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Introduction: Damage

Economists’ most fundamental ideas contributed centrally to the financial crisis of 2008 and the Great Recession that followed—the worst economic calamity since the Great Depression. These ideas are so embedded in a way of thinking about the economy that many of the economists who have embraced them for a generation now are unable to criticize themselves seriously and are unaware of how narrowly focused their views of a working economy have become. Over the past thirty years, their way of thinking has in fact time and again damaged America and the world—the damage outweighing what good has been accomplished—yet we continue to take economists terribly seriously. Their culpability has scarcely been cited. Why?

I am referring to orthodox economists here, by which I mean the large majority of Western-trained academics whose political leanings fall somewhere between the right and the center-left. They would, of course, balk at such a description of their politics; many of them claim they are objective and have no political predilections that affect their economic ideas. They are considered mainstream, and they often teach or were trained at the most prestigious universities, among them Princeton, MIT, Stanford, Harvard, and the more openly conservative University of Chicago, as well as the countless others with similar curricula. I will usually not use the word “orthodox” when referring to these economists, and when discussing an economist who clearly does not fit into this category, I will make that clear.

Almost no economist predicted the 2008 financial crisis and its wretched aftermath. Even when a handful of economists warned of dangers, only one or two anticipated how devastating the economic consequences would be. Quite the contrary, shortly before the 2008 mortgage market collapse, many of the most respected economists in academia claimed they had mastered the craft of controlling the economy. Robert Lucas, who is on the right politically, said in his 2003 presidential address to the American Economic Association that the “central problem of depression prevention has been solved.” Olivier Blanchard, a respected left-of-center economist from MIT and the chief economist at the International Monetary Fund, proclaimed as late as 2008—the year of the crisis—that “the state of [macroeconomics] is good.”

Macroeconomics is the study of the national income, or the gross domestic product, and how its growth can be assured. A recession is defined by a significant decline in GDP and a rise in unemployment, and minimizing the occurrence and duration of recessions is a key objective of macroeconomics. Economists thought they had figured out how to do this.

The failure to predict the 2008 crisis is not the only grave mistake economists made. Of far greater concern is that their ideas contributed to or justified much of the financial behavior that caused the crash and the deep recession that followed. These are the harmful ideas that gained credibility in the 1970s and reached the level of doctrine over the succeeding decades, doing harm along the way.

In the mid-2000s, Ben Bernanke, an admired Princeton professor, claimed that the economy had been maintaining an ideal temperature—not too hot and not too cold—since the early 1980s. National income grew fairly steadily, with little threat of either unstable GDP or unstable inflation, both of which characterized the painful 1970s. (Inflation, a sustained rise in prices, is usually measured as an annual rate of increase.) Recessions, if painful, were short, and recoveries were quick. Like many of his esteemed colleagues, Bernanke, who succeeded Alan Greenspan to become chairman of the Federal Reserve Board in 2006, called the period from the early 1980s to around 2005 the “Great Moderation.” At the end of 2005, a year before his death, Milton Friedman, the political conservative who was the most influential American economist of the last quarter of the twentieth century, more than agreed. Just when the issuance of risky mortgages was reaching its height, he confidently told the journalist Charlie Rose, “The stability of the economy is greater than it has ever been in our history; we really are in remarkably good shape. It’s amazing that people go around and write stories about how bad the economy is, how it’s in trouble.”

Friedman was the godfather of the newly prevailing economic theory, which amounted to a laissez-faire revolution among the orthodox, including the moderate left. Government’s role in the economy, they said, should be far more limited. Some observers called this hands-off policy the laissez-faire experiment, but “experiment” implies an open-minded analysis of the costs and benefits of the new approach. It was quite the opposite, as we shall see—a closed case presided over by closed minds.

During the period in which Friedman and his colleagues across most of the political spectrum lauded themselves, the economy fared poorly. Until recently, this broad failure almost went unnoticed. Wages in the United States for those the government calls production and nonsupervisory workers—most workers—rose only 3 percent since 1979. These wages had been stagnating well before the crisis of 2008. By a slightly different measure, wages for the typical male worker were lower, after inflation, in the 2000s than they were in the early 1970s and, depending on how they are measured, the 1960s as well. Meanwhile, the top 1 percent earned roughly 20 percent of the national income, compared to 10 percent in 1970—a level of inequality not seen since the 1920s. African Americans consistently had unemployment rates twice as high as those of whites for thirty years. The lack of decent jobs contributed to a surge in the number of men in prison. In some states, prison costs were the second-highest expenditure after Medicaid.

Economic mobility had stalled, leaving the United States well down the list of rich nations when measuring the ability of its citizens to climb up from the bottom income ranks. Those under twenty-five found it harder to get a job in the 2000s, even before the crash, than in any prolonged period since World War II. The employment of teens hit post–World War II lows, falling especially sharply after 2000. Women still earned less than men with comparable experience and education. And most tragically, the richest nation in the world had the highest child poverty rate among all wealthy nations.

All the while, transportation infrastructure was crumbling. Public education remained highly unequal, and a nationally accessible pre-K system could not be established. The United States spent far more per person on health care than did any nation in the world, with mediocre results.

Not least, there were countless financial crises in the United States during the Great Moderation, laissez-faire renaissance, and rise of financial deregulation: in 1982, 1987, 1989, 1994, 1997–98, and 2000–1. These crises led to the loss of trillions of dollars of wealth in the country and around the world and to subpar economic growth or outright recession.

In sum, the growth of GDP per capita was significantly slower after 1980 in the United States than before it. Some claim new products such as the iPhone or multiple cable channels compensated for slow income growth, but there had been equivalent new products throughout America’s economic history, from the automobile to the cinema, radio, television, and jet travel. Life spans lengthened, but this usually had more to do with reduced cigarette smoking and new cardiovascular drugs, often developed by government researchers, than with economic vitality.

In recent years, the nation has seemed vexed, frustrated, and often fatalistic about its prospects. The economic recovery since 2009 has not produced enough new jobs, and those created were mostly low paying. Typical household income in 2013 was no higher than it was in 1999. The unemployment rate eventually fell below 7 percent, but only because millions dropped out of the labor force and were no longer counted as unemployed. The percentage of people of working age with jobs had thus fallen to lows not seen in a generation. In sum, 14 to 15 percent of the labor force could not find full-time work. The poverty rate did not fall, as it did in most economic recoveries. The stark jobs situation of those under twenty-five, with a record unemployment rate of 18 percent, would likely reduce their opportunities for the rest of their lives, and too few in a place of power were defending them. At least the elderly had well-developed and experienced lobbying organizations to fight for their interests.

Until 2008, the economics profession remained mostly oblivious to these marked and painful failures. And then the Great Moderation about which economists had become nearly ecstatic turned into a great jobs emergency.

Economists were indeed set back on their heels by the financial crisis of 2008 and by the depth of the recession and the levels of unemployment that followed. Though not well implemented, the aggressive financial rescue efforts of the government in 2008 nevertheless kept matters from getting far worse that year. Were it not for the social programs started in the New Deal of the 1930s and expanded in the 1960s, including Social Security, unemployment insurance, and Medicare, and those adopted later, including the earned income tax credit and food stamps—the great embrace of government, not its denigration—the nation would likely have entered a full-fledged depression by 2009. For all the criticism, President Obama’s roughly $800 billion stimulus package of government spending and tax cuts was also a vital contributor to a softer landing for the economy in 2009. Non-laissez-faire economics saved the day.

One of the more reasonable of the orthodox economists, Olivier Blanchard wrote with colleagues “Rethinking Macroeconomic Policy,” a short mea culpa published two years after he had proclaimed macroeconomics to be in such good shape. Although he supported temporary government stimulus to enable economies to recover, he had hardly changed his central views. “It is important to start by stating the obvious,” he asserted, “namely, that the baby should not be thrown out with the bathwater. Most of the elements of the precrisis consensus, including the major conclusions from macroeconomic theory, still hold.”

The key assumption of the new laissez-faire consensus was that it is the natural order of things that economies rise from recession almost automatically. In recessions, prices rise slowly or fall; likewise, wages stagnate or fall, and interest rates slide downward, setting the stage for more buying by consumers, more hiring by businesses, and more capital investment. It’s an intoxicating idea. Economies rarely get too far out of balance, goes the thinking—they are far more likely to be stable than not at any given moment. Such economies require only modest government intervention, mostly to control inflation and relieve suffering as jobs are lost, or maybe just a little push from lower interest rates, but the fewer such government policies the better. Most of the time, government can only do harm. This was the new but deeply incorrect consensus.

In 2001, after the Clinton administration had left office, Lawrence Summers, a Harvard professor and Bill Clinton’s third Treasury secretary, endorsed this new faith in free markets and opposition to government intervention as a victory of new ideas. By contrast, in the 1930s John Maynard Keynes had advocated aggressive government spending—outright budget deficits—to stop recessions and support vigorous recoveries. “The political debates take place within a universe that is shaped by the development of new ideas,” Summers told an interviewer, attributing the change to good, fresh thinking, not merely the return of an old laissez-faire ideology in a more politically conservative time. “Of those new ideas, none is more important than the rediscovery of Adam Smith and the idea that a decentralized system relying on price signals collects information and provides much more insurance than any kind of centrally planned or directed type of system.” Summers, a onetime Keynesian, had for the moment changed his tune, and in this he represented economists generally.

Economists basically discarded Keynesian policy and relied on a narrow version of monetary policy: the manipulation of interest rates by the Federal Reserve, the nation’s central banking system. “We thought of monetary policy as having one target, inflation, and one instrument, the policy rate,” conceded Blanchard. “So long as inflation was stable, the output gap [the difference between potential and actual GDP] was likely to be small and stable and monetary policy did its job.” He noted that “old-style Keynesian stimulus,” by which he meant more government spending, was now “secondary.”

During this period, Clinton, the first Democratic president since 1981, chose to act on the advice of Summers and Robert Rubin, his second Treasury secretary and a former head of Goldman Sachs, and pay down the nation’s debt before seriously raising public investment. The federal deficit was widely thought to deter growth, limiting the money available to private businesses to distribute the nation’s savings. In Clinton’s last year in office, the level of federal public investment as a proportion of GDP was lower than in Ronald Reagan’s last year in office, especially for physical infrastructure and education spending. It was also substantially lower for research and development. The policy was part and parcel of the laissez-faire revolution.

Had economists been fully dedicated to their free-market views, they would also have been up in arms over the glaring lack of regulation of the new and deliberately opaque derivatives market on Wall Street. Based on securities that could be bought and traded with little down payment, these derivatives were at the heart of the financial crisis. If someone is selling a good or a security, competitors cannot offer it for less if they do not know the price asked. Yet the Clinton administration, following the new economic thinking, prevented regulators from setting federal standards of openness in this market.

The most damaging of the new financial derivatives were credit default swaps, a technical name for insurance sold by financial firms to protect investors against price declines of securities. The insurance to protect against losses on mortgage securities became especially popular as the housing boom progressed—particularly insurance for securities based on subprime mortgages. Because the prices of these insurance-like derivatives were traded secretly, however, there was not adequate competition to keep prices sensible. Economists should have rallied in opposition to the lack of rules, but I could find no research papers done on the phenomenon until it was too late. Some investors and professional traders bought the insurance at high prices, some sold at low prices. Moreover, there were no legal requirements to hold a reserve to ensure that someone selling insurance could pay off—as is done with traditional life and property insurance. When the value of mortgages collapsed as the housing bubble burst, those who sold such insurance—notably the insurance giant AIG—could not pay off, making the crisis far worse. Investors who thought they were protected against falling mortgage securities were now losing fortunes, forcing them to sell other securities to meet their liabilities. This drove the prices of other securities still lower, and market prices fell further in a vicious spiral.

Economists also said little when they should have proverbially shouted about the obvious conflicts between those who issued securities and the agencies they hired to rate the securities they sold. These agencies, Standard & Poor’s and Moody’s, were inclined to make their clients happy and gave their securities high ratings, even those based on subprime mortgages. Giving unjustifiably high ratings to the securities of clients who were paying for them seems, well, almost inevitable. After the collapse, the agencies sharply, and with at least temporary embarrassment, reduced their ratings for the large majority of securities they had previously given their highest ratings, the value of which had often fallen to zero.

“Get the incentives right” had become a cliché for economic reform, especially in poorer developing nations. But financial incentives were awry on Wall Street. Traders were paid lavishly when they were correct but were not penalized commensurately when they were wrong, thereby incentivizing them to take risks. Much of the profits earned on trading the new derivatives were kept secret from buyers and sellers so that customers could not seek a better deal elsewhere. It was said that the very high compensation of bankers and traders reflected their unusual talents and that high profits for financial institutions meant they were contributing ever more to the nation’s prosperity. Economists were barely disturbed by such implausible nonsense. Meanwhile, by contrast, laws to set higher minimum wages, it was argued by many economists, would only distort labor markets and result in lost jobs.

Wall Street itself exhibited the characteristics of a monopoly. Commissions were fixed at abnormally high levels for most financial transactions, suggesting the lack of true competition. Fees earned by bankers on transactions were always high but did not fall as a percentage of the soaring value of financial assets, which under normal competitive conditions should likely have been the case. Blanchard, looking back, wrote: “We thought of financial regulation as mostly outside the macroeconomic policy framework.” The silence of so many economists when even their most bedrock conservative principles were violated was disturbing. They had spoken up as a group before, sometimes vociferously, about the benefits of free trade, for example. Their current views on laissez-faire economics, including financial deregulation, were now markedly sympathetic to big business and Wall Street.

In the 1980s, 1990s, and 2000s, the prices of stocks, bonds, and housing rose to untenable levels on the watch of free-market economists who preached deregulation. During this period, overspeculation led to serious financial crises at home and abroad as free-market advocates successfully reduced controls on lending and investing around the world. A series of major financial crises affecting America began with a 1982 Mexican financing debacle involving U.S. banks and climaxed with the 2008 crisis. Mexico had borrowed significantly from U.S. banks in the 1970s and early 1980s, the careless banks essentially speculating on the future strength of the Mexican economy with loans to the government and for spurious industrial projects. With no guidelines from government or international institutions, the banks had recycled petrodollars through loans especially to Latin America; a favorite recipient was Mexico. When interest rates were pushed up sharply by Paul Volcker’s Federal Reserve in order to stanch U.S. inflation, interest rates on Mexican debt also rose sharply. At the same time, a resulting worldwide recession undercut Mexico’s oil exports. The nation declared that it could not pay its debts to American banks. The Fed and the International Monetary Fund, a world lending organization, helped bail out the banks.

Ensuing financial crises were variations on this theme. The investors in equity incurred huge losses because of overly optimistic speculative investments that initially earned a lot of money and then went bad, but banks were often bailed out. Economies typically slid into recessions when inflation rose and the prices of these financial assets fell. The 1982 recession in the United States, for example, was the worst since the Great Depression—until the recession of 2008. Despite wide-eyed assertions by well-schooled economists that Americans were now enjoying the Great Moderation, the financial collapses and ensuing recessions had, as noted, cost Americans trillions of dollars in lost wealth and jobs, diminished investment, and failed companies. The U.S. housing crash that began in 2006, along with the accompanying collapse in stock prices, reduced the wealth of Americans by roughly $8 trillion by the time it hit bottom. This crash was also of course the result of overspeculation fueled by borrowing—homebuyers and investors in complex and hard-to-understand mortgage securities kept buying at ever-higher and less sensible prices. While average wealth rose again in the years after the crash, the money essentially went to the wealthy. Banks had been rescued, stock prices came back, and the well-off held the large majority of stocks; housing prices rebounded only partially. The high-technology stock plunge that occurred in the early 2000s resulted in comparable losses for most Americans. Most high-technology stocks did not recover. Many economists insisted such speculation was necessary to encourage risk taking.

Devastation from financial crises was worse overseas. The Mexican crisis led to a widespread recession. Many South American countries also had large debts to U.S. and foreign banks, and the recession resulted in falling demand for their oil, copper, and other exports. The 1980s are generally known as the “lost decade” in South America, with excessive borrowing from eager American banks typically laying the foundation for weakness. On average, GDP across South America did not rise at all in the 1980s. During this period, Mexican wages, for example, fell by 25 to 30 percent. Asian nations, including Thailand, Indonesia, and Korea, suffered severe recessions after a deep financial crisis in 1997 that was stoked by fleeing capital in the new free market in international finance. More than ten million people fell below the poverty line in Malaysia, Korea, Indonesia, Thailand, and the Philippines between 1996 and 1998. Unemployment tripled in Korea and quadrupled in Thailand. There were innumerable corporate bankruptcies.

Many orthodox economists noted that poverty rates had fallen in the developing world. But the claims were misleading. Most of the poverty reduction was in China and, to a lesser extent, India, neither of which followed the free-market policies prescribed by the West.

In Europe, many nations had been struggling with slower growth since the 1990s. The property bubbles of the 2000s brought on by inordinate speculation had become their temporary salvation, only to burst badly, leaving them with piles of government and private debt. European economists urged austerity: higher taxes and cuts in social spending to reduce budget deficits, even at the expense of growth. A majority of Britain’s most influential economists supported the Conservative Party’s embrace of such policies in the face of economic weakness. These were the worst economic policy decisions made since early in the Great Depression. Granted, many American economists opposed such severe austerity in Europe, but these policies were driven by research done at prestigious American universities based on the assumption that economies were self-correcting. As a result of austerity economics, unemployment soared in the weaker economies of Spain, Portugal, Italy, and Greece, and recession overtook the entire Continent and Britain. In late 2013, the GDP of these nations remained below pre-2007 highs.

The free-market economics that had been in vogue were now failing badly. The old remedy advocated by John Maynard Keynes to cure recession—federal spending that would lead to a temporary budget deficit—had been accepted momentarily but was again soon disdained by many. Since the inflationary 1970s, a federal budget deficit was increasingly seen as the culprit, even among Democratic economists, and this view has been hard to shake completely even after the major recession. The thinking was that a deficit often, even usually, created too much demand for goods and services, thus pushing up prices. It created more demand than the wages and profits the economy itself was generating, requiring borrowing to do so. Once slack was taken up, it was believed, a deficit resulted in an overheated economy. Keynesians typically argued with the new free-market orthodoxy over whether full employment had been reached and whether the capacity of the economy was fully utilized. It was said that the debt financing that pushed up interest rates also left less room for businesses to borrow.

To call economists overconfident during the modern laissez-faire experiment understates their hubris. The susceptibility of economists to new fashions in thinking, their opportunistic catering to powerful interests, and their walking in lockstep with the rightward political drift of America are disturbing for a discipline that claims to be a science.

The philosopher Isaiah Berlin categorized writers who have one big idea as hedgehogs. The economist Dani Rodrik of the Institute for Advanced Study, borrowing the term, calls economists hedgehogs if they are overly devoted to a theory of self-adjusting economies and believe that the market can handle almost all products and services efficiently. Milton Friedman and his followers, including many leftist economists, certainly fit this bill. They were hedgehogs who feared government intervention.

Again borrowing from Berlin, Rodrik calls economists who entertain at least some doubts about how economies correct themselves foxes, who know many small things. Economic foxes usually want more regulation than do hedgehogs. They want to invest more in public goods. They want to protect workers more through higher unemployment insurance and other social programs.

Rodrik’s foxes, though, are in fact usually hedgehogs, too. They are indeed a little more willing to resort to government policies. They mostly hold that when markets fail—in the production of social goods, such as education and roads, or in the creation of such so-called externalities as pollution, or in paying workers what they deserve—the government should step into the gap to correct these inadequacies. But this is a fundamentally ambiguous school of thought. “I want to point out a bias built into that theory,” wrote the Columbia economist Richard Nelson. “By the way it is formulated, market failure carries a heavy normative load, to the effect that markets are preferred to other forms of governance unless they are basically flawed in some sense.… As one reflects on it, the argument that we need government because markets sometimes ‘fail’ seems rather strange, or at least incomplete. Can’t one make a positive case for government, or families, for that matter, as a form that is appropriate, even needed, in its own right?”

One of the characteristics of laissez-faire that is so alluring to economists is the fact that it is a clean economics, unsullied by muddy details and exceptions. The new laissez-faire period started as an attempt to stabilize the high unemployment and inflation of the 1970s, and in some respects it succeeded. But then the theorists sought universal principles to be applied to almost every situation, scrubbing economics of the particularities of individual episodes and events. Paul Krugman, the New York Times columnist and Nobel laureate, once argued that economists had to deal more with “messy” details, but he was mostly referring to the more extremist conservative economists who wanted to prohibit any government intervention at all. The admonition applies to moderate orthodox economists as well, including those on the left.

In his mea culpa, Olivier Blanchard came to agree that economists’ objectives had to be wider ranging than just low, stable inflation. He even agreed that the inflation rate should be higher than the commonly accepted target of 2 percent. But he only cast mild doubt on the central assumptions that enabled economists to form their ideas and on the misleading and damaging policies based upon them. He did not wonder about whether the profession itself had become too doctrinaire.

Economics needs more thoroughgoing foxes interested in the particulars. It needs economic sociologists, historians, and anthropologists rummaging through history and current events to see where theory applies and where it does not. To economists, however, sociology is dreaded. During the 2008 economic crisis, it was clear how little economists had investigated the risky structure of the Wall Street mortgage products, whose value amounted to hundreds of billions of dollars. Some economists—but not nearly enough—have used their tools constructively to explore such issues. Others—usually on the losing end of the policy battles of recent years—have admirably criticized the profession’s ideological drift. But economists generally have not done the kind of real-world digging needed to make useful economic judgments. They haven’t looked under the hood.

Economists could benefit from the advice that the novelist Henry James once gave students: “Any point of view is interesting that is a direct impression of life. You should consider life directly and closely.” In economics, theory is not enough and is often patently wrong.

Here our focus is on the evolution of economic thinking and practice over the past thirty to forty years. I have organized the reigning theories into seven bad ideas. Some of these ideas started out as good ones but were eventually seriously misused. They were all intoxicatingly powerful and elegant, and they ultimately all did damage.


Chapter One
 [image: ]

The Beautiful Idea: The Invisible Hand

Adam Smith’s theory of the Invisible Hand is the founding idea of modern economics. It describes the process by which buyers and sellers come together without any government or other outside presence to agree on what Smith argued would be the ideal price for a good or service. This idea, powerful and alluring, has influenced all of economic theory ever since Smith introduced it. From this fountainhead emerged the other six ideas in this book. But the Invisible Hand has too easily turned heads—including, for a time, my own.

As a subject to study, national prosperity was fascinating to me as a college student and, later, as a young economics writer. Widespread prosperity is relatively new in human history. Those of us who grew up in the 1960s were especially lucky because it was a period in which the economy grew fast, wages rose at all income levels, and poverty levels were falling thanks to new government programs. The prosperity of that era, however, would not last.

I had a sense early on that prosperity shaped our confidence in our ability to control our destiny. Democracy was fostered by prosperity: prosperity gave people a sense of self-control and individual importance. I came to realize that these relationships were more complex than my early and often naive thinking suggested, but the social and philosophical consequences of prosperity were clearly robust and often underestimated.

Given its social, political, and personal impact, I wanted to know where this prosperity came from. Adam Smith essentially wanted to know the same thing. Of course, I and many like me had the advantage of two hundred more years’ worth of often brilliant thinking and writing on the subject. Smith published his classic book The Wealth of Nations in 1776, and the great reduction in hunger, poor health, and economic insecurity—the early markers of prosperity—began roughly with the Industrial Revolution, which started in England in the late 1700s. Since then, the incomes of the major rich nations of Europe and North America have on average risen consistently, if cyclically. Average world GDP rose ever so slightly for two thousand years, and then, beginning in the late 1700s and early 1800s, it suddenly rose at a historically rapid rate. America’s own development coincided with the Industrial Revolution, and the resulting prosperity determined how Americans thought about themselves and helps explain why the idea of America’s exceptionalism took such hold in the public imagination and became a founding myth of the nation.

Material gain led to vast philosophical changes. Prosperity and a new sense of power prompted people to try to explain, rationalize, and reinforce their growing self-confidence. The idea of individualism—an emphasis on one’s ability to control one’s destiny and, in the view of some, one’s responsibility to do so—took root. When oversimplified, however, individualism stood in contrast to the idea of community and helping others.

Continued material improvement was necessary to reinforce people’s confidence and newfound beliefs. There were tragic exceptions—most notably slavery—but economic self-sufficiency became widespread in early agricultural America because of the availability of arable land. This self-sufficiency fueled Americans’ sense that they could determine their own fates and had the right to vote for their own governments. Both the American and French revolutions occurred around the time that the Industrial Revolution was gathering steam.

The Enlightenment, the intellectual revolution of the late 1600s that emphasized the importance of individuals and their rights, preceded the Industrial Revolution. Feeding it were regions of prosperity spread across Europe and its colonies. The Netherlands was relatively wealthy throughout the 1600s, Spain before that, and parts of France and the Italian city-states before that. European historians routinely assert that the first industrial revolution occurred not in the 1700s in England but in the 1100s in Flanders with the development of water mills and other technologies to make cloth and refine grains, along with improvements in transportation and agricultural techniques. Thus, pockets of prosperity had already affected people’s thinking and their sense of individual rights.

This first early round of prosperity did not take off the way the the second one did for a variety of complex reasons. Many if not most economic scholars argue that what delayed a broader revolution was a lack of new technologies and raw materials. I eventually found this widespread idea fundamentally narrow, however popular it remains. The slow expansion of prosperity probably had more to do with the relatively small size of markets for goods and services at that point in history. These markets became large and durable only a few hundred years later, enabling economies of scale—the reduction in production costs brought about by many more units being sold. “What really gave the impetus to industry and probably to innovation as well,” wrote the pioneering economic historian Fernand Braudel about the Industrial Revolution, “was the substantial enlargement of the domestic market.” This was the cornerstone of Adam Smith’s explanation of wealth, the concept of economies of scale as the source of rising productivity. Smith was fully aware that the advantage of more production could only be exploited if the markets were big enough, and he devoted an early chapter in The Wealth of Nations to it. The process of making pins he’d read about in Scotland was but a “trifling” industry, he said, but the pin factory turned out to be among the great metaphorical examples in all the social sciences, the economic principles applicable to almost every industry, even today.

Whatever the causes, beginning in the 1800s the ability of people to meet their basic needs more easily allowed for what we would now call self-empowerment. Though the road was rocky, robust democracy was not far off.

With a predilection for seeing political and social development in economic terms, I naturally turned even as an undergraduate to economics for the answers. The possibility that a single mechanism could explain economic advance was exciting. The idea gripped me as soon as I read my first economics textbook, as it clearly had countless others. I eventually got a master’s degree in financial economics. The mechanism’s workings depended on self-interest, but the outcome was the betterment of the community. Even as they tried to maximize their own benefits, consumers and producers worked together to reach a price at which buying and selling would balance in a way that was ideal. Consumers would get the most at the price they were willing to pay, and producers would sell the most at the highest price they could get. Consumers would not pay more for a product than it was worth, business would earn on each product what it was worth. Workers would get a fair wage, business a fair profit. Investors would pay a fair price for the amount of risk inherent in any security they bought.

The economy was propelled by self-interest, but self-interest works for the overall good. Most important, price signals were sent to encourage business to employ and produce more where their products were in most demand, and employ fewer and produce less when they weren’t. If you sold all you made at a certain price, you could invest in order to make more, and hire more people while you were at it, to maximize profit, or raise the price. If consumers bought less as you raised the price, you cut production and maybe workers. Through the Invisible Hand, consumers registered their desires
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