to the ability to predict the behavior of others. . . . It thereby reduced the risks of trading and investing with them. . . . This . . . was an important element in the development of capitalist institutions.13
ENTREPRENEURSHIP
When it comes down to it, what are being traded in a capitalist economy are property rights—the ownership rights in goods and services. Trade and exchange will be minimal without reasonably secure property rights. And it is these trades and exchanges (supply and demand) that determine free-market prices. Prices in a capitalist economy reflect the relative scarcity of a good or service as well as the amount and intensity of consumer demand. Free-market prices are the only viable means of rational economic calculation. If a good or service becomes in shorter supply, for whatever reason, its price will rise, all other things being equal. The higher price will give consumers the proper incentive to do what is needed whenever anything becomes scarcer: conserve, or cut back on consumption. At the same time, the higher price gives producers an incentive to supply more to the market (since it is more profitable to do so), while others are given financial incentives to create and market substitutes for the higher-priced item.
On the other hand, if a product catches on and more consumers want to buy it, they will bid up the price of the product. That in turn will once again provide the correct incentive to producers: to produce more. More entrepreneurs will enter the business, as long as there are no government-imposed barriers to competition, such as protectionism, monopoly franchises, and onerous licensing regulation—all things that, as we will see in the next chapter, impede capitalism. The additional production and competition will eventually bring the price back down, perhaps even to a lower level than the original price. The process of competition also tends to improve the quality of the product, benefiting the consumer even more.
The other effect of competition is that the entrepreneurs who were among the first to meet the consumers’ demands—and may have made a killing doing so—will see their profits fall. Competition never lets entrepreneurs rest on their laurels. The entrepreneur must always be on the lookout for the next opportunity to serve consumers better than the competition if he is to have a long career. Another way of putting this is that the successful entrepreneur is one who recognizes profit opportunities before others do and acts on it. The goal of the entrepreneur is, obviously, to have revenue exceed costs—to know that all the investment in resources (land, labor, capital, technology, ideas, and so forth) has created a product or service that consumers value more than the resources themselves.
Not all entrepreneurs are successful, of course; many lose money and go bankrupt. But this is another strength of free-market capitalism, where the consumer is king. If one capitalist uses his resources in a way that does not please consumers and therefore cuts back on resources or goes out of business, more successful entrepreneurs will take up those resources and use them more efficiently. Indeed, in many cases a company that goes bankrupt is purchased by a more successful competitor in the same industry who knows better how to manage those resources and produce products and services that are more to the liking of consumers. The freedom to fail is an important ingredient of capitalist success.
Entrepreneurial freedom in general is a prerequisite for capitalist success. It is entrepreneurs who take risks, invest their money, start up new businesses, create new products, and employ most of the workforce in the United States. Entrepreneurs have created whole new industries by filling market niches that were ignored by other businesses. They have created competition for older, more established businesses, which is always good for the consumer. Entrepreneurs are also the main source of experimentation in the business world, for in trying to find profit opportunities that others have missed they are constantly experimenting with newer products. These products sometimes become revolutionary, as in the case of personal computers, the automobile, and thousands of other products and services.
It is also entrepreneurs who turn technological innovations into real products available for sale to consumers. The key ingredient of entrepreneurship is a vision of how to serve consumers better than others have previously done, as Israel Kirzner, the preeminent theorist of the economics of entrepreneurship, has explained:
The important feature of entrepreneurship is not so much the ability to break away from routine as the ability to perceive new opportunities which others have not yet noticed. Entrepreneurship . . . is not so much the introduction of new products or of new techniques of production as the ability to see where new methods of production have, unknown to others, become feasible.14
We who live in capitalist countries tend to take all of this—property rights, free-market pricing, entrepreneurship—for granted, but every socialist country that has ever existed in the world has taken away these key ingredients of capitalism and has consequently created an economic catastrophe. Still, as we will see in Chapter 2, governments—including, too often, our own—persistently interfere with the free-market economy with regulations that cause economic distortions and cripple the economy.
THE IMPORTANCE OF ECONOMIC FREEDOM
Economic freedom in general is a necessary prerequisite for the success of capitalism. That is, citizens must be free to engage in commerce with whomever they want as long as they don’t interfere by violent means with the equal rights of others to do so. People must be free to pursue whatever occupation they think is best for them as well, and the fruits of their labor cannot be confiscated by the state’s tax collectors.
Any discussion of economic freedom must consider degrees of freedom, for neither the United States nor any other nation has ever had an economy that was genuinely free of government interference—that is, free of taxes and regulations. But overwhelming evidence indicates that the more economic freedom a nation has, the more economic opportunity there will be and the more vibrant that nation’s economy will be. And the opposite is also true: the more regulations, controls, taxes, government-run industries, protectionism, and other forms of interventionism that exist, the poorer a country will be. The strongest evidence comes from several annual “economic freedom indexes” calculated and published by the Fraser Institute in Canada and by the Wall Street Journal and the Heritage Foundation in the United States.15 These indexes show a strong correlation between the degree of economic freedom in a country and economic growth. And in fact the studies show more than just a correlation; they explain why a higher degree of economic freedom (that is, a more capitalistic society) causes more prosperity.
The seven components of the Fraser Institute’s index (which are virtually identical to those of the Wall Street Journal/Heritage Foundation index) are size of government, extent of government control of markets, degree of price stability, freedom to use foreign currencies, protection of property rights, freedom of international trade, and freedom of capital markets.
The overall size of government as a percentage of an economy is important because every dollar that government spends must necessarily come from the private sector. If the government taxes, it takes money out of the pockets of consumers; if it borrows, it crowds out private borrowers (individuals, families, and businesses) and puts upward pressure on interest rates, which makes borrowing more expensive for private citizens; and if it prints money to finance its programs, it creates inflation, which reduces the value of all privately held wealth. Except for spending to protect property rights, enforce the law, and protect citizens from foreign aggressors, all government spending crowds out private spending and weakens the vitality of capitalism.
Taxation, price controls, regulation in general, and government control of production with government-run enterprises all shrink the private sector as well. When the government causes inflation it makes it difficult for capitalists to make economic calculations. After all, the entrepreneur must assess whether his investment in resources is producing a product or service that consumers value more than the resources themselves—that is, whether his revenues exceed his costs. And inflation complicates this critical calculation, which harms capitalism.
The freedom to engage in international commerce expands the size of markets in a capitalist economy and makes competition more vigorous. This, in turn, generally leads to higher-quality and lower-priced products for consumers.
Perhaps the most important element of the Fraser Institute’s index is “Legal Structure and Property Rights,” by which it means the relative security of property rights and the viability of contracts across countries. The more stable property rights are, the stronger a nation’s economy will be.
Each annual publication of the economic freedom indexes produces stronger evidence of the correlation between the degree of economic freedom and prosperity. As one measure of this correlation, the 2003 Fraser Institute report showed that the freest countries in the world had more than seven times the per capita income as the least free countries (see Table 1.1).
A similar correlation existed between the economic freedom index ratings and the growth rate 
of gross domestic product (GDP) across the 123 countries, as seen in Table 1.2. 
Quite simply, the index reveals that
	TABLE 1.1: ECONOMIC FREEDOM AND INCOME	
	ECONOMIC FREEDOM INDEX
(QUINTILES)	PER CAPITA INCOME
	Bottom	$3,251
	4th	$3,803
	3rd	$7,316
	2nd	$12,666
	1st	$22,922
	Source: Fraser Institute, Economic Freedom of the World, 2003 Annual Report (Vancouver, B.C.: Fraser Institute, 2003), 11.	


	TABLE 1.2: ECONOMIC FREEDOM AND ECONOMIC GROWTH	
	ECONOMIC FREEDOM INDEX
(QUINTILES)	REAL GDP GROWTH PER CAPITA

	Bottom	-0.57%
	4th	1.51%
	3rd	1.76%
	2nd	1.88%
	1st	2.34%
	Source: Fraser Institute, Economic Freedom of the World, 2003 Annual Report (Vancouver, B.C.: Fraser Institute, 2003), 11.	
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