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“He who has ears to hear, let him hear.” — Matthew 11:15

First, we apologize for the erratic production schedule. Because important events in
the financial sector were occurring so rapidly, rather than trying to release two issues in
rapid succession, we decided it would be more efficient to do a double issue for August/
September.

'The total content is the same—this double issue has four original articles and two new
interviews—but it has less “overhead” on our side, and allowed us to put it out more
quickly. For those who didn't already listen to it, we draw your attention to a recent
podcast episode—available at www.Lara-Murphy.com/74 —where we explain part of
what bogged us down over the summer.

In any event, our current environment shows the importance of sound economics. As this
issue goes to publication, CNBC has a story explaining that “the hard data says the U.S.
economy is just fine.” In other words, looking at “hard” numbers like GDP growth and
the unemployment rate, everything seems to be fine. It’s only “soft” numbers relating to
the stock market or surveys of business confidence that indicate potential trouble ahead.

This dichotomy underscores the Austrian critique of Keynesian planning. Just about
everybody recognizes there are growing problems in the financial markets—that’s why the
Fed is engaging in emergency operations to soothe the repo market, for example. Yet the
conventional Keynesian models that ostensibly guide monetary policy are far too crude

to handle the subtleties involved. Simply put, the economists running the Fed are better
than their models. Even so, their task is an impossible one: No one should be in control of
money and banking.

As always, we thank you for your support and encourage you to share the Lara-Murphy
Report (and our podcast) with your colleagues, friends, and family members who may have

I'CCCptiVC €yes and ears.

Sincerely,

Carlos and Bob

LARA-MURPHY REPORT
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NEwW FED TOOL?

According to a September 5 article in 7he Wall Street Journal by Lalita Clozel:

“Ihe Federal Reserve is weighing whether to activate a dormant tool to combat credit crunches in
a downturn as part of a broader overhaul of big-bank-capital and stress-testing requirements. Fed
Vice Chairman for Supervision Randal Quarles. .. proposed integrating the tool, the countercyclical
capital buffer, into pending revisions of the annual stress tests faced by the nation’s largest banks.”

For a comprehensive description of this tool, see the Bank of International Settlements (BIS)
treatment here: https://www.bis.org/bcbs/ccyb/. The basic idea is that instead of insisting on
a single level of a capital buffer, regardless of the economy, the government will adjust the
capital requirements according to macroeconomic conditions. Specifically, the government
will insist on a bigger capital buffer in a period of rapid credit growth, while it will relax
capital requirements during a downturn.

'The rationale for the more nuanced regulation is that a standard layer of capital requirements—
which stays the same, regardless of credit growth—won’t do anything to nip a credit boom
in the bud. On the other hand, during a credit crunch, the extra capital requirements
might perversely exacerbate the liquidity crisis, as we are seeing right now with the Fed’s
interventions into repo markets.

'This whole affair illustrates Mises’ diagnosis of the flaws of interventionism: Once the
government jumps in to “fix” one aspect of the market economy; it causes problems that then
require further “fixes.” In this case, the only reason the credit cycle is so disastrous is that the
Fed fuels it. To hope the Fed can intervene to stop a credit boom and/or to assist during a
credit crunch is like hoping arsonists can help a city’s fire problem.

PULSE ON THE MARKET
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DUDLEY ASSERTING INDEPENDENCE

Former president of the New York branch of the Federal Reserve, Bill Dudley, made waves
with an August 27 article in Bloomberg in which he urged his colleagues currently setting
central bank policy to hold firm against The Donald. Dudley wrote: “Central bank officials
face a choice: enable the Trump administration fo continue down a disastrous path of trade war
escalation, or send a clear signal that if the administration does so, the president, not the Fed, will
bear the risks — including the risk of losing the next election.”

But what was really provocative was when Dudley seemed to call for the Fed to actively try
to make Trump lose:

After all, Trump’s reelection arguably presents a threat to the U.S. and global economy, to the Fed's
independence and its ability to achieve its employment and inflation objectives.. If the goal of
monetary policy is to achieve the best long-term economic outcome, then Fed officials should consider
how their decisions will affect the political outcome in 2020.”

As we've discussed in these pages before, the idea that the Fed is “independent” from
the federal government is a convenient fiction, which lulls the public into believing that
monetary policy is in the hands of objective technocrats who only care about GDP growth
and unemployment. In reality, the President of the United States nominates the chair of the
Fed, and the Fed plays a large role in monetizing Treasury debt.

But as with so much else during his administration, Donald Trump is such a rogue figure

that he’s forcing the media, CIA, FBI, and now even former Fed officials to show how the
game really works.

PULSE ON THE MARKET
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TRUMP’S BOYCOTT BLUSTER

Although we often focus on the hypocrisy of those who start wars and yet clutch their pearls
over Trump’s latest tweet, sometimes he really does fire oft something so oft-the-wall that it’s
worth noting. Specifically, on August 23 Trump tweeted out: “Our great American companies
are hereby ordered to immediately start looking for an alternative to China, including bringing
your companies HOME and making your products in the USA.”

As critics were quick to point out, there is no Constitutional authority for the president to
issue such an order. (To be sure, most of Trump’s critics don't let the Constitution stop zhem
when it comes to all of the government programs that they advocate.)

Even so, we thought it’s important to warn our conservative readers: Trump is definitely
performing a useful and entertaining role of infuriating the liberals, but his protectionist
mindset is economically flawed and will only invite further government interference with
business decisions.

PULSE ON THE MARKET



Something is
FUNDAMENTALLY WRONG
with our financial system.

R. Nelson Nash’s Infinite

FhE Banking Concept (IBC) is a

CASE for IBC

How To Secede From Our Current Monetary Regime
One Household g A Time

revolutionary method to take
the banking function away from
the “experts” and return it to
the individual household and
business owner.

In The Case for IBC, Nash is
joined by business consultant L.
Carlos Lara and economist
Robert P. Murphy to provide

RN{lﬂjﬁﬁlﬂI'L Carlps Tara * Robere 18 Murphy PhI .

- R _tﬂ'r
¢ CANEERS - F

the most succinct explanation to
date of why IBC works.

www.thecaseforibc.com


https://www.amazon.com/dp/0999778617?ref=myi_title_dp
https://www.amazon.com/dp/0999778617?ref=myi_title_dp
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P. Murphy.

CLIMATE HYSTERIA: FACT VS. FICTION
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ONE OF THE BIG STORIES THIS MONTH
was “Climate Week” (September 24-30),
and in particular the passionate testimony
of sixteen-year-old Greta Thunberg before
the UN, in which she famously exclaimed,
“How dare you!” to the adults who were al-
legedly ruining her future. Another related
item was the tragic death in late August of
economist Martin Weitzman, which shone a
spotlight on his technical work showing the
limitations of conventional models in han-
dling catastrophic risk scenarios.

'The corporate media, of course, handled all
of these events in the usual way: They (appar-
ently) underscored that the “settled science”
showed the obvious need for immediate and
aggressive action to halt catastrophic climate
change. Why, only a “denier”—probably in
the pay of Big Oil-—could possibly doubt the

Another popular tactic is to dub
skeptical scientists and other
academics as “merchants of doubt,”
and liken them to the medical
professionals on the payroll of
tobacco companies who expressed
agnosticism about whether smoking
caused lung cancer.

“consensus” of the peer-reviewed literature.
According to the standard narrative, those
scientists, economists, and political officials
who doubt the need for a Green New Deal,
a carbon tax, and other radical measures are
just like the “merchants of doubt” who tried
to confuse the public about the health dan-
gers of smoking.

And yet, ironically, this narrative has things
backwards. It is the climate alarmists who
are denying obvious empirical realities. Even
at a theoretical level, the work of Weitzman
and his focus on the “fat tails” of the proba-
bility distribution of climate disasters has to-
tally moved the goalposts. The alarmists are
now the ones to focus on the “uncertainties”
in our modeling, and to justify their propos-
als on the basis of what we don’t know.

Demonizing the Climate Skeptics

For decades, the climate activist commu-
nity has denigrated “climate skeptics”™—in
other words, those who reject the orthodox
calls for aggressive government intervention
in the name of fighting climate change—
with terms like “denier,” with all of its Holo-
caust connotations. Another popular tactic is
to dub skeptical scientists and other academ-
ics as “merchants of doubt,” and liken them
to the medical professionals on the payroll
of tobacco companies who expressed agnos-
ticism about whether smoking caused lung
cancer. There was even a 2010 book on the
topic,! but the analogy between Big Oil and
Big Tobacco was making the rounds much

CLIMATE HYSTERIA: FACT VS. FICTION
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earlier.

You may also have heard factoids concern-
ing a consensus. For example, here’s a state-
ment from NASA: “Multiple studies published
in peer-reviewed scientific journals show that
97 percent or more of actively publishing cli-
mate scientists agree: Climate-warming trends
over the past century are extremely likely due to
human activities. In addition, most of the lead-
ing scientific organizations worldwide have is-
sued public statements endorsing this position.”™

It is in this context that climate activists
make outrageous claims of political power,
justifying them with the most absurd warn-
ings. For example, Elizabeth Warren recent-
ly claimed that climate change was an “exis-
tential crisis” that “threatened all life on the
planet.” There are serious campaigns among
young people to not have children, because

Earth allegedly can't support a larger pop-

CLIMATE HYSTERIA: FACT VS. FICTION
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economy don’t need10 choose = -
between their principles and the - &

planet.

ulation. And recently I've seen activists on
Twitter declaring that we need to abolish
capitalism in order to save humanity.

Fortunately, defenders of the market econ-
omy dont need to choose between their
principles and the planet. The climate activ-
ists are bluffing; the evidence does no# sup-
port their ludicrous claims. Moreover, even
the technical work of one of their intellec-
tual heroes, namely Martin Weitzman, is not
nearly as compelling as it first appears. In the
rest of this article, I'll try to set the record
straight.

It’s Getting So Much Better All the Time

'To push back against the climate hysteria, con-
sider a chart from Bjorn Lomberg that shows
climate-related deaths from 1920-2017:*
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Deaths from Climate and non-Climate
Catastophes, 1920-2017
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Regardless of whatever may be happening
with the intensity of hurricanes, forest fires,
etc.—and even on a purely natural dimen-
sion, the claims of catastrophe are exagger-
ated—Lomborg’s chart makes it crystal clear
that humans’ ability to cope with climate-re-

CLIMATE HYSTERIA: FACT VS. FICTION

lated problems has improved tremendously.

Next, in order to push back against con-
cerns of a “finite planet,” consider this chart
from the Energy Information Administra-

tion (EIA):
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U.S. CRUDE OIL PROVED RESERVES?®
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ela’ Source: U.5. Energy Informaticn Administration

As the chart shows, U.S. “proved reserves”
of crude are at an all-time high at some 39.2
billion barrels (as of 2017), up from 13.6 bil-
lion barrels in 1930. The increase in crude
reserves has occurred despite the fact that
the U.S. has produced an enormous amount
of crude oil over this period.

Indeed, as a separate EIA chart shows,®
since 1950 U.S. crude production has rarely
fallen below 5 million barrels per day, and it’s
currently (as of June 2019) at a record high

of some 12.1 million barrels per day.

Now how can this be possible? How can
the U.S., for example, have more “proved re-
serves” of oil now, than it did in (say) 1950?
'The answer is that it doesn't make sense for
humans to go out and find every last drop of
oil (or lump of coal) housed in planet Earth.
At any given time, it’s only sensible to have
located the precise deposits of a healthy
margin of such depletable resources, which

is only a small fraction of the physical stock-
pile.

'The analogy I like to use is a kid looking in
the pantry and seeing there is just one roll of
toiler paper left. He exclaims to his parents,
“At the rate we're going, we’ll be totally out
of TP by Thursday! We need to drastically
alter our lifestyle!” But of course, the solu-
tion is that his parents will run to the store
and restock the pantry. Likewise, there were
warnings that the world only had “thirty
years left of oil” back in 1980. Yet far from
running out, the world currently has “fifty
years of oil” in terms of proved reserves and
the 2018 rate of consumption.”

The Alarmist Warnings Are Dubious,
Even in Theory

Now to be fair, someone who is very con-
cerned about catastrophic climate change

CLIMATE HYSTERIA: FACT VS. FICTION
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could argue, “Sure Murphy, so far things have
been fine, at least at a macro level, but they
are going to start falling apart very soon.

Why, all of the computer models show...”

But nope, that’s not accurate, if the alarmist
is trying to argue that catastrophe is immi-
nent. I've discussed the case of William Nor-
dhaus before in these pages, so I'll be rela-
tively brief: He won the Nobel (Memorial)
Prize in 2018 for his pioneering work on the
economics of climate change. Now it’s true,
Nordhaus is no libertarian; he wants the
governments of the world to enact a carbon
tax. But the crucial point is that Nordhaus
thinks the “optimal” carbon tax would still
allow for cumulative global warming of 3.5
degrees Celsius. That blows the doors oft the
now-fashionable target—touted by the UN
and climate activists—of limiting warming
to a mere 1.5 degrees.®

The crucial point is that Nordhaus
thinks the “optimal” carbon tax
would still allow for cumulative global
warming of 3.5 degrees Celsius.

CLIMATE HYSTERIA: FACT VS. FICTION

For another example of the mismatch be-
tween standard economic models and the
fashionable climate targets, consider this:
Rachel Warren is a lead chapter author in
the UN’s 2018 Special Report outlining
various strategies governments could use to
try to limit warming to 1.5 degrees, and yet
in 2018 she co-authored a paper that an-
nounced in its Abstract: “The economic case
for limiting warming to 1.5°C is unclear, due
to manifold uncertainties. However, it cannot
be ruled out that the 1.5°C target passes a cost-
benefit test.” 'That is an absolutely shocking
statement, given that one of the authors was
instrumental in the UN’s Special Report.
Far from this all being “settled science,” we
see the authors admitting that hey, for all we
know, this policy might make sense!

Finally, let’s turn to the recently (and tragi-
cally) deceased Martin Weitzman, who was
a hero among those pushing for aggressive
government intervention, and who thought,
for example, that William Nordhaus was far
too moderate. To be sure, Weitzman was a
very smart economist. He developed sophis-
ticated technical arguments ostensibly show-
ing the limits of standard cost-benefit analy-
sis in the context of climate change. Here is
a relatively accessible summary Weitzman
gave to his approach in the introduction to
one of his papers:

I believe that the most striking feature of
the economics of climate change is that
its extreme downside is nonnegligible.
Deep structural uncertainty about the
unknown unknowns of what might go
very wrong is coupled with essentially
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unlimited downside liability on possible
planetary damages. This is a recipe for
producing what are called “fat tails”in the
extremes of critical probability distribu-
tions.... It is difficult to judge how fat
the tail of catastrophic climate change
might be because it represents events
that are very far outside the realm of
ordinary experience. [Weitzman, bold

added.]™°

To make sure the reader understands
Weitzman’s argument, we have to first quick-
ly review how economists typically handle
risky outcomes. For example, if a person is
going to roll a die and pay a dollar times the
number rolled, what can we say about the
danger involved? Well, there’s a one-sixth
change of losing $1, a one-sixth change of
losing $2, and so on. The mathematically
“expected” loss is $3.50, which is the sum of
each possible outcome weighted by its prob-
ability of occurring.

In the context of climate change, all of the
economists who have published on the issue
estimate that as global warming increases,
eventually it starts causing harm to human
welfare and at some point it starts causing
a lot of harm. (The models disagree signifi-
cantly, however, on the details, such as how
much global GDP, say, will be reduced if
there is 5 degrees of warming by 2100.)

Now unlike our die roll, with climate
change there aren't just a few, discrete out-
comes. Instead, there is a whole spectrum of
possible damage intensities, and as we turn
up the dial to make them more catastrophic,

CLIMATE HYSTERIA: FACT VS. FICTION

the models show that these horrible out-
comes become less and less likely. But what
Weitzman is arguing is that—for all we
know—it might be the case that the increase
in damages occurs faster than the shrinking

of the probability.

For example, suppose there’s a one-in-a-
thousand chance of the world suffering $1
trillion in climate damage, but a one-in-ten-
thousand chance of suffering $20 trillion in
climate damage. The first possibility trans-
lates into $1 billion in “expected” damage,
while the second translates into an addition-
al $2 billion in “expected” damage. If this
pattern holds, then the total “expected” dam-
age from climate change is infinite, mean-
ing that standard cost-benefit policy analysis
breaks down.

If this pattern holds, then the total
“expected” damage from climate
change is infinite, meaning that
standard cost-benefit policy analysis
breaks down.
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Even at a technical level, there are prob-
lems with Weitzman’s demonstration. As
Nordhaus himself pointed out in a 2009 re-
buttal,!* Weitzman’s mathematical choices
would end up proving that humanity should
pay ludicrous amounts of money to elimi-
nate a catastrophic threat, no matter how un-
likely the danger. For example, if there were
a one-in-a-trillion chance of a big asteroid
hitting the earth in the year 2200 and wip-
ing out all life, then—using Weitzman’s ap-
proach—it would be a good idea for human-
ity right now to spend 99% of world GDP
on a missile defense system, if that would
eliminate the threat. So most of humanity
would starve today, just to eliminate a one-
in-a-trillion chance of extinction in the year
2200. Nordhaus thinks that this is nutty, and
shows something is wrong with Weitzman’s

approach.

For my purposes in this article, I want to
focus on the parts of Weitzman’s quotation

that I put in bold. Remember, the “mer-
chants of doubt” are supposed to be the cli-
mate change deniers. And yet we see that
it’s now Weitzman who has to focus on the
“deep structural uncertainty about the un-
known unknowns.”

Conclusion

Don't believe the climate hysteria. The
peer-reviewed literature, include the work of
Nobel laureate William Nordhaus, does 7oz
support anything close to the aggressive in-
terventions being discussed matter-of-factly
among environmental activists (and Demo-
cratic politicians, for that matter). Those
counseling moderation have history and
theory on their side, while it’s the activists
who are implicitly demanding that we prove
a catastrophe won't happen.
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Slavery Was Immoral
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UP THROUGH THE 1920s, SOCIALISTS USED
to claim that their economic system would
out-produce capitalism. Instead of organiz-
ing society for the benefit of a small group
of exploiters—namely, the owners of capi-
tal—economic activity would be directed to
helping all of society. This is why, after all,
the terms “capitalism” and “socialism” were
coined.

But once socialism left the realm of theory
and was put into practice in the 20th cen-
tury, it became harder for socialists to claim
that there would be more sz under their
system. Instead they began focusing their
rhetoric on the inequality under capitalism,
or the fact that consumers in capitalism were
hoodwinked by advertisers into chasing
happiness through material means. In other
words, capitalism was now accused of pro-
ducing #oo much stuff, and of not distribut-
ing its admittedly greater wealth more fairly
among the population.

Related to this new angle of attack is the

SLAVERY WAS IMMORAL AND INEFFICIENT

claim that capitalism—at least as it devel-
oped in the United States—is inextricably
linked to the legacy of slavery. For example,
this year marked the 400th anniversary of
the first African slaves being brought to the
colony of Virginia. The New York Times
launched “the 1619 Project™ to commem-
orate the occasion. One of the lead essays
claims that “in order to understand the bru-
tality of American capitalism, you have to
start on the plantation.”

This works out nicely rhetorically: Ac-
cording to a Marxist worldview, just as some
workers were held in literal bondage on
Southern plantations in the early U.S.; so too
are all workers held in economic bondage as
“wage slaves,” beholden to their employer-
masters. Furthermore, no matter how much
better the average American lives than, say,
the average Venezuelan, the socialist can still
say, “Yes, but your prosperity was built on the
backs of slaves.”

Convenient though this narrative may be

According to a Marxist
worldview, just as some
workers were held in
literal bondage on
Southern plantations

in the early U.S., so too
are all workers held in

economic bondage as
“wage slaves.”
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for today’s socialists, it is utterly wrong. Cap-
italism has nothing to do with slavery, nei-
ther in theory nor in practice. Slavery cannot
last in an (otherwise) free market, and his-
torically there were various government in-
terventions propping up slavery in the United
States. Indeed, the U.S. and Haiti are the
only examples of major violence being used
to eliminate slavery; it was ended peacefully
everywhere else.

It is important to correct this popular den-
igration of capitalism that links it to slavery.
Besides clarifying how markets work, the
defense of capitalism here is necessary to
remove the temptations for bondage in the
tuture. Ironically today’s socialist academics
are teaching the world: “If you enslave a mi-
nority of the people in your society, it will make
the majority rich.” Not only is that message
wrong, it’s horribly dangerous.

Ironically today’s
socialist academics are
teaching the world: “If
you enslave a minority
of the people in your

society, it will make the
majority rich.” Not only
is that message wrong,
it's horribly dangerous.

Clarifying My Goal In This Article

I want to be clear with the reader that I'm
not “cheating” by engaging in a mere defini-
tional game. In other words, it would be easy
enough for me to say, “When I talk about
‘capitalism’ or ‘the free market,’ it means a so-
cial system in which private property rights
are respected. So if the government legally
enforces slavery, then that’s obviously not
capitalism the way I use the term.”

Although there would be nothing wrong
with such an argument, it’s too easy. And
also, it would be unhelpful in a debate with
socialists, because they are claiming that I
am naive for thinking capitalism as a system
doesn’t go hand-in-hand with slavery.

Let me put it this way: Suppose I argue
that wherever it’s been tried, communism
(which isn’t the same thing as socialism)
leads to massive death. It would be cheating
(in my book) if a communist college profes-
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sor responded by saying, “When I say commu-
nism’ I mean a system where the powerful don’t
trample on the powerless, and so mass murder
is obviously not communism the way I use the
term.” See what I mean? It would be goofy
to try to have a debate under those rules of
engagement.

So, to be clear, that type of argument-from-
definition is zof what I'm doing in this arti-
cle. Instead, what I'm going to argue is that if
we started with a system of private property
rights and very limited government—where
the government just performed its role as a

| am claiming that if we had a capitalist
system that somehow had a large
number of legally-recognized slaves,
that market forces would quickly
rearrange the property titles until just
about everybody owned his or her own
body.
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“nightwatchman” for example, through po-
lice, courts, and military defense—but for
some reason among the list of legally recog-
nized “property titles” was included human
beings, that that system would not last.

In other words, I am claiming that if we
had a capitalist system that somehow had a
large number of legally-recognized slaves,
that market forces would quickly rearrange
the property titles until just about everybody
owned his or her own body. That is to say,
in a market economy without other types
of government intervention, slavery would

quickly die.

Before making my case, let me note that
Ludwig von Mises thought the same thing.
As he argued in his treatise, Human Action:

The abolition of slavery and serfdom is to be
attributed neither to the teachings of theolo-
gians and moralists nor to weakness or gen-
erosity on the part of the masters. There were
among the teachers of religion and ethics as
many eloquent defenders of bondage as op-
ponents. Servile labor disappeared because
it could not stand the competition of free
labor; its unprofitability sealed its doom in
the market economy.

Now, at no time and at no place was it pos-
sible for enterprises employing servile labor
to compete on the market with enterprises
employing free labor. Servile labor could al-
ways be utilized only where it did not have
to meet the competition of free labor. If one
treats men like cattle, one cannot squeeze
out of them more than cattle-like perfor-
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mances. ... If one asks from an unfree laborer
human performances, one must provide him
with specifically human inducements....
Instead of punishing laziness and sloth, he
must reward diligence, skill, and eagerness.
But whatever he may try in this respect, he
will never obtain from a bonded worker, i.e.,
a worker who does not reap the full market
price of his contribution, a performance equal
to that rendered by a freeman, i.e., a man
hired on the unhampered labor market. ...
In the production of articles of superior
quality an enterprise employing the ap-
parently cheap labor of unfree workers can
never stand the competition of enterprises
employing free labor. It is this fact that has
made all systems of compulsory labor disap-
pear. [Mises, Human Action, Scholar’s
Edition, pp. 625-626, bold added, foot-

notes removed. |3

The confident and bold assertions in the
quotation above remind us why Mises was
such a hero to classical liberals: Yes, he was
an amazing economist with a command of
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history, but Mises also used his knowledge
of the market economy in order to write pas-
sionate odes to liberty.

Slavery Can’t Last in an Otherwise Free
Market

In the long quotation from Mises above,
we already saw some of the inherent prob-
lems with slavery, from a purely pragmatic
perspective. In other words, even putting
aside the immorality of the practice, slav-
ery just doesn't work very well. As a social
system, people develop their skills and apply
themselves more productively when they re-
tain the fruits of their labor. Put it this way:
If you can understand why a 100% tax on
labor income would deaden incentives, then
you can see why slavery is an inefficient in-
stitution.

'The simple insight here is that, even if we
started in a situation where some humans
were the legal owners of the bodies of other
humans—i.e., slavery—we wouldn’t expect

If you can understand
why a 100% tax on labor
income would deaden
incentives, then you can

see why slavery is an
inefficient institution.
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that condition to last. At any moment, the
most enterprising and talented slaves would
have the ability and desire to buy their free-

dom from their owners.

Let me work through a very simplified nu-
merical example to illustrate the idea. Sup-
pose the owner of a plantation can hire a free
worker to labor in his fields for $20,000 per
year in wages. Or, he could use slave labor
that is “free” except for the $5,000 a year that
the plantation owner must spend on food,
clothing, shelter, medical care, etc. for the
slave. That means owning the slave entitles
the master to a net income of $15,000 per
year, if we assume that the slaves labor is of
comparable quality to the free workers labor.

Now if there’s a market for slaves—which
there would be, if we're in a laissez-faire
world except for the glaring scourge of slav-
ery—then the master could also reckon the
market value of his slave. Let’s suppose the
slave will provide a flow of labor services for
the next fifteen years,* and that the implicit
net income is discounted at an annual rate
of 10 percent. That means the present dis-
counted value of the slave is about $114,000,
which is what the slave would fetch at auc-
tion (if people had all relevant information,
there were liquid credit markets, etc.).

If we assume frictionless credit markets,
then the slave would be able to borrow
$114,000 from a financial institution at 10%,
and use it to buy his own freedom from his
master. Then the slave could rent his labor
services out, doing the same work as before,

earning $20,000 annually in wages. If the

slave maintained the same subsistence level
as he did originally, it would cost him $5,000
to live. That would free up $15,000 a year
that the slave could devote to paying down
his loan. After the fifteenth year, the slave
would make the final $15,000 payment and
extinguish the loan. The whole thing would
be a wash.

But now let’s make it more realistic. It’s
cheaper to live woluntarily at a given stan-
dard of living than it is to live as a prisoner at
that standard. In other words, for that same
$5,000 a year the former slave could enjoy a
higher standard of living, because he can (for
example) rent an apartment where the land-
lord doesn’t have to worry about the tenant
running away at night, or put a lock on the
refrigerator to keep the residents from steal-

ing food.

Yet more important, there are a whole range
of new occupations open to the former slave,
where (for practical reasons) only free labor
can get the job done. So if the former slave
has the aptitude to learn new skills, he can
eventually find a job that pays more than the
$20,000 he could make, doing what he did as
a slave. And so we would expect the former
slave to (eventually) be able to earn enough
at a new occupation in order to make his
loan payment and enjoy a much higher stan-

dard of living.

'This type of procedure would, at any given
time, provide an incentive for the most in-
dustrious, clever, and/or enterprising slaves
to offer their masters a higher price for their
freedom, than the market value of their role
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as a slave. Just as the market economy would
not long tolerate a situation in which carpen-
ters owned all of the scissors and hairdress-
ers owned all of the hammers, so too would
it be grossly inefficient for certain portions
of the labor force to be in the possession of
people (i.e. slave-masters) where they were
relatively unproductive.

I recognize that this type of bean-counting
analysis of slavery might offend some read-
ers, but the point is important: Even if we set
aside the immorality of slavery, it is a grossly
inefficient system. And say what you will
about the market economy, but it does not
abide gross inefficiencies in the allocation of
productive assets—including labor services.

Finally, once the reader understands that
at any moment, the most productive slaves
would be “peeled oft” by buying their own
freedom, then we see how slavery as a system
would gradually unravel. With each reduc-
tion in the slave population, the remaining

And say what you

will about the market
economy, but it does not
abide gross inefficiencies

in the allocation of
productive assets—
including labor services.

masters would have to reconfigure their de-
mands. In other words, they couldnt expect
the same amount of (per capita) output from
the remaining slaves, as the most enterpris-
ing and industrious had left. Thus the num-
bers would change, in terms of the wages
a given slave could earn as a freedman (or
woman) and the market price of the slave,
but the logic would remain.

Especially when we throw in the psycho-
logical benefit of “owning yourself,” and con-
sider how much people would pay just for
that perk alone, then it should be clear that
in an unregulated free market there would be
a steady flow of workers out of the ranks
of slavery and into freedom. In a capitalist
system, if for some reason slavery existed, it
would quickly wither away.

How Government In Practice Propped
Up Slavery

My musings in the previous section may
have seemed plausible, but then how do we
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explain the historical persistence of slavery?
Surely I must have been mistaken when I ar-
gued that slavery would erode under capital-
ism, because it apparently took a bloody war
to force that outcome in the United States.

'The short answer is that there were several
types of government intervention in the mar-
ket economy that propped up slavery. In a
forthcoming episode of my podcast—which
will be available at www.BobMurphyShow.
com/71—I interview economic historian
Mark Thornton, who gave some examples
that he and his co-authors explored in their
published research.’ Also, for an even deeper
analysis of the economics of slavery--includ-
ing a subtlety about leisure that the Mises
quotation doesn’t address--see my interview
with Jeft Hummel, which will be available
at: www.BobMurphyShow.com/81.

First and most obvious, there were gov-
ernment-sponsored slave patrols. Here, non-
slave-owning whites were effectively con-
scripted by the government to go looking for
runaway slaves. Naturally, in an otherwise
pure market economy that allowed slavery,
the masters would have to pay for their own
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patrols and retrieval of their lost “property.”
In historical practice, the government forced
others to effective subsidize slavery and
make it more profitable than it otherwise
would have been.

Another intervention were laws regulating
manumission, which directly restricted the
ability of a master to grant freedom to his
slave, either in exchange for money, noble
service, or as an act of mercy on the master’s
deathbed. The rationale for the restrictions
was that the Southern plantation owners
(who were behind the laws) didn’t want a
large, free black population around, under-
mining the peculiar institution. (It also was
cheaper to find runaway slaves if, by default,
anyone with black skin was likely a slave.)

Similarly, at least some regions had laws
restricting the education a master could pro-
vide to his slaves. Say what you will about
this arrangement, but if the government tells
an owner what he can and can’t do with his
“property,” then that’s not capitalism. So
if my armchair logic in the prior section
seemed fanciful, part of the reason is that
the government often forbade just that type

There were several
types of government
intervention in the
market economy that

propped up slavery.


http://www.BobMurphyShow.com/71
http://www.BobMurphyShow.com/71
http://www.BobMurphyShow.com/81

25

of arrangement. After all, if a master recog-
nized that a particular slave had a very keen
mind, it would make economic sense for the
master to allow the slave to receive special
training in order to become more skilled
and valuable. Yet this process was stymied by
government regulations.

Conclusion

'The socialist attempt to indict capitalism
with the legacy of slavery fails both theoreti-
cally and historically. Besides being immoral,
slavery is inefficient as a method of organiz-
ing labor resources, and hence it is doomed

At least some regions
had laws restricting the
education a master

could provide to his
slaves.

in a market economy. In practice, it took ex-
tensive government intervention to prop up
slavery as an institution. Finally, if we look
to the record of actual socialist countries,
we see that they were often large-scale slave

camps, flourishing in the 20th century rather
than the 19th.

The best way to eliminate the scourge of
slavery is to teach everyone that it is an in-
efficient system that makes society poorer.
Had government not propped up slavery
in the United States, the institution would
have gradually eroded on its own, making
not only black people but even most whites
much richer than they were under slavery.

L 4 4 4

References

1. For the New York Times 1619 Project, see: https://www.nytimes.com/interactive/2019/08/14/magazine/1619-america-slavery. html.

2. See Matthew Desmond’s article with that title, New York Times, August 14, 2019, available at: https://www.nytimes.com/interactive/2019/08/14/

magazine/slavery-capitalism.html.

3. 'The Scholar’s Edition of Mises’ Human Action is available online for free at: https://mises.org/library/human-action-0.

4. DI'm disregarding what happens after the slave’s useful working life ends. If the master is expected to provide for the slave’s old age, that would reduce his

present market value.

5. See for example Mark A. Yanochik, Bradley T. Ewing, and Mark Thornton, (2001) “A New Perspective on Antebellum Slavery: Public Policy and Slave
Prices,” Atlantic Economic Journal, September 2001, Vol. 29, Issue 3, pp. 330-340.

SLAVERY WAS IMMORAL AND INEFFICIENT






27 LMR AUG/SEP 2019

WITH EVERY TWIST IN TRUMP’S LOW-LEVEL
trade war with China, the stock market re-
sponds, and of this writing, there is a defi-
nite problem in American manufacturing
and agriculture. Rather than give a play-by-
play of the events—which would be obsolete
soon after publication—I will focus on a few
key issues, to help readers understand some
of the principles involved.

My bottom line is that, other things equal,
tariffs and other restrictions on foreign im-

ports make America poorer, as a whole. There
could be a case for hiking tariffs and reducing
income taxes, as a way of making the U.S.
tax code less distortionary, but that isn't how
Trump or his lieutenants are describing the
moves against China. Finally, two of the key
complaints against China—that it is artifi-
cially undervaluing its currency and that it
is stealing U.S. intellectual property—have
serious weaknesses. Specifically, if China
stops “undervaluing its currency,” it will
have to stop lending money to Uncle Sam,

which will drive up U.S. interest rates. And
the very notion of “intellectual property” is
dubious—certainly nothing worth starting a
trade war over.

The Economic Fallout: Agriculture and
Manufacturing

Long-time readers know that Carlos and I
have been warning that the Fed’s easy-mon-

American farmers have so
far received $28 billion in aid
from the federal government

—remember when Republicans
used to rail against “bailouts”
under Obama?—and
the Institute for Supply
Management’s manufacturing
index in September showed
the lowest reading since June
2009.

ey policies have blown up giant bubbles. So
even if Trump Aadn’t been dabbling with tar-
ifts and other import restrictions, I wouldn’t
be surprised if key sectors in the U.S. econ-
omy were showing signs of weakness. Even
so, Trump’s critics are probably correct that
the rounds of on-again, oft-again tariffs are
causing woes for agriculture and manufac-
turing. Specifically, American farmers have
so far received $28 billion in aid from the
tederal government'—remember when Re-
publicans used to rail against “bailouts” un-

TRUMP'S TRADE WAR WITH CHINA
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der Obamar—and the Institute for Supply
Management’s manufacturing index in Sep-
tember showed the lowest reading since June

2009.?

It’s easy enough to see how U.S. tarifts on
foreign imports would hurt American farm-
ers. First, we should establish that some 20
percent of U.S. agricultural output is ex-
ported. More than 75 percent of U.S. cotton
is exported, for example, and more than 50
percent of rice and wheat production.

If Trump’s policies make it more
difficult for the Chinese (say) to
sell goods to Americans, then
the Chinese will also find it
more difficult to buy goods from
Americans.

The crucial insight here is that if zhe gov-
ernment makes it harder for foreigners to sell
Americans imports, then those same policies
make it harder for Americans to sell foreigners
exports. Those advocating “protectionist” pol-
icies think that if they discourage imports,
they will simply reduce the trade deficit. But
such reasoning assumes that exports will stay
the same. Yet in general, that isn't the case.

There are complications to be sure, but it’s
useful to start with the idea that in the long

run, a country pays for its imports by selling its
exports. And so if Trump’s policies make it
more difficult for the Chinese (say) to sell
goods to Americans, then the Chinese will
also find it more difficult to buy goods from
Americans.

This principle is easy enough when it
comes to internal, domestic trade. Imagine
two companies that did a lot of mutual busi-
ness. Suppose, for example, that in a typical
year Company A (for America) bought $100
million worth of goods from Company C

(for China), while Company C bought $60

million worth of goods from Company A.

Then the CEO of Company A was up-
set at the $40 million “deficit” in sales be-
tween the two companies. (Notice even here,
how goofy this type of thinking would be.
A mismatch in sales vis-a-vis one particu-
lar company says nothing about the financial
strength of Company A. This is why protec-
tionist thinking on international trade is so
muddled.) So the CEO announces a new

TRUMP’'S TRADE WAR WITH CHINA
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policy, whereby Company A will look for
other vendors, and will reduce its purchases

from Company C by $40 million.

Wouldn't that cause a huge blow, especially
in the short run, to Company C? Would we
expect them—even without explicit retalia-
tion—to be able to purchase the usual $60
million worth of goods from Company A?

A similar outcome occurs with interna-
tional trade between countries. But because

they use different currencies, it’s harder to
follow the chain of causality. When Trump
imposes higher tariffs on imports into the
U.S.,, it makes imports less attractive. This
reduces the (after-tax) American demand
for imports, meaning that American buy-
ers dont want to trade dollars for foreign
currencies (such as the Chinese yuan) as
much as they previously did. (Remember, at
some point in the chain of transactions, if
an American imports a Chinese-made good,

then someone must be swapping USD for
Chinese yuan, since the Chinese manufac-
turer gets paid in yuan.)

'The reduced desire to sell USD and buy
Chinese yuan makes the yuan fall in the cur-
rency markets against the dollar, or, what is
the same thing, it makes the dollar stronger.
But the stronger dollar makes U.S. exports
appear more expensive to foreigners, and so
they don't want to buy as many U.S. exports
as before.

This is why Trump’s
moves to restrict foreign
imports necessarily hurt
U.S. exporters, including

farmers.

'This is why Trump’s moves to restrict for-
eign imports necessarily hurt U.S. export-
ers, including farmers. And to repeat, this
mechanism occurs even without retaliatory
tariffs levied by our trading partners. If for-
eign governments impose their own tit-for-
tat tariffs, then the hit to U.S. exports is even
bigger. (In the limit, if both sides levied tar-
iffs that were punitive enough, they could
completely cut oft international trade and
render both countries dependent on internal

TRUMP'S TRADE WAR WITH CHINA
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production.)

Why Would Manufacturing Be Hurt?

As I explained in the prior section, it’s to-
tally understandable why farmers would be
hurting in the current economic environ-
ment. But why is manufacturing in such ap-
parent trouble?

To repeat myself, I think a big factor is that
the Federal Reserve had been tightening
(before recently reversing course). As I've
explained here in the pages of the LMR over
the last few issues, the inversion of the yield
curve is a classic unfolding of the typical
boom-bust cycle, when a central bank first
floods the market with cheap money and
then begins sucking it out. So I personally
would have expected a manufacturing slow-
down, with or without a trade war.

However, an extra complication in all of
this is that even manufacturers are reliant on
imports for many of their key components.

So even though, other things equal, you

FRED = — china 1 us. Forvign gxchange Rato

would expect U.S. manufacturers to benefit
from a restriction on foreign imports—be-
cause now U.S. firms can sell their goods
to American consumers with less competi-
tion—this benefit is muted to the extent that
the manufacturers have difficulty getting
some of their key components, which they

originally had been importing cheaply.

Chinese “Currency Devaluation”

One of the recurring complaints about
the Chinese government is that they are ar-
tificially devaluing their own currency, and
thereby propping up the strength of the U.S.

dollar, in order to boost Chinese exports.

To get some perspective, below is the yuan/
USD exchange rate, going back to the mid-
1980s.

As the chart shows, there was a big devalu-
ation at the end of 1993. (Keep in mind that
the chart shows how many Chinese yuan it
takes to buy one USD, so the yuan is weak-

er—and the dollar is stronger—when the
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blue line goes up.)

Then there was a long period of a virtu-
ally fixed yuan/USD exchange rate, and
then, beginning in June 2005, the Chinese
let the yuan gradually strengthen against the
dollar (meaning the dollar weakens against
the yuan), all the way up through early 2014.

Since then, the exchange rate has bounced

around, but the dollar is still weaker than it
was against the yuan, a few months before
the financial crisis in 2008.

Now to be fair, looking at the absolute level
of the exchange rate might not be the right
way to gauge what the yuan/dollar exchange
rate ought to be. For example, perhaps the

massive rounds of QE following the 2008
crisis “should have” pushed the dollar down

even faster than the flat line and then gradual
weakening we see in the chart. So one could
argue—and I think this is what the critics of
China do allege—that the Chinese authori-
ties intervened to “artificially” prop up the
strength of the dollar, relative to the weak-
ening it would have experienced due to QE.

But even in this case, notice how odd the

If we are demanding that
the Chinese stop doing this,
then we are asking them to

stop lending Uncle Sam more
money to finance his budget
deficits.

complaint is: The Federal Reserve debased
the dollar in a deliberate and unprecedented
policy of monetary inflation following the
2008 crisis, and those darn Chinese had the
audacity to adopt policies that weakened
their own currency somewhat as well, to
cushion the drop in the dollar on the foreign
exchange market.

In any event, let me connect complaints

TRUMP'S TRADE WAR WITH CHINA
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about the yuan/dollar exchange rate with
another typical worry or complaint: The Chi-
nese have accumulated a vast stockpile of
U.S. Treasuries, holding more than $1 tril-
lion of Uncle Sam’s debt. Especially with the
Trump Administration continuing to run
massive budget deficits even amidst a “good
economy” (at least on paper), more and more
analysts are worried about the ability of the
Treasury to finance this massive debt, if for-
eign buyers like the Chinese stop lending us
new money. Or even wore, what if the Chi-
nese change their outlook and start dumping
massive amounts of their Treasury holdings?

Whatever you think of this scenario, no-
tice that it’s the accounting flip-side of the
demand for the Chinese to “stop devaluing
their currency.” That is, the mechanism for the
Chinese to push down their own currency,
and prop up the dollar, is to take Chinese
yuan, sell it for U.S. dollars in the forex mar-
ket, and use the dollars to buy Treasuries.
Those actions obviously push down the yuan
and push up the dollar. So if we are demand-
ing that the Chinese stop doing this, then we
are asking them to stop lending Uncle Sam
more money to finance his budget deficits.

Conclusion

'The last complaint about the Chinese is
that they are “stealing intellectual property.”
But if individual companies are having a
problem, they can stop doing business with
the Chinese. And in any event, the whole
notion of “IP” is dubious. Could Einstein
have charged a licensing fee to anyone who
wanted to use E=mc?? Could the first person
to make a fire have patented the process?

'The Chinese government is run by literal
communists, and they are obviously “bad
guys.” But the Trump Administrations com-
plaints have often been contradictory, and in
any event a trade war will only make Ameri-
cans poorer.

*0e
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WE LIVE IN A FINANCIAL ENVIRONMENT
filled with contradictions, half-truths, and
deceptions. Just examining the daily financial
news reports make it obvious that eliciting
the truth from certain people is next to im-
possible. For this reason, and now more than
ever, we must all be on guard and watchful
over our money as recession fears grow.

Unfortunately, being vigilant under these
types of financial inconsistencies is chal-
lenging. This is why one of the main reasons
Bob and I frequently explain in our various
podcast episodes, articles, books, and pre-
sentations to the general public, that one of
the most powerful resources for helping us
cope with such a hostile financial environ-
ment is a basic understanding of the Aus-
trian Schools of economics and their view of
the business cycle. Among other things, the
Austrian perspective exposes more broadly
the universal deceit of our monetary systems

and the interconnection of our government,
Wall Street, and commercial banks.

Furthermore, the Austrian perspective
helps to remind us and warn us that a re-
cession can be difficult to predict, espe-
cially during the happy “boom” phase of an
economy. This is the time when many of us
are gainfully employed, making money, and
generally doing well financially. We forget
the excruciating pain of the previous finan-
cial crisis. Keep in mind, that many of us are
still too young to identify with a major crisis.
Yet even older and more experienced indi-
viduals may get careless with their money
and not realize that they are being tricked,
until it’s too late.

One thing you should know, especially
right now, is that the trickery is revealed
during, or slightly prior to, the “bust” phase
of the economic cycle. This is very close to

One thing you should know,
especially right now, is that
the trickery is revealed during,
or slightly prior to, the "bust”
phase of the economic cycle.
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In the case of a serious recession,
what should our government
officials be required to do?
The answer, according to the
Austrian School of economics is,
absolutely nothing.

what we see starting to develop now. All to
emphasize, that if ever there was a time to
be financially conservative and prudent with
our money, it is now.

Take note that even during an approaching
recession, some of the most astute financial
analysts can and do fall victim to huge fi-
nancial losses by believing that there is still
more “boom” left in the economy. What you
should notice is that the financial experi-
ments get more daring and more financially
destructive. The main reason for this casino-
type activity is that no one, not Wall Street,
not President Donald Trump, not even the
Chairman of the Federal Reserve wants the
good times to end.

The Drum Beat Is More Stimulus

I was shocked, but I should not have been,
when I began hearing the clamor to a re-
turn to more stimulus and lowering the in-
terest rate to 50 and 75 basis points by the
end of the year. All the while the stock
market remains volatile and the yield curve
has inverted. Meanwhile, President Donald
Trump wants the Fed to cut rates by 100 ba-
sis points and all American corporations to
stop doing business with China, effected by
a Presidential order.

What this should say to all of us who have
been following this narrative for over ten
years, starting with Fed Chair Greenspan
and following Fed Chair Ben Bernanke into
QE one, two, and three, is this: Nothing has
really worked. None of these actions has ac-
complished anything, other than making
the coming crashes and recession the worst
in history. Unfortunately, it is going to be a
painful experience for everyone. This is the
main reason no one wants the current “party”
to end.

In the case of a serious recession, what
should our government officials be required
to do? The answer, according to the Austrian
School of economics is, absolutely noth-
ing. To be sure, there are various policies—
like cutting taxes and cutting government
spending—that would “help the economy,”
but that’s true whether we are in the middle
of a boom or in the depths of a depression.
My point is that when it comes to “fighting a
recession,” the Austrian School says the gov-
ernment and central bank should stay out

EXCHANGING THE TRUTH FOR A LIE
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of it. Ironically, it’s the whole Keynesian ap-
proach to fighting the downturn with inter-
est rate cuts and injections of liquidity that
causes the business cycle in the first place.

“The Fed’s Losing Control of Short-Term

Interest Rates”

As events piled up for Bob and me to dis-
cuss in this double-issue of the LMR, we
naturally had to cover the growing crisis in
the repo market. We decided that it made the
most sense to incorporate it in my discussion
in this article, because the commentary in
the financial press perfectly illustrates what
I'm talking about: Exchanging the truth for
a lie. Even though mainstream headlines are
announcing that the Fed seems to be “los-
ing control” of short-term interest rates, and
even though everybody admits that the last
time this happened was right before the 2008

With a repo
transaction, these
arrangements
are handled by
technically selling

the collateral to the
counterparty, and
then promising to
buy it back in thg
near future.

financial crisis, still the attitude of most pun-
dits is that this is no big deal, the Fed just
needs to enter the repo market, it’s just about
corporations paying their tax bills, etc.

To refresh your memory, this latest “hiccup”
(as some are euphemistically calling it) in the
repo markets began the week of September
16. “Repo” is short for “repurchase agree-
ment.” When financial institutions need a
short-term loan and have high-quality assets
as collateral, they can sell their assets (such
as Treasury bonds) to a counterparty in ex-
change for cash, but with an agreement to
repurchase the assets back soon afterwards
(such as the next day or perhaps two weeks
later). The difference in prices for the initial
sale and repurchase implies the effective in-
terest rate on the money that the institution
received and held for the short period (one
day, two weeks, etc.).

A repo transaction is basically equivalent
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to the institution borrowing the cash (for
one day, two weeks, whatever) and promis-
ing to pay back the loan plus interest, while
setting aside its high-quality asset as collat-
eral. But in practice it can be more straight-
forward to formally sell the Treasury bonds
to the counterparty for money, while agree-
ing to repurchase them back (for a little bit
more money) at a nearby future date, pos-
sibly even the very next day. So in both
procedures—whether we’re talking about a
regular loan (with collateral) or a repo—the
institution borrows money and pays it back
plus interest, and if for some reason the in-
stitution can’t pay back the money, then the
lender gets to seize the collateral. But with
a repo transaction, these arrangements are
handled by technically selling the collateral
to the counterparty, and then promising to
buy it back in the near future.

With that understanding, here’s how a Re-
uters article described the situation a few
days after the repo markets began flaring up:

As if the U.S. Federal Reserve did not al-
ready have enough on its plate...chaos deep
inside the plumbing of the U.S. financial
system has thrown policymakers an unex-
pected curveball.

Cash available to banks for their short-term
funding needs all but dried up earlier this
week, and interest rates in U.S. money
markets shot up to as high as 10% for some
overnight loans, more than four times the
Feds rate.

That forced the Fed to make an emergency

injection of more than $125 billion over
the past two days, its first major market
intervention since the financial crisis more
than a decade ago...

...[M]ost market participants agree that
two coincidental events on Monday were at
least partly to blame. First, corporations had
to withdraw funds from money market ac-
counts to pay for quarterly tax bills, and on
the same day the banks and investors who
bought the $78 billion of U.S. Treasury
notes and bonds sold by Uncle Sam last week
had to settle up.

On top of that, the reserves that banks park
with the Fed. . .are at their lowest since 2011
thanks to the central bank’s culling of its vast
portfolio of bonds... [Reuters, bold added. ]’

You see what I mean about being blind to
the truth? Not wanting the party to end?
'The Fed pumped in trillions of dollars in
QE and then started to unwind it, while the
government—first under Obama, now un-
der Trump—continues to rack up trillions in
new debt. And yet the mainstream coverage
first talks about corporations having to pay
their tax bills, and in any event is looking to
the Fed as our savior.

Yet as time passed, it became obvious that
the people who were reassuring their read-
ers, “Don’t worry, nothing to see here,” were
simply wrong. The Fed didn’t merely put out
a temporary fire caused by a coincidence of
tax bills and Treasury auctions. On the con-
trary, the Fed announced on September 20:

EXCHANGING THE TRUTH FOR A LIE



38 LMR AUG/SEP 2019

“More and more people are
Jgesting that the Fed establish
\anent “repo facility,”

[T]he Open Market Trading Desk (the
Desk) at the Federal Reserve Bank of New
York will conduct a series of overnight and
term repurchase agreement (repo) opera-
tions to help maintain the federal funds rate
within the target range.

The Desk will offer three 14-day term repo
operations for an aggregate amount of at
least $30 billion each... The Desk also will
offer daily overnight repo operations for
an aggregate amount of at least $75 billion
each, until Thursday, October 10, 2019...
Securities eligible as collateral include Trea-
sury, agency debt, and agency mortgage-

backed securities. ...

After October 10, 2019, the Desk will con-
duct operations as necessary to help main-
tain the federal funds rate in the target range,
the amounts and timing of which have not
yet been determined. [New York Federal Re-
serve, bold added. ?

Indeed, more and more people are suggest-
ing that the Fed establish a permanent “repo
facility,”to set a ceiling on the repo rate, just as
the Fed as a matter of policy sets a target for
the federal funds rate (which is the interest
rate charged on overnight loans of reserves).
'The Fed would then intervene daily in the
repo markets through this standing facility,
to make sure that the implicit interest rate
on such transactions stayed in the range that
the Fed desired. So whether or not you think
this is a good idea, the fact that people are
talking about the Fed opening up a perma-
nent repo facility shows that this September
cash crunch wasn't some one-off fluke.

Incidentally, let me take a moment to clear
up some possible confusion for our readers:
When the Fed says it will engage in a repo
operation, it’s technically a repo from the
perspective of the private-sector counterpar-
ty, but a reverse-repo from the perspective of

the Fed. So if you didn’t already know which
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way the money was flowing, you might read
the Fed announcement and think it was do-
ing the opposite—and in fact, Bob and I
came across at least one article in the finan-
cial press that did report the mirror-image of
what is actually occurring.’ To make things
even more difficult, after the 2008 financial
crisis, when there were lots of excess reserves
sloshing around, the Fed did engage in the
other type of transactions too—meaning
that you can find descriptions at the Fed’s
website of what it calls its reverse-repo op-
erations, in which the Fed temporarily sells
some of its bonds to the private sector, suck-
ing money out of the system. So the whole

Bountiful Bonds

thing can be very confusing at first, to out-
siders who don't directly participate in these
markets.

Government Cash Crunch

As even the standard financial press ac-
counts admit, the unwinding of the Fed’s
enormous balance sheet, coupled with the
government’s continued budget deficits, are
big components of the cash crunch. Bloom-
berg’s Brian Chappatta had an interesting
Twitter thread® where he presented some
charts illustrating the problem:

U.S. deficits since the financial crisis have tripled the amount of

Treasuries

B Amount of Treasury securities outstanding

318 trillion

Jun
2008

Source: Federal Reserve
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Not-So-Insatiable Appetite

China and Japan aren't buying Treasuries as fast as the U.S. is selling

them

/' Japanese US. Treasury holdings (% of market) / Chinese US. Treasury holdings

12%
10
8
&
T I
Sep 2019
2008

Source: US. Treasury

At the same time, the Asian appetite for
Treasuries hasn’t kept pace, reducing Japa-
nese and Chinese holdings as a percentage
of the total market (see chart above).

In light of these trends, perhaps the Fed’s
“surprise” turnaround in monetary policy at
the end of July is no longer so surprising?
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As the chart below shows, the Fed was let-
ting its balance sheet gradually rolloff, as we
documented in several articles here in the
LMR. But then the Fed began buying up
Treasuries again in the last month, which of
course pumped reserves back into the sys-
tem. Did the Fed officials sense the coming
crash crunch and try to get ahead of it?
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In any event, here is how Chabbatta de-
scribes the current situation:

There are simply too many bonds slosh-
ing around in the financial system and not
enough cash on the other side of the trade.
That's why the Fed is coming in to soak up
those securities with its temporary repo op-
erations. I write that “the Fed seems to have
little choice but increase the size of its bal-

ance sheet in the face of trillion-dollar bud-
get deficits.”

If that sounds like monetizing the debt,
thats because it pretty much is.

It’s good that Chabbatta at least has the
courage to call it “monetizing the debt” even
when it’s the Fed doing it. If Caesar debas-
es the coinage in order to fund his deficit
spending, we all recognize it for what it is.

EXCHANGING THE TRUTH FOR A LIE
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Regulatory Requirements

Finally, there’s one other element in this
story. Even though the Fed had been let-
ting its balance sheet shrink—an operation
that sucks reserves out of the system and
would contribute to a cash crunch—even
so, as of August 2019 there were still almost
$1.4 trillion in excess reserves. At first this
is puzzling: Why has the Fed been doing
emergency injections of liquidity into the
repo market, when banks have so much in
reserves above and beyond what they need to
satisty their “reserve requirements”?

One part of the answer is that, apparently,
those excess reserves aren’t spread uniformly
across the banks, but are concentrated un-
evenly. As the F'T quotes two leading New
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York Fed officials:

Becoming Your Own

[New York Fed president
John] Williams and Lorie
Logan, senior vice-president
in the markets group at the
New York Fed, said officials
were looking at why cash
failed to move from banks’
accounts at the Fed into the
repo market, where banks
and investors borrow money
in exchange for Treasuries
to cover short-term funding
needs. Ms Logan pointed to
the concentration of excess
cash at a small number of

banks as one potential is-
sue. [Bold added. |’

In addition, there are sepa-
rate regulatory requirements
(established in the Basel Ac-
cords and Dodd-Frank), re-
ferred to as “resolution liquidity,” that cause
large banks to hoard reserves, in order to
show that they can satisfy their liquidity
needs internally, for thirty days. The idea was
to render “Global-Systemically Important
Banks” (G-SIB) self-sufficient so that cen-
tral banks would have a month to be able
to respond to a new crisis, without these be-
hemoths taking down other institutions in a
domino effect.

Whether those additional regulations are a
good thing or a bad thing, the point is that
they help to explain why the trillion-plus in

€XCESS reserves was sitting on the sidelines

Fifth Edition

TLHE

Unlock the Infinite B.

Bestselling A

during the repo flare-up. Specifically, those
reserves aren’t necessarily “excess” vis-a-vis
these other regulations, even though they are
“excess” with respect to traditional reserve
requirements.

For more on these subtleties, the interested
reader can start with a Twitter thread from
Nathan Tankus, linked in the endnotes.”

Conclusion

In this article I have tried to expose the
challenges that exist in attempting to make
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sense of the financial inconsistencies in our
day and time. Clearly, suppressing the truth
seems more rampant than ever. Neverthe-
less, truth has a way of showing itself at
times when we least expect it. As factories
continue to decline in all major industrial
nations, world commerce is degenerating at
a rapid pace, a frightening development that
endangers the health of the global economy.
When markets begin spiraling out of control
in this fashion the cover-ups become more
outlandish, thus more contradictions, half-
truths, and deceptions.

'The world’s two largest economies, the
United States and China, continue locked
in a tariff war that is eliminating the mar-
ket gains seen earlier. As we enter the last
quarter of the year you can certainly make a
strong case now that the risks of a global re-
cession have increased in the last few months.
'The shift from stocks into treasury bonds, a

traditional hedge against risk, is mounting.

As Bob and I have often recommended, in
preparing for these coming financial storms
you should own a 30-day supply of cash in
your possession and you should also own
an equal amount or more of gold coins and,
or, silver. However, for your everyday use of
cash flow, you should own several dividend-
paying Whole Life insurance policies con-
figured in the special way designed by R.
Nelson Nash in his famous book, Becoming
Your Own Banker. You can also read the lat-
est book Bob and I co-authored with Nelson
Nash, 7he Case for IBC. You can find both
books here: https://infinitebanking.org/ To
contact one of our Authorized IBC Practi-
tioners who can assist you in designing one
of these special insurance policies look here:
https://infinitebanking.org/finder/

Be prepared.

L 2 2 4
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Rafael Acevedo is a Research Associate in
the Free Market Institute at Texas Tech
University, and the Founder/Director

of Econintech. He was previously an
Associate Professor in a public university
in Venezuela with more than 12 years

of teaching and researching experience.
Acevedo has more than 15 articles
published in journals, a book he edited
entitled, “Prosperity & Liberty: What
Venezuela needs” in 2019, and a book he
co-edited entitled, “Causas y Causantes
del desastre econémico en Venezuela: Un

homenaje a Hugo Faria” in 2017.

Note: The economists and financial professionals interviewed in the LMR are given the freedom to ex-
press their views, without necessarily implying endorsement from the editors.

Lara-Murphy Report: How did you dis-

cover Austrian economics?

Rafael Acevedo: 1 would say by accident
or better by luck. I studied for my Masters in
Economics in a mainstream school; indeed,
it is the school with the most mathematical
approach in Venezuela. Then you can image
that given my undergraduate degree is not
in Economics—it is Public Accountancy—
sometimes I thought I were in a statistics or
even math program. Of course, I do not re-
gret studying there, it was the most grateful
and challenging—even funny—experience:

You can image a 28-year-old CPA learning

VENEZUELA: 60 YEARS OF SOCIALISM

to solve derivations, optimization, and other
more complex problems when never in his
life had developed even algebra skills. All my
professors were very close to the Chicago
School or to Keynesian ideas, so they were
very strict on the math approach. When I
was writing my master thesis, I had to find
a lot of information related to freedom. My
thesis was about how social, political. and ju-
dicial factors influence private investment in
Latin American countries, it was 2 common
data panel experiment but at that point, it was
very “innovative” in my school.

I used some indexes from the Freedom
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House (FH) as civil liberties and political
rights, and from the Heritage Foundation
(HF) I used the corruption index to build the
social-political factor. I focused on the judicial
factor in the capacity of countries to have a
fair judicial system that protects and support
private property rights, and used the Private
Property Rights of the HF. At that moment
the Economic Freedom of the World Index
was not known in Venezuela, otherwise I
would have used it.

‘Then,I was approaching my research on free-
dom, and during my literature review, I found
some of Hayek’s books, but as I was focused
“just on empirical” literature, I left Hayek just
to read for curiosity. Furthermore, unbeliev-
ably Hayek in Venezuelan universities is not
considered an economist but a philosopher as
is Mises. Surely, you are thinking that nobody
talks about Rothbard, Bohm-Bawerk, or Bas-
tiat in the economic schools in Venezuela and
youre right. You have to consider that Ven-
ezuela’s economic schools are Keynesians or
Marxists, and then honestly speaking I was
lucky because some of my professors were

close to the Chicago School.

After I finished my Masters studies, I re-
turned to Hayek’s books—maybe in 2008—
but I had to stop again because I was in my
PhD in Management studies and my thesis
was on Managerial Efficiency. After I fin-
ished my PhD in 2013, I started to research
deeply on Hayek. Then, I found Mises, and
finally the Mises Institute’s website. On Mis-
es’s website I found all those excellent Aus-
trian Economics Scholars. Let me tell you for
the first time this: I think since 2016—after I

“Surely, you are thinking that
nobody talks about Rothbard,
Bohm-Bawerk, or Bastiat in the
economic schools in Venezuela
and you’re right.”

tfound the Spanish edition—I started to use
some chapters of Murphy’s book Lessons for
the Young Economist as mandatory readings in
the courses I taught in a University in Ven-
ezuela.

In 2016 a friend from Venezuela and I ap-
plied for the Mises University. We were ad-
mitted but for financial reasons we couldn’t
attend it that year and finally we could go in
2017. After MisesU 2017, I have attended
other Mises Institute’s events. I have shown
the influence of the Austrian School in my
work as a professor in Venezuela, for example,
my last book of the main course I taught there
is titled: Managerial & Costs Accountancy: An
Approach to the Austrian School. It is just an e-
book, a guide of the course, but I included the
link to some chapters of books like Murphy’s,
Profit & Loss by Mises, and some articles

posted in the Mises’s Spanish website—Gar-
rison, Hazlitt, Per Bylund, Rothbard, Mueller,

VENEZUELA: 60 YEARS OF SOCIALISM
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etc...— as mandatory readings.

In brief, I could say that my discovery of the
Austrian School was maybe 25% luck, and
75% thanks to the Mises Institute. Personally,
I owe a lot to the Mises Institute for my per-
sonal discovery of the Austrian School and
the help and support I have received from it.

LMR: For the last two years, you and some
colleagues have given a presentation at Mises
University (the annual event for students held
by the Mises Institute) on the situation in
Venezuela. Can you summarize for our read-
ers just how bad the economic plight is for
the average person?

RA: Venezuela is a country where in this
moment, everybody is suffering the conse-
quences of sixty years of socialism, and the
last twenty of them in its harder form. I al-

“Venezuela is a country where
in this moment, everybody is
suffering the consequences of
sixty years of socialism, and the
last twenty of them in its harder
form.”

VENEZUELA: 60 YEARS OF SOCIALISM

ways say that I can explain in two views the
situation of Venezuela, one the “empirical”
and second the “first-hand” life-experience.

Using some statistics, I can illustrate the
current situation in Venezuela saying that it is
a country with a great problem. We have had
five consecutive years of negative growth, in

2017 the real GDP diminished by 14% from
2016, which decreased 16.5% from 2015 that
decreased 6.5% from 2014... In addition, we
are considered a growth disaster in the eco-
nomic literature from 1960 to 1998, with only
Venezuela and Nicaragua in the Americas
having negative growth during that period.
So, you have a country in bankruptcy. The in-
dexes such as infant and maternity mortality
have surpassed historical highs. The scarcity
was around 80% in 2017-2018, now you can
find some food and medicines but prices are
dollarized with an exorbitant difference com-
pared to international prices. For example, the
same shampoo that you can buy here (in the
U.S.) in Walmart for 85 cents you will find
it in Venezuela for a price of around $5 or
more, in a country where the minimum wage
is around $4 monthly.

Venezuela has hyperinflation. Professor
Hanke accurately measures daily the annual
basis inflation, in his middle August (2019)
rank, Venezuela had the highest of the world,
more than 28,000 percent. Then this makes it
impossible that any average person can sur-
vive there if he or she doesn't have financial
support from relatives or friends out of Ven-
ezuela. The average Venezuelan must spend
all his monthly income to buy maybe two or
three days’worth of the minimum protein and
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calories required to support a human body.

In my first-hand life experience, I can say
that this situation is the worst and saddest any
people can suffer. Socialism destroyed every-
thing, everywhere it is implemented. You will
see how your efforts to improve or even keep
an acceptable standard of life are worthless.
Suddenly, you will have no hopes nor future
in your own country.

In my case, I had to bear a difficult change.
My parents are both professors—emeritus
since the 1990s—from a university and that
meant in the ‘80s a very good standard of
living. Then I went from being a son of the
professional middle class who had the op-
portunity to travel, and enjoy his childhood,
to a father that could not buy a pair of shoes
for his children because if he bought shoes he
could not buy food. I—as all Venezuelan par-
ents—tried to do my best to provide my chil-
dren the best I could, sometimes I believed
they did not understand the real situation
around them but I was wrong, all Venezuelan
children understand what misery is. Even my
6-year-old son, one of those “down-days” that
all immigrants have, has said to me, “Dad, I
miss a lot my grandparents,” and I say to him
joking, “Okay let’s return to Venezuela.” Im-
mediately he opened his eyes wide and said to
me, “No... they should come here to eat and
have what we hadn’t there,” and for me that
was heartbreaking. With this, what I try to say
is that the economic plight—the result of so-
cialism—has not only destroyed the economy
and politics in Venezuela but also destroyed
the childhood, the best years of professionals,

and the retirement years of our elderly.

VENEZUELA: 60 YEARS OF SOCIALISM

“I went from being a son of the
professional middle class who had
the opportunity to travel, and en-
joy his childhood, to a father that

could not buy a pair of shoes for
his children because if he bought
shoes he could not buy food.”

LMR: Especially with the Trump Admin-
istration tightening the screws, and some
“neoconservative” voices openly calling for
military intervention, there is a rising resis-
tance among leftist/progressive thinkers to
argue that the hyperinflation and shortages
in Venezuela are not the result of awful do-
mestic policies (by the Chévez and Maduro
regimes), but instead are the result of foreign
imperialism. What do you think of these ar-
guments?

RA: Those arguments are not consistent
with the reality. The bulk of Venezuela’s econ-
omy depends on oil prices. For example, from
2004 to 2008, Venezuela had a growth of its
real GDP of approximately 10.42% annual,
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“One of the great problems in
Venezuela is that the State is
the owner of the commanding
heights, mainly the oil, giving it
a fiscal independency of citizens
and making difficult to main-
tain checks and balances. Then,
Chavez had no problems to do
whatever he wanted.”

that is an extraordinary economic growth but
the great problem was that it was squandered
through socialist policies. In that period was
when you could hear [Joseph] Stiglitz, [Ber-
nie] Sanders, Pablo Iglesias, and many other
pundits and politicians praising Chavez’s so-
cialism. For those people that was the “good
socialism”but what they never say is that Ven-
ezuela had an unreal and short-run welfare.

One of the great problems in Venezuela is
that the State is the owner of the command-
ing heights, mainly the oil, giving it a fiscal
independency of citizens and making difh-
cult to maintain checks and balances. Then,
Chiévez had no problems to do whatever he
wanted.

VENEZUELA: 60 YEARS OF SOCIALISM

He used oil income to finance and export
the “Bolivarian Revolution.” He paid (in
USD equivalent) $500 million to provide
heating in poor communities in 16 states here
in the USA, $5 million to cooperative schools
and river cleaning in the South Bronx, $32
million annual to subsidize diesel for London
public transportation, while Danny Glover

also had his part of around $18 million.

Another highly financed field was to
strengthen Chavez’s “leadership.” Cuba, El
Salvador, Nicaragua, and many other Carib-
bean countries received preferential prices
and payment conditions on oil. In addition, he
financed leftist politicians such as Evo Mo-
rales, Correa, and Kirchner. The governmen-

tal expenditures rose from 29.5% of GDP to
40% of GDP.

In addition to those “gifts,” you have to con-
sider the exorbitant corruption. In Venezuela
you don't talk about hundreds of thousands
dollars you talk about billions in corruption.
Take the example of Derwick Associates—
related to Henry Ramos Allup, former presi-
dent of the National Assembly and chair of
the Social Democrat party in Venezuela. That
enterprise overcharged more than $1 billion.
Rafael Ramirez, former president of PDVSA
(the state-owned oil company), Luisa Ortega
(former general prosecutor), Andrade (former
Chavez bodyguard), and many others were
involved in corruption and laundered money.

'Then, Venezuela had great wealth squan-
dered in gifts and corruption, and never in-
vested in its business. That was the problem
in Venezuela. Chavez never invested in PD-
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VSA. The peak in oil prices was what sup-
ported those great incomes but the produc-
tion diminished because they did not invest
even in maintenance routines. Since 1998 to
2018 Venezuela’s oil production decreased at
a 5% annual rate.

'The current situation is not because Presi-
dent Trump imposed sanctions on a drug-
trafficking and terrorist regime. Venezuelan
Social Democrats sowed the seeds of this
crisis from sixty years ago when they started
to apply all those socialist policies that now
young Americans are hearing—the “great”
welfare state. In addition, Chédvez arrived to
power twenty years ago and applied a more
radical and harsher socialism for a few years
fueled with those high oil prices. Neverthe-
less, when oil prices plummeted, the crisis ex-

plodes.

I know that there are some “statistically
beautiful” papers, for example, Weisbrot and
Sachs, 2019, arguing that President Trump’s
2017 sanctions worsened the situation but
what they state is not true. Even the group
of Keynesian Venezuelan economists from
the Center of International Development in
Harvard argued against the conclusions of
that paper. The reality is that if people want
to find a country that bears part of the guilt
of the current crisis they should look at Cuba
and its interventionist policies in Venezuela,
not to the U.S. and its sanctions against a
drug-trafficking and terrorist regime.

LMR: We are curious about the state of
economic knowledge in other countries. Do
the actual economists in Venezuela (and

South America more generally) understand
that hyperinflation is the result of the print-
ing press—rather than, say, falling oil prices?
Or do even your professional peers not un-
derstand such basic matters?

RA: Remember that Venezuela’s economic
schools are Keynesians or Marxists, so they
do not have a real understanding of the hy-
perinflation. The most desired goal of Venezu-
elan economists is being Ministers of Central
Planning, Minister of Finance, or President
of the Central Bank. They even long to be

social-media influencers.

About this point it is important to know that
from 1998 to 2013, the government increased
more than 12,130% the money supply in the
economy. More recently, just during 2018 the
increment in the money supply surpassed

“The peak in oil prices was what
supported those great incomes
but the production diminished

because they did not invest even
in maintenance routines. Since

1998 to 2018 Venezuela’s oil pro-

duction decreased at a 5% annual

rate.”

VENEZUELA: 60 YEARS OF SOCIALISM
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3,000%. Nevertheless, those pundits still be-
lieve that if they rule the country’s economy
they will recover the national currency. They
argue that monetary policies are fundamen-
tal to be a great country. That with “fiscal and
monetary” discipline they will fix all the mess.

Also you have to consider that econo-
mists—at least Venezuelans—related in poli-
tics are just Keynesians, and honestly speak-
ing, we have very recognized economists and
this promotes that people want to give them
a “blank check.” For example, the current Di-
rector of the Center of International Devel-
opment of Harvard, Ricardo Hausmann is
Venezuelan, but his recipe for overcoming the
crisis is a bunch of Keynesian strategies that
he and others of his communist colleagues
failed applying in the early 1990s. Sadly, I
dare to say that his plan will be applied, as all
politicians even those self-called the “right or
center-right wing” trust in Hausmann’s plan.

'Then, they think that it is possible to elimi-
nate the hyperinflation but keep the State’s
monetary monopoly. None of them talks
about dollarization, or better the elimina-
tion of legal tender laws, insisting on 100%
reserves, or eliminating the “lender of last re-
sort,” and they talk even less about the gold
standard.

LMR: Finally, we are aware that you are a
Founder/Director of “Econintech.” What is
this organization and what are you hoping to
accomplish with it?

RA: Econintech is a free-market oriented

think tank. In 2015, with other colleagues, I

founded this organization to formally give
the opportunity to people of the Center-West
of Venezuela to know about economic, en-
trepreneurship, investment, innovation, and
technology—with those words we build the
name Econintech. We are creating awareness
in society to demand real freedom in Venezu-
ela and encourage them to become entrepre-
neurs as the best way to alleviate poverty.

“Econintech is a free-market
oriented think tank. In 2015, with
other colleagues, I founded this
organization to formally give
the opportunity to people of the
Center-West of Venezuela to know
about economic, entrepreneur-
ship, investment, innovation, and
technology.”

We hold lecture series, workshops, reading
groups, and other educational activities using
Austrian Economics materials. We promote
what students will not find in their univer-
sities and strengthen the free-market move-
ment in Venezuela. We are a very small think
tank, but our “statistics” are outstanding, and
we are growing there. We registered Econin-
tech in the U.S. as a 501(c)(3) to promote
it among Venezuelan immigrants but it has
been a hard task, almost impossible.

Honestly speaking, Venezuela lacks this
kind of institution. In all countries, you could
find perhaps two or three “free market” in-
stitutions. The difference with Econintech is

VENEZUELA: 60 YEARS OF SOCIALISM
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that we are not worried to show our institute
as an “influencer of politicians”—I know that
this could be profitable when you are doing
fundraising but that is not our purpose; we
prefer to “educate” society through our edu-
cational activities and research. I always re-
member Econintech’s Senior Felllow & Poli-
cies Consultant Hugo Faria’s words: “Rafael,
you should always say that the difference of
Econintech versus other Venezuelan think
tanks is that we were founded by real free-
market academics and researchers without
businessmen—and we need some of them.
Other institutes were founded by business-
men with a few academicians—and they
need a lot of them.” We hope to accomplish
our vision, a free society and a democracy that

respects natural rights in Venezuela, and we
are educating people for that.

Nevertheless, as I moved to the U.S. in
March 2018,and from September of that year,
I have been in the Free Market Institute at
Texas Tech, my participation in Econintech’s
activities in Venezuela has decreased. At this
moment, I am in charge of Econintech’s fun-
draising, and some managerial and strategic
plan to keep its growth. Perhaps if, after my
visiting at FMI-T'TU, I have been not able
to overcome the obstacle of not having a U.S.
PhD to get an academic job, I would hope to
accomplish the goal of consolidating Econin-
tech in the U.S. among Latin American im-
migrants and work in it.

L 24 4
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Bill Peacock is the vice president of research at the

Texas Public Policy Foundation. Bill directs the research

of the Foundation to ensure its accuracy, integrity, and

application of free market principles to the issues facing

Texas and the nation. His own research focuses on

economic freedom and growth, energy, property rights,

and regulatory issues.

Prior to joining the Foundation, Bill was a legislative and

media consultant, and worked in the Texas Legislature
and in the executive branch. He has a B.A. in History
from the University of Northern Colorado and a M.B.A.

with an emphasis in public finance from the University of
Houston. He lives with his wife, Kelly, and son, William, in
Austin, Texas, where they attend Redeemer Presbyterian

Church.

Note: The economists and financial professionals interviewed in the LMR are given the freedom to ex-
press their views, without necessarily implying endorsement from the editors.

Lara-Murphy Report: How did you dis-

cover Austrian economics?

Bill Peacock: Its funny that you ask be-
cause I don't really remember the exact
source. It was in 1989—before the Internet.
We didn’t have Google searches, so we had to
rely on old-fashioned sources of information
like magazines, catalogues, print circulars, etc.
But somehow through those mediums I dis-
covered the Foundation for Economic Edu-
cation and wound up at one of its weeklong
economics seminars at its old headquarters in

Irvington-on-Hudson, NY.

I do remember being blown away by ideas
from the Austrian School that I'd never been
taught in school. My teachers that week,

including Hans Sennholz, Bettina Bien
Greaves, and Richard Ebeling, were likewise
amazing. I was hooked.

I started reading books, attended the first
Austrian Scholars Conference in (I think)
1995, and later attended Mises University.
I took some great courses from the old ver-
sion of Mises Academy, including three from
one of you (Murphy) that walked us through
Murray Rothbard’s Man, Economy, and State.
Even after about 20 years of studying Austri-
an economics, those courses—and Rothbard’s
book—opened my eyes to economic truths I
had never seen before.

My favorite non-Mises and Rothbard books

on Austrian economics include Foundations of

GET THE ECONOMICS RIGHT
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the Market-Price System by Milton M. Shap-
iro, Economics for Real People by Gene Callah-
an, Foundations of Economics: A Christian View
by Shawn Ritenour, and Bob (Murphy)’s Les-
sons for the Young Economist.

I've spent the 30 years since the FEE semi-
nar incorporating the principles of Austrian
economics into my professional career, first
as a regulator and more recently as a policy
analyst for the Texas Public Policy Founda-
tion, a free-market think tank in Austin, TX.
In both my own research and as an editor, I
have found that the economic principles I
have learned through the Austrian School
apply to any situation in any market dealing
with any issue, be it energy, telecommunica-
tions, health care, or property rights. Get the
economics right, and you are more than 50
percent of the way toward understanding the
issue, no matter how complex it might be.

LMR: We understand that in your work on
energy economics, you have found that Aus-
trians have unique insights, even compared to
other free-market economists. Can you ex-
plain for our readers?

BP: It is a little-known fact—which may
be surprising given how much Texans like
to brag—but Texas has the most competi-
tive electricity market in the world. Our “en-
ergy-only” market design means that prices,
not regulators, are the main determinant in
how much energy generation gets built each
year to keep up with demand. The result—as
Austrians would expect—has been a more ef-
ficient market with (generally) lower prices
and increased reliability.

Of course, not everyone likes competitive
markets—including some of the competitors,
so the market has been constantly under at-

tack since it became fully functional in 2007.

oooooooooooooooooooooooooooooooooooooooooo

“Texas has the most competitive
electricity market in the world. Our
“energy-only” market design means
that prices, not regulators, are the
main determinant in how much en-
ergy generation gets built each year
to keep up with demand.”

oooooooooooooooooooooooooooooooooooooooooo

Additionally, the fact that it functions more
on prices than any other electricity market
has made it a profit center for renewable en-
ergy generators, who can use their subsidies
to undercut the price of any traditional gen-
erators. Because of these challenges, we have

GET THE ECONOMICS RIGHT
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done a lot of research with the help of some
excellent free-market economists.

Yet I've found that sometimes even classi-
cal free-market economists balk at taking on
market power, the pricing of products above
marginal costs, and other issues usually re-
lated to anti-trust theory. As competitive as
the Texas market is, it is still illegal to engage
in market power “abuse.” While the definition

oooooooooooooooooooooooooooooooooooooooooo

“Most states were considering how
to get cheaper electricity from cheap
natural gas in the 1990s. The answer
seemed to be competition—Dbuilding
on the success of the earlier introduc-
tion of competition into the airline and

trucking industries.”

oooooooooooooooooooooooooooooooooooooooooo

of what constitutes abuse is nebulous, one
sure way for a company to catch the attention
of Texas regulators is to have a market share
larger than 5 percent and price its electricity
in our day-ahead or real-time markets above
its marginal costs. Such activity got the for-
mer TXU slapped with a fine of $210 million
in 2007, which was later significantly reduced
when TXU agreed to pay a fine without ad-
mitting guilt.

This understanding of markets seems to
stem from a reliance on, or obsession with,
the model of perfect competition. Although
everyone admits that perfect competition is

just a construct designed to help us under-
stand how markets work, in reality it seems
to be the standard by which economists judge
markets. This is certainly the case with most
regulators, but also the case at times with oth-
erwise solid free-market economists. And try
as I might, I've had little success with push-
ing [Mises’ construct of | the evenly rotating
economy as a viable alternative.

LMR: From the perspective of free-mar-
ket economics, what makes the Texas energy
market so special?

BP: As I have already noted, it is a heavy
reliance on prices to balance supply and de-
mand that sets the Texas energy market apart
from others.

Don't get me wrong, there are still regula-
tions and protocols that hinder price forma-
tion. This includes the previously discussed
prohibitions on market power abuse, plus
wholesale price caps, ancillary market servic-
es, and a relatively recent administrative price

GET THE ECONOMICS RIGHT
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adder.

Yet Texas’ energy-only market still stands
above the two other basic types of energy
“markets”: the rate of return model (which
dominate the western and southern states) in
which regulators set prices, and hybrid “ca-
pacity” markets (found largely along the East
Coast and Midwest) where regulators use
some mechanism (usually auctions) to set a
price for capacity payments to generators—
on top of the income generators earn for sell-

ing energy.

Perhaps what really sets Texas apart is how
we got to this point. At the tail end of the de-
regulation craze that swept the nation start-
ing in the 1970s, most states were consider-
ing how to get cheaper electricity from cheap
natural gas in the 1990s. The answer seemed
to be competition—building on the success
of the earlier introduction of competition into
the airline and trucking industries.

Numerous states attempted to make this
move. The most notorious was California,
which couldn’t quite bring itself to actually

deregulate anything. Thus, the pseudo-market
they wound up with was near the epicenter of
the Enron scandal. Higher natural gas prices
in the 2000s, which meant higher electric-
ity prices, scared others off. Only Texas made
it to something resembling a true electric-
ity market. Then a series of decisions made
by regulators, including the all-important
energy-only design, got us to where we are
today. All of this was accomplished with sup-
port from Democrats and Republicans in the
Texas Legislature. This outcome is something

that would be very unlikely to happen today.

LMR: We understand though that there
are potential troubles on the horizon for en-
ergy markets, both in Texas and the U.S. more
broadly. Can you elaborate?

BP: In both Texas and the broader U.S,,
there are two main sources of the problems
American are facing in the energy (electric-

ity) market.

'The first is direct intervention in pricing.
Whether it is the measures I have already
mentioned, restrictions on ownership, or mo-
nopoly transmission, markets are not being
allowed to function competitively, which in
turn is leading to higher prices.

'The big problem, however, is the obses-
sion by policymakers with saving the planet
though renewable energy. Not only is this ef-
fort increasing prices, but it could move us to-
ward a reliability crisis in the not-too-distant
future.

Efforts to manipulate energy markets are

GET THE ECONOMICS RIGHT
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nothing new to the U.S. In the 1970s, sub-
sidies and mandates for synthetic fuels were
the response to the fear that the U.S. was run-
ning out of oil and natural gas. Congress even
banned the use of natural gas for regenerating
electricity for a while, until the miscalcula-
tions by “peak oil” advocates became apparent.

Of course, today it is the abundance of fos-
sil fuels that is threatening the planet. So this
time it is renewable energy that will come to
the rescue—at great expense.

'The Texas Public Policy Foundation has es-
timated that subsidies for wind energy alone
through the federal Production tax Credit will
cost U.S. taxpayers $65.1 billion from 2008
through 2029. Texas will spend an additional
$20 billion on wind and solar energy over a
similar time frame.

More than the cost, though, are the reli-
ability concerns that renewables bring. While
Texas leads the nation in new installed wind
capacity, the turbines only meet that capacity
level when the wind is blowing, which it is not
always doing. This intermittency — which is
also inherent in solar power — is what dooms
efforts to mandate increased use of renewable
energy.

A recent Foundation paper by Charles Mc-
Connell shows that when we need power the
most — during the hottest days of the year —
wind power isn't available. There is a big dif-
ference in the installed capacity of wind and
the deliverability of reliable electricity when
needed.

As McConnell writes, “during the four
highest summer and three highest non-sum-
mer electricity peaks of the last three years,
the vast majority of installed wind capacity
was a ‘no-show’ for Texas.”

'The more wind and solar power generation
increases, the greater the reliability problem
will be because of the intermittency of these
sources. Europe has already run headlong into
this problem, and the U.S., especially Texas, is
not far behind.

oooooooooooooooooooooooooooooooooooooooooo

“The big problem, however, is the ob-
session by policymakers with saving
the planet though renewable energy.
Not only is this effort increasing
prices, but it could move us toward a
reliability crisis in the not-too-distant
future.”

oooooooooooooooooooooooooooooooooooooooooo

LMR: Finally, can you discuss the mis-
sion of the Texas Public Policy Foundation?
In your view, what are the pros and cons of
state-based think tanks as opposed to nation-
al ones, such as the Heritage Foundation or
Cato Institute?

BP: 'The Foundation’s official mission is to
“promote and defend liberty, personal respon-
sibility, and free enterprise in Texas and the
nation by educating and affecting policymak-
ers and the Texas public policy debate with
academically sound research and outreach.”

GET THE ECONOMICS RIGHT
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'The Foundation is the largest state-based
think tank in the U.S. One reason for this
is we are in Texas, the largest “conservative”
state in the country with relatively less gov-
ernment interference in our lives than most
other states.

We've been able to take advantage of this
in part because of the growing dissatisfaction
with the ability to make any progress toward
liberty in Washington D.C. So we work with
similar organizations in other states to return
those “powers not delegated to the United
States by the Constitution, nor prohibited by
it to the States ... to the States respectively, or
to the people.”

I think the advantage we and our sister state-
based organizations have over national think
tanks is that we aren’t so Washington focused,
that we look first to the states, or to people,
to take care of their own problems. Though
certainly our friends in national think tanks
have come to see this more clearly in recent
years as well.

I think the big challenge that we and simi-
lar organizations face is not so much because
we are state based but simply because of the
nature of think tanks generally. Often, in or-
der to promote liberty, we must advocate for
change in the laws and policies of our state
or the federal government. Yet anytime leg-
islative, executive, or judicial action is the

“| think the advantage we and our
sister state-based organizations have
over national think tanks is that we
aren’t so Washington focused, that we
look first to the states, or to people, to
take care of their own problems.”

oooooooooooooooooooooooooooooooooooooooooo

means of moving toward liberty, it is not all
that difficult to slip into the fatal conceit that
we can do this by using the power of govern-
ment, along the lines of “compassionate con-
servatism.” While we have internal structures
built-in to guard against this slippage, it still
requires constant vigilance to ensure we re-
main committed to our principles.

L 2 2 4
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